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Abstract

This paper derives an analytical formula to price vanilla options considering the counter-party risk under 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 structured notes, such as reverse exchangeable bond and barrier reverse convertibles, under the counter-party risk considerations.
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