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Abstract

This paper derives an analytical formula to price vanilla options considering the counter-party risk un-
der the first passage model, a credit risk model which is flexible and capable of describing typical market
situations. Similar pricing methodology can also be applied to solve the dual problem — pricing vulnerable
barrier options under Merton’s structural model. Furthermore, our formulae can be used to evaluate struc-
tured notes, such as reverse exchangeable bond and barrier reverse convertibles, under the counter-party
risk considerations.
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1 Introduction

Option-pricing theory has been well developed — but only disregarding the credit risk of counter-party. Many
financial institutions trade derivatives through the over-the-counter (OTC) market with other financial insti-
tutions or their corporate clients. Since there are no margin and daily settlement mechanisms in the OTC
market, the holders of these contracts are vulnerable to counter-party credit risk (see Johnson and Stulz, 1987).
Accordingly, these kind of options, called vulnerable options, should have lower values than ordinary options,
and the pricing problems should be considered.

When assessing the credit risk of a firm, the structural models are typically used. Merton’s structural model
(see Merton, 1974) assumes that a firm defaults if and only if its asset value can not meet the debt obligation
at maturity date 7. That is, defaults never occur before T. Empirical study suggests that this model is not
able to describe the real world phenomenon (see Jarrow et al., 2003). Considering coupon payments and debt
acceleration, the first passage time model is proposed by Black and Cox (1976) to improve Merton’s model. In
the first passage time model, a firm is assumed to default if its asset value is under a specified level. Therefore,
this modified model allows premature default and is more flexible than Merton’s model.

The pricing of vulnerable options has been discussed by existing literature. A comprehensive discussion
is given by Johnson and Stulz (1987), who study how options subject to default risk under the assumptions
that the value of the option writer’s assets and the underlying asset is independent, and the option writer have
no other liabilities which rank equally with payments under the option. Hull and White (1995) extend the
Johnson and Stulz model such that other equal ranking claims on writer’s assets can exist, but in their works
the underlying and option writer’s assets are still independent. This limitation is not released until Klein (1996),
who obtain analytical pricing formulae which allows for correlation between the credit risk of the counter-party
and the underlying asset. In the above works, however, the credit risk are all governed by Merton’s model.
This paper studies the methodology to evaluate vulnerable options, where the credit risk of counter-party is
considered under a more flexible model — the first passage time model. Furthermore, in this methodology all of
the above restrictions are released as well, and finally we obtain analytical pricing formulae.

Our methodology can also be generalized to solve the dual problem — pricing vulnerable barrier options
under Merton’s model. A barrier option is a popular exotic option whose payoff depends on whether the path
of the underlying stock has reached a certain predetermined price level called barrier. Ignoring the credit risk,
the analytical pricing formula for the barrier option can be derived (see Rubinstein and Reiner (1991)). As
for the pricing problem of vulnerable barrier option under Merton’s model, the case is a little more complex.
Two processes with their own barriers should be considered: does the underlying asset value process ever hit
the knock out barrier? and the other, is the counter-party’s asset value lower than its debts at time 77 The
problem dealing with two processes and two barriers also appears in pricing a vulnerable vanilla option under
the first passage model. What is involved are the underlying asset value process, concerning if it is in-the-
money or out-of-the-money at 7', and the counter-party’s asset value process with default barrier during the
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life of this option. The above two pricing problems are dual, and the pricing formulae can be derived by similar
methodologies. In this paper we will show how to evaluate the price of the down-and-out call option by the
methodology we used to evaluate the vulnerable vanilla options, and then obtain the values of other kinds of
barrier option through in-out parity.

Besides, our pricing methodology can be used to evaluate vulnerable structured notes, such as reverse
exchangeable bonds and barrier reverse convertible bonds. A structured note is a debt instrument whose
coupon payments or principal depends on the value of some underlying asset. Structured notes can also be
thought of as a hybrid security that consist of a bond and a derivative. Since the tax law provides special
discount rules that apply to these securities, the trading volume in structured notes keeps growing rapidly.
When pricing a structured note, the issuer’s credit risk should be considered as well. The Lehman Brothers’
mini-bonds is an example that the issuer of structured notes fail to repay the coupon, even principal. As the risk
does exist, the pricing problems for vulnerable structured notes should be taken seriously. This paper provides
a pricing methodology to do so.

This paper is organized as follows. Section 2 gives the preliminaries which will be used in the following
sections. Section 3, 4 gives the derivations of vulnerable vanilla and barrier options, respectively. Numerical
examples are given in Section 5, and Section 6 conclude this paper.

2 Preliminaries

Consider a vanilla call option with initial time 0, maturity date 7" and strike price K, whose writer has firm
value process V; modeled by

A%
7t = rdt + oydZy(t), (1)
t

and the underlying asset of this option has price process S; following

ds,
2L = rdt + 05dZs(t), (2)
St
where r is the riskless interest rate, og, oy denote the volatility of the underlying and the writer, respectively,
and Zs(t), Zy (t) are correlated standard Browinan motions with correlation given by

dZs(t)dZy (t) = pdt. (3)

The main difference between Klein’s and our work in pricing vulnerable vanilla option is in credit risk model.
Their credit risk of counter-party is governed by Merton’s model, whereas we consider the first passage time
model.

In Merton’s model (Merton, 1974), a firm is in default if its assets value is lower than promised repayment at
maturity date T'. Specifically, assuming the option writer has debt D to repay at T', the event of default occurs
only if Vi < D. This assumption, however, is not very appropriate, since the information about the asset value
of this firm during ¢ € [0,t) is ignored. If the assets of the firm can be sold to meet the interest payments, a
more realistic model is the first passage time model suggested by Black and Cox (1976), which assumes that
there is a specified bankruptcy level L(t), and the firm is in default whenever V; < L(t). Thus, a default can
occur not only at time 7" but any time ¢ € [0,T].

2.1 Vulnerable Vanilla Option Pricing under Merton’s Structure Model

Derived by Klein (1996), a vulnerable vanilla option under Merton’s model can be evaluated by an analytical
pricing formula. In their work, if an option writer default, this option has recovery rate assumed to be §, that
is, the payoff of this option at T is § (S — K)Jr if writer’s default occurs, and otherwise (St — K)+, where
(1)t denotes max(-,0). In Merton’s model, the counter-party defaults only if Vo < D, and hence the call value
equals the discounted expected value of the payoff function

eiTTE (ST — K)+ I{VT>D} +0 (ST - K)+ 1{VT<D} (4)

where 1.} denotes the indicator function, and F is the expectation under risk neutral measure. Since the joint
density function of (Vi, St) is analytically available, the closed-form formula for the above expectation can be
derived.

It is also mentioned by Klein (1996) that the recovery rate § can be approximated by (1 —«)Vr/D under the
premise that the payoff (S7 — K)T is much smaller than D, where « represents the bankruptcy cost. Indeed,



if the counter-party defaults at time T, (1 — )V is received by liquidator, and the liability is D + (St — K)™T,
where the option holder would ask for repayments

(ST_]:{)Jr ~ (ST—K')jL
(- aVigi s~ (—ayr g
Comparing this approximation with §(St — K)™, it turns out that
o0~ (l—-—a)Vp/D (5)

We will follow this result later.

Klein (1996) didn’t show how to extend their work under the first passage model. In fact, the above pricing
methodology would fail when Merton’s model is replaced by the first passage model. When the event of writer
default is modeled by V; < L(t) for some ¢t € [0,T] , it becomes path-dependent. Since buyer’s payoff is
determined not only with the information of Vi, St but also V; for all ¢ € [0,T], only the density function
of (Vr,St) is not enough to evaluate the call value. A more general pricing result is obtained in our paper,
in which the first passage model is used, instead of Merton’s model, and the pricing methodology leads to an
analytical formula as well.

3 Pricing Vulnerable Options Under The First Passage Model

Assume that a vanilla call option with initial time 0, maturity date T and strike price K has writer’s asset value
process V; modeled by Eq. (1) and underlying asset by Eq. (2). In this section the option writer’s credit risk
is considered under the first passage model, and the default boundary L(t) is given by

5 {Le_’Y(T_t) vt €[0,7) -

L(t) = D i

where v and L are predetermined constants and L < D. The writer’s default occur if its firm value process V;
is less than L(t) at some time ¢ € [0,T]. Let § < 1 be the recovery rate, that is, the option buyer will receives
0 times of payoff if the counter-party default. Under this setting, the option buyer’s payoff will vary in three
cases:

e Ey: the writer never default during [0,7] (ie. V; > L(t)Vt € [0,T) N Vp > D)
e Ej: the writer never default before maturity date 7' but default at T (ie. V; > L(t)¥t € [0,T) NV < D)
e FEj: the writer default before T (ie. V; < L(t) for some t € [0,T))

If event E; occurs, the buyer receives payoff (St — K)™T at time T'; if event Es occurs, the buyer receives payoff
8(ST — K)T at time T, and if E3 occurs, the payoff becomes (56_T(T_T)(ST — K)T) at time 7, where 7 denotes
the first hitting time 7 = inf{t € [0, T] | V; < L(¢)}. Summing up and taking discounted expectation, we obtain
the call value as follows

C = E[eirT(STfK)+1E1j|
+ (SE [B_TT(ST — K)+1E2]
+ OF [e‘”E {e_T(T_T)(ST - K)+‘.7-"T] 1E3} .
To simplify the above expectation explicitly, notice that { £y, Fa, E5} form a partition for all possible events.

All of By N Es, B3N E3, and E3 N E; are empty sets, and all possible events are in Fy U Ey U E3. Hence, the
following identity holds:

C = E[(ST—K +1E‘1] +(1—5)€7TTE~1 [(ST—K)+1E1]
+ E[(Sr— K)'1g,]
+ E[(Sr - K) 1g,]
E[(S(T

+ ( o)e TTE[(ST— K)Lsp>k n Byl - (8)

Here we only need to focus on Eq. (8), since Eq. (7) can be evaluated by the Black-Scholes formula as

(S (S()Nl(dl) — KG_TTNl(dQ)) )



where
B log% +(r+0%/2)T
o Js\/T ’

and Nq(-) is the cumulative distribution function of the standard normal distribution defined by

® 1 t2
Ni(z) = / ——e 7 dt.

Furthermore, applying Ito’s lemma we have

S, = SOe(r—a§/2)t+USZs(t)
‘/t — Voe(r—o'%,/Q)t—l-o'VZv(t)

dl dgEdlst\/T,

Thus we can rewrite St > K as
Sp = Spe?sB2(1) > K = By(T) > k,

where, for simplicity, we introduce a diffusion process By(t) and a constant k defined by

1
By(t) = U*S(T*UE/Q)tJrZs(t),
1 K
k = —log—.
os o8 So

Similarly, B, = (V; > L(t)Vt € [0,T) NV > D) can be split and the event Vi > D can be rewritten as
Vi = Voe? VBT > D = B(T) > d,
where
1

—(r—v—ov/2t+ Zy(b),

By (t) v

1 D
d log — —~T
- (107 7).

and the event V; > L(t)¥t € [0,T) can be rewritten as

Voe(r—a%,/Q)t—Q—aVZV(t) _ %eavBl(t)+'yt S Le VTt i ¢ 0,7)
= Bi(t)>1 Vvtel0,T)

= M((T)>I,
where
M1 (t) = Sren[(l)l,lt] Bl(S),
1 L
Il = —|log— —~7T).
= (1oe 7 - 07)

Thus, Eq. (8) can be rewritten as
(138 "E [(50€USB2(T) - K)1{32(T)>k,M1(T)>z,Bl(T)>d}]
oo o0 (oo}
= (1- 5>€_TT/ / / (S0€75" — K) far, (1), B1.(T),Ba () (M1, b1, ba)dmy dby dby
k Ja i
= (1- 5)50€_TT/ / / €752 fur vy By (), o) (1, b1, b2 )dmy dby dbs
k Ja i

*(1*5)K67TT/ / / It (1), By (1), B2 (1) (M1, b1, b2 )dmy dby dbs,
v Ja i

(10)

where far, (1,8, (), B.(1) denotes the joint probability density function of My (T'), B1(T'), B2(T'), and B1(t), Ba(t)
are Brownian motions with drift terms with correlation dB;(t)dBa(t) = pdt. ' As fa, (T),B.(T),Bs(T) Can be
derived explicitly (see Appendix A), the above integrals can be carried out analytically. To do this, it is

convenient to introduce the following universal formula first:

Y4B, (t)dBa(t) = ( L (r — 5y — 02 /2)dt + dZv(t)> ( L (r — g2/2)dt + dZS(t)) = dZy (t)dZs(t) = pdt by Eq. (3).

oV s



Theorem 3.1 Assume B(t), B2(t) are correlated Brownian motions with drift terms at, Ot, and dB1(t)dBa(t) =
pdt. Then

ﬁ / / Ptz £ oy By (1), Ba() (1, b1, b2)dmydby dbs
bo by m1

_ 1 §+ﬂpq+§+ap+ﬁq) by VT by VT )
= _|_ _—
e Ng( \/T+ T(a+p+pq), ﬁ+ T(B+pp+q),

T( % +opa+ % +ap-+8a) +2m1 (p+ pa)-+ 200, < by — JT by — 2pimy >
Ny (-2 =1y a+p+ = A NTB+pp+q),p),
2 ﬁT T(a+p+pq),— 7T (B+pp+aq),p

where No(x,y, p) is the cumulative distribution function of a bivariate standard normal distribution defined by

—0o0 7T -

Proof. See Appendix B. O

—e

With Theorem 3.1, Eq. (10) can be simplified to obtain the following pricing formula:

C = (1-90)Sy [NQ (\/df + \o/_VT(T — 5 — 0% )2+ posoy), —% + f(r + 02/2),;)) (11)
_ppostt 2 (rm—ob/2) (21¢_Td N f(T )2t posov). 2p\lf;k . f(r . U%/Q),p)]
(- 0)KeT [m (—jT R 1 S oz/m,p)
o LI (”\/‘Td # -y, 2K VT a§/2>,p>]

+0 (SoN1(d1) — Ke "™ Ny(da)) .

Recall that

_log%+(r+0§/2)T p _log%—f—(r—a%/Q)T

R A
Setting
dgzlog%+(r+a2v/2)T d4210g%+(r_03/2)T
ovVT ’ oy VT )
the above mess can be further simplified. Since direct computations show that _T + \F (r + 0%/2) in

Eq. (11) equals dy, — \F + ‘F(r —~ —0%/2) = dy4, and hence the whole Eq. (11) can be rewritten as

(1 =16)SoNy <d4 +T Tpog,ds, ) Similarly, other terms can also be further simplified, and it finally turns out
the pricing formula for vulnerable vanilla call

= _ _ 2posi+ A (r—y—0%/2) 2 2pl
c (1—6)So | Ns (d4+\/fpas,d1,p) e v N (d4+ﬁ+\ﬁpas7d1+ﬁp
A
S 21 2 B
(1= 0)Ke T | Ny (dy, da, p) — e7v "7 /2 (d4+\r } ) + 6 (SoNi(dy) — Ke "T Ny (dy)) -

B
(12)



A vulnerable vanilla put option can also be evaluated by the aforementioned methodology. The analytical
pricing formula is given by

osl+2 (r—y—o 21 2pl
P = (1= 0)80 | Na (a4 + VTpos, i, =p) = HTHRTRIN, (4 T Vpos, - - 2 2)|
21

_ 2L (g2 21 2pl
+(1—68)Ke TT[N dy, —dg, —p) — e7v TV N <d +—=,—d ﬂ
( ) 2 (da 2,—p) 2 (a4 JT 2 JT P
+6 (—SoN1(—d1) + Ke "' Ni(—dy)) . (13)

3.1 Reduce to Black-Scholes Formula

The value of a vulnerable vanilla option given in Eq. (12) really boils down to the Black-Scholes formula when
the credit risk of writer is ignored. To illustrate this, note that the Black-Scholes pricing formula for a vanilla
call option is given by

CBS = S()Nl(dl) - K67TTN1 (dg)

Since the last term of Eq. (12) is just ¢ times of Cgg, we only need to show the rest terms reduces to (1—4)Cps
to verify the whole reduction. Setting default boundary L(t) to zero, we have D — 0, L — 0, and hence

_log B+ (r—op/2)T
Jv\/f

Thus, —emv TN/ 4 Block B of Eq. (12) tends to zero. Since Na(-) < 1 by its definition, the whole block
B vanishes. A similar argument shows that block A also vanishes. On the other hand, as d4 tends to infinity,
No(ds + \/Tpas,dl,p) and Nj(dy4,ds, p) would reduce to Ni(d;) and Ni(ds), respectively.?Summing up the
above observations leads us to the conclusion. Similarly, Eq. (13) reduces to the Black-Scholes pricing formula
for a put option if the credit risk consideration is taken away (ie. D — 0, L — 0).

— OQ.

L
(= <1og o 7T> Joy — —00, dy

3.2 Extension to Structured Note Pricing

The aforementioned pricing methodology can also be used to evaluate the price of a vulnerable structured note.
As an example, below we will show how to price a reverse exchangeable bound under the first passage model.
A reverse exchangeable bond is a structured note, in which the holder will receive returns depending on an
underlying asset at maturity date T'. Specifically, let S; be the value process of underlying asset. The holder
receives principal and coupon if ST > Sy. Otherwise, if St < Sy, the holder receives principal and underlying.
A reverse exchangeable bound can be thought of as a hybrid security that contains a straight bond tied together
with a short position of put option with strike K = Sy. Hence, to price a vulnerable structured note, we only
need to evaluate a vulnerable straight bond subtracted by a vulnerable vanilla put option. Since a vulnerable
vanilla put has pricing formula given by Eq. (13), now we only focus on vulnerable bond pricing. Let a bond
has face value F and coupon rate ¢, and its issuer has firm value process modeled by Eq. (1). Now the issuer’s
credit risk is also modeled by the first passage model with default boundary Eq. (6). The bond holder’s payoff
varies in these cases:

e F; occurs and holder’s payoff at T is (F + FcT)
e FE5 occurs and holder’s payoff at T is 0(F + FcT)
e E3 occurs and holder’s payoff is de~"(T=7)(F 4 FcT) at time 7

Here § denotes the recovery rate of the issuer of this bond, and 7 is the first hitting time that V; < f/(t) Taking
discounted expectation under risk neutral measure, we have the vulnerable bond price

VB = E[e""(F+FcT)lp,] +0E [ (F + FcT)lp,)] + 6 [e*”E [e*“T*T)(F + FeT) ‘}"T} 1E3}
= E[e™(F+ FcT)lg,] +0E [e 7" (F + FcT)lp,| + 6E [e " (F + FcT)1g,] .

C

Again, we rewrite block C as (6C + (1 — §)C) to obtain

VB = e "T§(F+Fcl)+e ™ (1 - 6)(F+ FcT)E[1g,]
e (F + FeT) (5 +(1-0)E [1E1]) . (14)

2Notice that limgy—co N2(z,y, p) = N1(y) for all p,y. A brief derivation is given in Appendix C.



Recall that E, = (By(T) > d N M;(T) > 1), and hence E [1z,] can be rewritten as

Ellg] = E[ls,m)s>ammsi)

= / / / I (1), By (1), Bo (1) (M1, b1, ba )dmy dby dby (15)
—oo Jd l

d ﬁ 2 (o2 /2 200—d VT

= N|-—+"(r—v—0%/2 fe“V(T’YUV/)N = (r—y—0%/2
1< \/T UV( Y V/ )) 1 \/T UV( Y V/)

) 21

2L (p—y—g2
= Ny (dy)— vt \//2)]\]1 <d4 + \/T> , (16)
where Theorem 3.1 is used again to evaluate Eq. (15). Substituting Eq. (16) into Eq. (14), we obtain the
vulnerable straight bond value

VB = ¢ "T(F+ FcT) (5 +(1-96) <N1 (da) — erv TV N <d4 + ﬁ))) ,

and, consequently, the pricing formula for a vulnerable reverse exchangeable bond can be derived as

v (E)r-

¢~"T(F + FeT) (5 +(1-9) (Nl (ds) =0 TN, <d4 ! jff)»

F 2p0 51+ 2L (r—y—0%,/2) 21 2pl
<K>( (1-10)So {Nz <d4+ﬁPUS, dy, P) e v Ny (dy+ ﬁ+ﬁPUS, dy Nk p

_ 20 (52 21 2pl
+ (1=§)KeT [N da, ~dy, —p) — e?v "IN, (d + = —dy— ==, - )}
(1-0)Ke 2 (d4, —d2, —p) — e 2 (dat Zm —da = =
+ 6 (=SoNi(—dy) + Ke "' Ny(—dy))) .

4 Pricing Vulnerable Barrier Options Under Merton’s Model

Now we turn to evaluate the value of a vulnerable barrier options under Merton’s model. Among all types of
barrier options, we only give the detail of the derivation of the vulnerable down-and-out call value. Pricing
formulae for other types of barrier options are given in appendix E, and their derivations are similar.

Consider a vulnerable down-and-out call option with initial time 0, maturity date 7" and strike price K,
whose writer and underlying asset are also modeled by the processes Egs (1), (2). Here writer’s default is
governed by Merton’s model; default only occurs when Vpr < D, and a lower barrier for underlying asset is
introduced, which is defined by B(t) = Be 7Tt vt e [0,T).

During the life of this option, once the underlying asset value hits the lower barrier, a option buyer gets no
return either the writer defaults or not. On the other hand, if the underlying asset value never cross the lower
barrier in [0,T], buyer’s payoff depends on whether writer defaults or not. The option buyer receives payoff
5(St — K)™T if a default occurs, and otherwise (St — K)T. Thus, the value of a down-and-out call is given by
the discounted expectation as follows

Cpo = E {G_TT(ST - K)+1{St>B(t)VtE[O,T] n VT>D}] + E {B_TTé(ST B K)+1{St>’§(t)we[o’ﬂ n VT<D}}
(17)
= FE {e‘rT(ST - K)+1{st>é(t)Vt€[0»T1 n VT>D}]
i [e—rT(l_g)VT(ST - K)+1{st>3(t)Vt€[07T] A VT<D}} (18)
= ¢ "TE [(ST - K)1{5T>K N Sy>B(t)Vi€[0,T] N VT>D}}
St T {OSWT(ST ~ K){s,5k 0 8> Byl n vT<D}} ; (19)

where the approximation for recovery rate given in Eq. (5) is substituted into Eq. (17) to obtain Eq. (18).
To simplify the above expectation, we set

Bi(t) = = (r =7 —0%/2)t + Zs(t), Mi(t) = mingejoq Bi(s), Ba(t) = 5= (r — oy /2)t + Zy (1),

ov

k’Eé(logsﬁo—ﬁT), bzé(logs%—ﬁT), d’zilog%.



Thus, similarly to Eq. (9), the event Sy > K can be reduced as follows:

Sp = Spelr=08/2)T+osZs(T) 5 ¢

= SOeUS(Uls( it é/ )T+ZS(T)) _ SoeasBl(T) > Ke_fyT

1 K
= B(T)> - (1ogSO - ’yT) =K.

Similarly, we have the reductions given in the following table:

The original form After reduction In simplified notions
Sp> K L (r 5 "7) T+ Zs(T) > (1og K WT) Bi(T) > k'
D, o’ _
Sy > B(t)Vt € [0,T]  minyepy ( L (r - 7) + ZS ) L ( - 7T) My(T) > b
Ve >D L (r— )T+ Zp(T) > L log 2 Bo(T) > d'
0_2
Vr <D Ulv r— = T+Zv(T)<$log% By(T) < d

Thus, Eq. (19) can be rewritten as
Cpo = ¢'TE {(SoegsBl(T)HT — K)1{B,(T)>k' N My>b 0 Ba(T)>d'}

l-a —rT 17 o o 5
+ ( D ) e 'E [Voe vB2(T)(Gyeos BT _ K)1{B,(T)y>k n My>b 0 Ba(T)<d'}

o0 o0 o0
= SOG(W_T)T/ / / €USb1fM1(T),Bl(T),Bg(T) (my, b1, ba)dmdbydby (20)
7 ’ b

KeiTT/ / / Fary (@), By (), B2 () (101, b1, bz ) dim dby db @)
7 ’7 b

1 — - d/ (o)
+ (D) SOVOC(’Y 70)T‘/ / / 6asb1+gvb2fMl(T),Bl(T)_’BdT) (mq,b1,b2)dmydbidbs (22)
oo J k! b

1—a B d (%) %)
—( 5 )KVoe T / / / €2 for oy By (1), Bo () (1, b1, b2 )dimy dby dbs, (23)
—00 4 b

where Egs. (20) and (21) can be simplified by Theorem 3.1. As for Eqgs. (22) and (23), since the original
formula becomes invalid due to the change of limits of integration, we introduce the following modification and
left its proof in Appendix D:

Theorem 4.1 Assume Bi(t), B2(t) are correlated Brownian motions with drift terms at, Gt, and dB1(t)dBa(t) =
pdt. Then

by [ 0o
/ x / P Fb2 £ oo By, Ba(r) (M, b1, ba)dmy dby dbs
by mi

(% +ppat % +ap+5aq) ( by by )
= e \? 2 No | — +VIT(a+p+pq), —=—-VI(B+pp+aq),—
2\~ 7 VT(a+p+pq) 77 Y B+pp+q),—p

2 2 _ _ b —
—eT( %+qu+%+ap+ﬁq) +2m1(p+pq)+2am1N2 (_ by — 2y

BQ_mel_ _
T +VT (a+p+pq), ——— VT (B+pp+4q), p)-

VT
(24)

As aresult, Egs (20), (21), (22), (23) can be simplified to yield the pricing formula for a vulnerable down-and-out



call option

Cpo =

So | N2 (d17d4+\/TPUs»P) —ems T WMS/Z)N <d1+ +VTpos, )

2pb
VTl T
C

_ 2b 2pb
_Ke T N, (d2,d4, )_eUS(T y— Us/Q)N (d2—|— >

D

1 _
+ ( Da) SoVoelrtrosov)T | N, (d1 +VTpoy,—ds — VTpos, —P)

E

28 (r—5+0% /24posoy) < 20 2pb
—e’s Ny [ dy +—+\/Tpav,—d3 —VTpog,—
VT VT

F
2pb

1- == (r—y—o oS50 2b
- ( D“) KV {NQ (42 + VT pov, —d, —p) — ems 01703/ 2 0mson) (d2 + =+ VTvoy, —ds = =

VT

)|

G

There are 8 types of vulnerable barrier options: down-and-out call (denoted by Cpg), down-and-out put
(Ppo), down-and-in call (Cpy), down-and-in put (Ppy), up-and-out call (Cye), up-and-out put (Pyo), up-and-
in call (Cyr), and up-and-in put (Pyy). Thought all of these can be priced by the above methodology, thanks to
in-out parity, we only need to evaluated half of them. Indeed, in-out parity states that a vanilla call equals the
sum of a down-and-out call and a down-and-in call, no matter if the credit risk of counter-party is considered
or not. Hence, we have

Cpo + Cpr = The value of a vulnerable vanilla call,

where the value of a vulnerable vanilla call under Merton’s model has been derived by Klein (1996). We just
use it and the pricing formula for Cpo given in Eq. (25) to determine the value of Cpy. Similarly, since the
following identities hold:

Cuo +Cyr = The value of a vulnerable vanilla call,

Ppo + Ppr = Pyo + Pyr = The value of a vulnerable vanilla put,

and the value of a vulnerable vanilla put is also given by Klein (1996), we only need to evaluate Ppr, Cyo, and
Py to obtain the value of all 8 types of vulnerable barrier options. The pricing formulae for Pp;, Cyo, and
Py are given in Appendix E.

4.1 Reductions

There are several perspectives for the pricing formula Eq. (25). In some trading outside the OTC market,
counter-party’s credit risk is very small and hence can be neglected. In this non-vulnerable case, our pricing
formula provides the flexibility to reduce to the barrier option value. On the other hand, a barrier option reduces
to a vanilla one when the barrier is taken away. Our formulae are also able to degenerate the vulnerable vanilla
option valuation.

4.1.1 Reduce to Non-vulnerable Case

Without credit risk considerations, the pricing formula for a down-and-out call has obtained by Rubinstein and

Reiner (1991), which is given by
B\ 2log & T (B)%_l 2log 2
So N1 (dy) — | =— Ny (dy + s —Ke ™ |Ny(d2) — | =— Ny | do + > 1. (26
oll(n (3) 1<1 2 - ()7 w2 )

(25)



This formula is a special case of Eq. (25). Indeed, when the counter-party’s default barrier D tens to zero, we
have log % — oo and hence d3,dy — o0, and —d3, —dy — —oo. Thus, block E, F, G in Eq. (25) vanish, and all
of the other Ny(+) reduce to Ni(:). Now Eq. (25) becomes

2 (e 2 _ 2y 2b
So | N1 (dy) — e7s TTTHOE/D <d1 + ﬁ)] — Ke T [Nl (dg) — €55 TTT70S/2 N, (d2+ ﬁ)] . (@21

Furthermore, in Rubinstein’s work a constant barrier B(t) = B is considered, and thus ¥ = 0, b = - (log S%)

os
Substituting this into Eq. (27) we obtain Eq. (26).

4.1.2 Reduce to Klein’s Pricing Formula

Eq. (25) also reduces to Klein’s pricing formula for vulnerable vanilla call under Merton’s model (see Klein

(1996)) as B — 0. The argument goes as follows. As B — 0 we have b = L <logs% — 7T> — —o0, and

gs

e% — 0. Thus, in Eq. (25), block C,D,F tends to zero, and so does the last term of block G. As a result,
Eq. (25) reduces to

SoNo (d17d4 + \/Tpas,p) — KGiTTNQ (dg,d4,p)

1- 1-—-
+ <l)a> SOVQG(TJFPUS”V)TNQ (d1 + \/Tpav, *dg — \/fpas, 7/)) — ( Da) KVON2 (dg + \/TPO'\/, 7d3, fp) s

which is just Klein’s formula.

4.2 Extension to Structured Note Pricing

Our pricing scheme can be extended to evaluate more complex financial instruments. As an example, the
derivation of the analytical pricing formula for a barrier reverse convertible security is given below.

A barrier reverse convertible security is a note linked to an underlying asset, where we assume the value
of this underlying asset at time t is modeled by S;. At maturity 7', the holder will receive the coupon and
underlying, if S; ever hit a predetermined lower barrier B(t) during ¢ € [0,7] and S7 is less than the initial
price Sy. Otherwise, if St > Sy or S; > B(t)Vt € [0,7T], the holder will receive the coupon and principal.
The value of such security with counter-party’s credit risk consideration can be evaluated by the above pricing
methodology for vulnerable barrier options. A barrier reverse convertible can be thought of as a straight bond
tied together with a short position of down-and-in put option with strike K = Sy. Thus, its price equals a
vulnerable bond price subtracted by a down-and-in put option.

Under Merton’s model, pricing a vulnerable bond is even more easy than first passage model case. Since
default only occur when Vi < D, the bond holder’s payoff varies in two cases:

e If Vi > D, holder’s payoff at T is (F' + FcT)
o If Vi < D, holder’s payoff at T is §(F + FcT') = %(F + FcT)
Thus, we have the vulnerable bond price under Merton’s model as

(1 — a)VT

VF = El[e™(F+Fc)lyyspy] +E e 5

(F + FCT)l{VT<D}

(1—-a)

= e "(F+ FcT)E [1yv,=py] + (F+ FcT)e™ ™ E [Vilgv,<py]

where F [1{VT> D}] can be evaluated by Theorem 3.1 as follows
Ely,sny] = E[lmmsa)l
= / / / I (1, By (1), Bo (1) (M1, b1, ba)dmy dby dby
—oo Jd —o00

- N (jf+f(rvff€/2)> = Ni(da). (28)

As for E [VTl{VT<D}]7 note that

EVrlyve<py] = DE[Lveepy] — E[(D = Vr)lgv,<py]
D (1= E[1prsny]) - E[(D = V)]

10



Since the expectation in the first term of the right hand side has been evaluated in Eq. (28), and the second
term can be evaluated by the Black-scholes formula for put options, we obtain

E Vrlgyy<py] = D(1— Ni(dy))
D(1 — Ny(dy))
Voe' ' Ny (—d3).

B[(D— Vi)'
(DNl(—d4) — VoerTNl(—dg,))

Consequently, we have
—rT (1 — O[)
VF = e "™ (F+ FcT)N1(dy) + T(F + FcT)VoN1(—d3).

Subtracted by Ppy, finally we obtain the pricing formula for a vulnerable barrier reverse convertibles.

5 Numerical Results

As mentioned before, ignoring the default risk of counter party would cause great danger. In this section we show
how significant a derivative could be mispriced if the default risk of counter party is ignored. With parameters
K =40,V (0) = 100,T =3,D = 90,L = 70,0y = 0.2,p = 0,7 = 0.05,7 = 0.06,0 = 0.6, the values of vanilla
calls are shown in panel (a) of Figure 1, where S(0) varies from 20 to 60, the vulnerable call prices are evaluated
by Eq. (12), and the non-vulnerable call price, the Black-Scholes formula. Since the payoff function (Sp — K)*
has more probability to be large if S(0) is large, the value of a vanilla call increases as S(0) increases. This
phenomenon can be observed in case of a vulnerable option, as well as a non-vulnerable one. It is also notable
that as shown in panel (a) of Figure 1, the value of a vulnerable option is lower than a non-vulnerable one. The
difference between these two derivatives due to the default risk of counter party can be thought of as a risk
premium, which is even more significant when S(0) is fixed and V(0) is changed, as shown in panel (b) of Figure
1. Similarly, under the same setting but different oy, the values of a vulnerable and a non-vulnerable call also
has difference varied significantly. As shown in panel (c) of Figure 1, when oy is large, ignoring the default risk of
counter party and directly using the Black-Scholes formula to assess an option which is actually vulnerable will
cause significant overpricing. This is due to the great default risk of counter party when its volatility oy is large
or initial firm value V'(0) is too small. In contrast, when V'(0) is large or oy too small, the value of a vulnerable
option tends to that of a non-vulnerable one. That is, an option holder who buy the option from a small firm,
in contrast to a big firm, is more vulnerable and hence needs more risk premium, which is consistent with the
intuition. In case of barrier options, all the above statements still hold and can be observed in panel (a), (b), (c)
of Figure 2, which compare the values of vulnerable and non-vulnerable barrier options based on the settings
S(0) =40, K =40,V (0) =100, =3,D =90,B = 35,0y =0.2,056 =0.2,p = 0,7 = 0.05,7 = 0, = 0.25.

6 Conclusion

We extend the works of Klein (1996) to obtain an analytical pricing formula for vulnerable options, releasing the
constrain of credit risk model used to measure the default risk of counter-party. A more flexible model, the first
passage model, is used in place of the original Merton’s model. Analytical pricing formulae for vulnerable barrier
options are also derived by similar methodology. Furthermore, these pricing scheme can also be used to derive
the pricing formulae for structured notes. As examples, the derivations of the values of reverse exchangeable
bond and barrier reverse convertibles are given. The pricing results compared to numerical method developed
by Liu (2020) are also given to confirm the validity of our formulae.
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Figure 1: Comparison of the Value of the Vulnerable and Non-vulnerable Vanilla Options

The value of the vulnerable and non-vulnerable vanilla options based on the setting S(0) = 40, K =40,V (0) =
100, 7 = 3,D =90,L = 70,0y = 0.2,p = 0,7 = 0.05,7 = 0.06,6 = 0.6, unless otherwise noted. The option
values under different S(0), V(0), oy, T are shown in panel (a), (b), (c), and (d) respectively. The black line
denotes the vulnerable vanilla call value evaluated by Eq. (12), and the red line, the non-vulnerable vanilla call
value evaluated by Black-Scholes fomrula.
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Figure 2: Comparison of the Value of the Vulnerable and Non-vulnerable Barrier Options

The value of the vulnerable and non-vulnerable vanilla options based on the setting S(0) = 40, K = 40,V (0) =
100,T =3,D =90,B = 35,0y = 0.2,05 = 0.2,p = 0,7 = 0.05,v = 0, = 0.25, unless otherwise noted. The
option values under different S(0), V(0), oy, T are shown in panel (a), (b), (c), and (d) respectively. The black
line denotes the vulnerable down-and-out call value evaluated by Eq. (12), and the red line, the non-vulnerable
down-and-out call value evaluated by Rubinstein and Reiner (1991).
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A The Joint Probability Density Function of M;(T), Bi(T), B2(T)
Assume Wi (t), Wa(t) are independent standard Brownian motion and set

Bi(t) = at+ Wi(t),

Bg(t) = ﬂt + le (t) + 11— pQWQ(t)

Notice that Bj(t), B2(t) are correlated Brownian motions with drift terms, and satisfy dBy(t)dBa(t) = pdt.
Define the minimum value process M; (t) as

M;(t) = min Bj(s).
s€0,t]

First we need the joint density of My (T), B1(T) given in the following lemma:
Lemma A.1 The joint probability density function of My (T), B1(T) is given by

2(b—2m) ab—fozzT——(Qm b)? ifm<b~
Ian (1), B, (1) (M, b) = { TvasT R (29)
0 otherwise

where b~ stands for min(b, 0).

Proof. Let Z(t) be a standard Brownian motion, Z(t) = Mt + Z(t) be a Brownian motion with drift term,
and M (t) = maxe[p, Z(s) be its maximum value process. As mentioned in Shreve (2004), the joint density

function of (Z\Z(T)7 Z(T)) is given by

2(21m—%) )\z—f>\2T——(2m 2)? if > 5t
o e ifm>2
furery, 2o (M, 2) § TV2T .
0 otherwise

Note that the density of (—M(T), —Z(T)) is given by S iy, - zer) (M 2) = fyrr), 20y (—ms —2). Since both
—Z(t) and W;(t) are standard Brownian motions, (minsefo7(—As + Wi(s)), — AT + Wi(T)) has the same
density as (—M(T), —Z(T)) = (mingeor)(—As — Z(s)) , — AT — Z(T)). The joint density of (M;(T), Bi(T))
is obtained by substituting o = — X into Eq. (29).

|

To derive the joint probability density function of M;(T), B1(T), B2(T), rewrite the following probability
as:

P{Ml(T) < ml,Bl(T) < b1,BQ(T) < bQ}
by — BT + paT — (paT+pW1<T>)}
N
= P {Ml(T) < ml,Bl(T) < bl,WQ(T) < ba + (pa — 5)T _ pBl(T) }

V1—p?
mi by b2+(/m /3)T pb
/ / / fan (), By () (D) fovy () (w) dwdbdm,

= P {Ml(T) < ml,Bl(T) < bl,WQ(T) <

where fr, (1,8, (1), fw, (1) denote the density function of (M (T'), B1(T')) and W5(T'), respectively. Differentiate
the above integral to obtain the joint density function of M7 (T), B1(T'), B2(T) as follows:

b2+(/m ﬁ)T pby

ma bl
fM1 (T),B1(T),B2(T) (mla bla bZ) = 8m18b18b2 / / / fM1 (T),B1(T) (m, b)fWQ(T) (w)dwdbdm

bz+(pa—ﬂ)T—pbl>.

7fM1(T) B.(1) (M1, 01) fwy (1)
V1—p? V1—p?

Applying Eq. (29), we obtain

I (1), By (1), Bo () (M1, b1, b2)

1 2(bi=2m1) Jab;—1a?T— 5k (b —2mq)? —m(@"r(/m—ﬁ)T—Pbl)z . -
_ = TvarT © vorl ’ ifm < by (30)
0 otherwise
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B Proof of Theorem 3.1
Note that

/ /_ / Ptz £ o Bty Ba(r) (M, b1, ba)dmy dby dbs
ba by mi

[e%S) 9] by
— / / ! epb1+qb2 1 2(b1 B 2m1)eab17%a2Tf—(b1 2m1) 1 e*m(b2+(P0¢*5)T*Pb1)Qdmldbldb2
by Jb Sy V1—p2 TV2rT V2rT
oo poo b
_ / 6pb1+qb2 1 1 efm(bfr(ﬂa*ﬁﬂw*ﬂblf / ! 2(b1 B 2m1)eablf%aQTfﬁ(lnf%nl)gdml dbldb%
62 Bl \/ 1 — p2 27TT my T 27TT
(31)
where
-
/ ! 2(b1 - 2m1)eablf%QQT*%(h*le)zdml
m TN2rT
mi1=b;
_ { 1 eob1— 5 T— gl (b1 —2m1)* o _ 1 abﬁEQQTf% (1 _ 6%;—77%1)) .
V2T — 21T

Thus, we obtain from Eq. (31) that
ﬁ / / Ptz £ o By (ry, Ba(r) (1, b1, b2)dmy dby dbs
bo by m1

o0 o0
1 1 -1 _ 1,2 27mq (by —mq)
_ / / ePbitaby = e zra- p2)(52+(POé B)T—pb1)*+abi—3a’T— (176 100y —my )dbldbz
52 El

V12 2nT

_ /oo /oo opbitabs L 1 1 . m(b2+(pa B)T—pb1)*+aby—sa’T— 5k dbldbz (32)
b Jb, /1 = p2 27T
_ 2
—6_27#/ / +274 )by +gba 1 1 e—ﬁﬂ))(b2+(P0¢—5)T—ﬂbl)2+ab1—%‘XZT_%dbldb2_ (33)
by by 1-— p2 27T

To simplify the above integral, the following lemma is needed:

Lemma B.1

/ / (bt L 1 o (et (pam )T —pbi)*+abi— o T‘ﬁdb dbs
b2 b1

V1-0p 2 27T

b b
_ T( 21 +pC1Co+ 22 +aol+ﬂc2)N 1 2 >
= € ——+ VT (a+Ci + pCs), ——— + V1 + pC1 + C5), .
2 ( \/~ ( 17T P 2) \/>T (ﬁ pL1 2) P

Proof. Substituting

b

b1 =—\/T96+T(a+01 + pCs)
—VTy+T(3+ pCy + Cy)

the left hand side integral can be rewritten as

—oo e 1 1 1 (22—
TG f o pCiCat 2+acl+,802)/ / 7—63 — 5t (27 —2eavty )d:z:dy
— L VT(B+0C1+Ca) S = LtV T(a+C1+pC) 22

/ \ﬁ+f(5+pc1+02 / +\/>(a+C1+pCz>) 1

1 2 2
— T( +p0102+ 2 +aC1+8C2) i€7 2(1-p2) (I —2pzy+y )dxdy,

which, by its very definition, equals the right hand side. O
Obviously, Eq. (32) can be rewritten as

T( ﬁ—&-ppq-&-ﬁ—kap-i-ﬁq) < by by >
e\ : Ny (——=+VT(a+p+ +VT(B+ pp+
2\ 7 (a+p+pq),— 7T T(B+pp+a)p

immediately applying the lemma B.1. Also, substituting C; = p + 2"“
simplified form of Eq. (33) as

, Cy = ¢ into this lemma yields the

2 2 _ _ by —
_ (B +opat 5 +aptfa) +2ma (o pa) 20 (_ by — 2my

\/T+\/T(a+p+pq),—b2_2pml+ﬁ(ﬁ+pp+q),p>-

VT

Summing up, we obtain Theorem 3.1.
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C Bivariate normal cdf reduces to univariate normal

lim Ng(a,b, ,0) — 2(1;,2*) (z —2pxy+y )dxdy

b o0 1
——
a— 00 [m[m 27r\/1—p2
_ @—pp)?+y2(1-p?)

2(1-p2) dxdy

b o0 1
= — ¢
\/700/700 2my/1 — p?
b 00 1 z—py 2
[ et ([ Lot )y,
—co V2T —oo V27 N
b1
= e 2dy = Ny(b).
/_Oo o Y 1( )

D Proof of Theorem 4.1

We start by substituting —bs = b into the left-hand side of Eq. (24) to obtain

52 oo o0
/ X / P2 £ o By, By (M, b1, ba)dmydby dbs
—o0 J by mi
= /7 / / P S £ r o7y By (1), B () (M, b1, —bs)dmy dby dbs, (34)
—bo J by mi

where, by Eq. (30), far, (1,8, (1),B.(1) (M1, b1, —b3) is known as

1 2(bi—2m1) jaby—3a?T—5k (bi—2my)? _1 —m(—bS‘F(PQ—B)T—Pbl)z : < b
1—p2 TV2rT € o=k ifmy < by . (35)

0 otherwise
Let B3(t) = —pt — pWi(t) + /1 — p>Ws(t), which satisfy dB;(t)dBs(t) = —pdt. Again by Eq. (30) we have

fMl(T)fBl(T)wBB(T) (m].? bl) b3)

2
1 2(01=2m1) Jabi—La2T— b (b1—2m1)2 __ 1~ 55—,z (bs+(—patB)T+pbi) . < p
_ 1—p2 TV2rT € Vor= it my < by

0 otherwise

)

which is exactly the same as Eq. (35). Thus, Eq. (34) can be replaced by
/7 ﬂ / P s £ oy By (1), By (1, b1, —bs)dmy dbydbs,
—bs Jby my

= /7[ / P TS £ o7y By (1), Be() (1, b1, b3 )dimy dby dbs.
—bs Jby m1

Now it can be simplified by Theorem 3.1 immediately as

p? . b b
eT(TJrPPqJFTJraP‘FﬁQ)NQ <\/1T 4 */T(Oé +p+ PQ), 72T _ \/f(ﬁ +pp+ q)7 p>
— T rerat s ter i) vam pn) t20ms (—bl 2 T ot ptpa), 22T (G 4 pp+q) —p>
VT T ’ ’

which is just the right-hand side of Eq. (24) and the proof is complete.

E Barrier option pricing formulae
As mentioned before, by introducing in-out parity, we only need Cpo, Cyo, Py; and Pp;y to evaluate all 8

types of vulnerable barrier options. In these section we list the analytical pricing formulae for all of them except
Cpo, which is given in Eq. (25).
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Under Merton’s credit risk model with default boundary and barrier settings the same as section 4, Cyo, Pyr, Ppr
are given by

b K
Cvo = S + —,—e1,—p | — N + ,—€e1, —
vo 0 {in <f1 T A P) 2 <f1 Vi P)]
b K
— 506217057217055 |:N2 <f2 + 77_’, —€9, —p> — N2 <f2 + 77_‘, —€9, _P>:|

b K
- Ke T {Nz <f3+ﬁ,637p) — Na (ngrﬁ’erp)]
+ Ke—T’T—QbOéS |:]\/'2 (f4—~—\/bT7—€4,—p> — No <f4+ %7_64,_p>:|

11—« - L o b K
V1S, e’yT—QaUpasT+§aST+pUsovT—USOéST |:N ( ,es, ) — N < + —, €5, >:|
+ ( D ) 020 2 | f5+ \f 5P 2| f5 —,€5,0

D
: [NQ (f@ + b,eﬁvp) — N, (fﬁ + k/,eﬁ,pﬂ
JT VT
/
_ (1 ;Oé> KVye20vrasT {N2 <f7+ \/bT,e%P> — N <f7 + 5?767’p>]
n (1 —a) K%e_zgvpasT—2a5b+2bpav [N2 (fs + b7eg,p> — Ny (fs + kl&&ﬂ)] >
D VT vT

B (1 — Oé) VOSoe:yT_Qg,upasT+%gz,T+pgsUVT—aSaST—2asb+2bpav+2bas

kl
Prr= Ke—rT—QbOcSN ( 4+ —ey,— )
U1 2| fa T p
_ k'
— 8peITrT+305T-asosT+2bos—2asb \, <f2 + VT’ —€2, p)
l—a —20y pasT—2asb+2bpoy K
+ D KVye Ny fS"’ﬁaeSvp
_ (1 5 a) VoSpe T —20vpasT+io5T+posovT-asasT—2asb+2bpoy +2bos N, (f6 + a “ p)
D \/T7 ) b
b
P = K(:’_TTN <—h + —=, =93, — >
DI 2 3 \/T g3, —p
4 Kef’l‘TJr2baS |:J\]'2 <h4_b7_g4’p) _N2 (h4_k/,_g47p>:|
VT VT
b
- SONQ <h1+\/Tvgl7p>
— 5062b05+2ba5b |:N2 <h2 — 7b —g2 p) - N2 <h2 - L/ —g2 P>:|
\/T, ) \/T’ ?
11—« b
+ KVyNs | —hr + —, g7,
( D ) 04V2 ( 7 T gr P)
11—« b K
+ KVye?osbt2beov [N <h - —. 98— >—N (h - =98 — )]
( D ) 0 2 8 \/T gs, —p 2 8 \/T gs, —p
1— b
- ( Da> VoSper T trosovT , <h5 + ﬁ,gsap)
_ (1 B a) VOSOerTerJSJVT+2agb+2bpav+2bas |:N2 <h6 _ b 96 —,0) _ N2 (hﬁ _ L/ g6 _p>:|
D VT VT ’
where
1 _ 2
as=—(r—5—05/2),
os
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€1

€3

€5

€7

g1

g3

gs

g7

€i

gi

es —ospVT

In 2

Vo

~(r-bat)
— 2V 4 2pasy/T

Uv\/T

es —ospVT — oy VT

€3 — Uv\/T

g3 — USP\/T

In \%—(r—%a%)
ovVT

93 — ovVT — ospVT

g3 — O'V\/T

€i—1— %7
b,

gi—1 — QT,TP—”

19

fi

JE

fs
fz

hi

h3

hs

hr

fi

—US\/T+ OéS\/T
OéS\/T

—O’s\/T — avp\/T+ aS\/T
—UVP\/T + Ozs\/T

O'S\/T-f— OéS\/T
Oég\/T

US\/T—I—an\/T—I—aS\/T
ovpVT + asVT

fi*l - %7

h Vi = 2,4,6,8.

2b
-1+ 77



