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Abstract

Due to their attractive characteristics, convertible and callable bonds became a more important class
of fixed income products within the financial market [5]. Therefore, the need for fair and accurate
pricing of convertible and callable bonds increases. Where the convertible option can be considered
as a right for the bondholder, the callable option is a right assigned to the bond issuer. Moreover, due
to the hybrid nature of a convertible bond, it both contains characteristics of fixed income and equity
products. As a consequence, both the risk of default and the possible equity profits need to be taken
into account when valuing convertible bonds [7]. Furthermore, as many convertible bonds also include
a call option, an extra early exercise feature due to this call option needs to be taken into account. This
early exercise option further increases the complexity of the valuation problem, as a possible buyback
of the bond before maturity needs to be considered in the value of the bond [3]. Computing a fair and
accurate price for convertible and callable bonds, therefore gives rise to a complex valuation problem
which leads to the need for further research.

In this thesis, a structural default model is used to value callable convertible bonds. Contrary to reduced-
form models, structural default models are characterized by the rationale behind the default event [3].
Due to the better rationale and new insights into possible better market fits, structural default models
have gained new interest in academic research [3, 15, 34]. Recent research is conducted on finding
new numerical techniques used for approximating the prices of complex financial products [27]. This
thesis discussed different valuation methods as proposed by Longstaff and Schwartz, Lord et al. and
Oosterlee and Grzelak applied to the valuation of callable convertible bond. In particular, a convolution-
based method (CONV) and a cosine-based (COS) method are discussed. Whereas the Monte Carlo
methods and the CONV method are already used in different articles, the COS method was not yet
applied to the callable convertible bond valuation [3, 1]. As the COS method has been proven to be
an efficient algorithm for approximating the values of financial derivatives, this thesis uses the COS
method to compare its convergence to seek more insights into the convergence of the CONV method.
Monte Carlo methods are used to verify the obtained approximations.

For the problem considered under constant interest rates, this thesis shows that the COS method can
be derived and applied. For small values of the grid size, the COS method showed to converge much
faster than the CONV method. For larger values of the grid size, the CONV method showed to catch
up with the COS method to become almost equally accurate. The results also showed that, contrary to
the COS method, the CONV method was robust under the choice of the hyper-parameter concerning
the integration grid. For the COS method, it was shown that a bad choice of the hyper-parameter could
lead to a bad approximation. Although the two-dimensional CONV method shows to converge to the
value obtained under Monte Carlo simulation, the results are still off for grid sizes of intermediate size.
Results seem to indicate that the amount of grid points is not sufficient for the proposed integration
interval and that therefore more grid points are needed. A greater amount of grid points, however, will
also indicate a requirement for a greater amount of resources which may not always be available.

From the results of the zero-coupon case, the COS method showed a more rapid convergence to-
wards the approximations obtained by the Monte Carlo methods than the approximations obtained
using the CONV method. Furthermore, when taking the hyper-parameters into account, the CONV
method showed less robust features than the COS method in the two-dimensional case. Only for a
small range of the hyper-parameters convergence is obtained for the CONV method. On the other
hand, the COS method clearly shows convergence for a much wider range of hyper-parameters.
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Introduction

1.1. Motivation and contribution

One way of financing investments is by issuing bonds. A bond is a contractual agreement between
the bond issuer and the bondholder upon future payments from the issuer to the bondholder. At the
issuance of a bond, the issuer receives the bond price which can be used to finance investments.
At the maturity of the bond, the issuer pays the face value of the bond to the bondholder. Within
financial markets, different parties, issue bonds. In general, these parties can be distinguished into two
categories; governments and companies [32]. Bonds that are issued by companies are referred to as
corporate bonds. Contrary to bonds issued by major stable governments, corporate bonds are more
sensitive to credit risk [25]. When a company is not able to fulfill the obliged payments, the company
is said to go into default. As a consequence, the bondholder will not receive the agreed payment
and therefore miss out on the contractually agreed fixed income. To compensate for this default risk,
corporate bonds often have higher returns than government bonds, which makes the corporate bond
an interesting fixed-income product for investors.

Corporate bonds can be embedded with a convertible option, which enables the bondholder to ex-
change the bond for shares of the company’s stock. Contrary to ordinary stocks, convertible bonds
have a more stable income for the bondholder [37]. Moreover, in comparison to a plain corporate
bond, convertible bonds still yield the possibility to profit from an increased performance of the com-
pany [7]. When a company performs well, the bondholder of a convertible bond may exercise the
conversion right to profit from high share prices. Issuing convertible debt may also be attractive for
the issuer of the bond. As the convertible option is equity for the bondholder, the costs for issuing a
convertible bond are less than the costs for issuing a corporate bond without any options [4].

Convertible and corporate bonds may also be embedded with a callable option. Callable options pro-
vide a safety mechanism against interest rate changes for the issuer of the bond. The holder of a
callable option owns the right to buy back the bond for a predetermined price. When interest rates
decline, the issuer of the bond can exercise its right to buy back the bond and issue new bonds against
a more favorable interest rate [5]. Moreover, bond yields are presumed to depend on the credit risk
of the issuing company [29]. As the company acquires a higher credit score, it may be able to issue
new debt against a lower yield. Hence, it may be favorable for the issuing company to buy back the
bond and issue new debt against the lower yield [5]. As the callable option is a right that is assigned
to the issuer of the bonds, the exercise right of the option is often represented in a higher return and
a lower market price [13]. In particular, the high yields with lower market prices make callable bonds
interesting for investors.

Due to their attractive characteristics, convertible and callable bonds became a more important class
of fixed income products within the financial market [5]. Therefore, the need for fair and accurate
pricing of convertible and callable bonds increases. Where the convertible option can be considered
as a right for the bondholder, the callable option is a right assigned to the bond issuer. Moreover, due
to the hybrid nature of a convertible bond, it both contains characteristics of fixed income and equity
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products. As a consequence, both the risk of default and the possible equity profits need to be taken
into account when valuing convertible bonds [7]. Furthermore, as many convertible bonds also include
a call option, an extra early exercise feature due to this call option needs to be taken into account. This
early exercise option further increases the complexity of the valuation problem, as a possible buyback
of the bond before maturity needs to be considered in the value of the bond [3]. Computing a fair and
accurate price for convertible and callable bonds, therefore gives rise to a complex valuation problem
which leads to the need for further research.

1.1.1. Structural default models

Different academical approaches are proposed for valuing bonds with embedded options [12, 36, 9,
3, 21, 15, 29, 2]. The proposed models for modeling the default risk within financial products can be
divided into two classes of models; structural default models and reduced-form default models. Within
reduced-form models, it is assumed that the default event is driven by a stochastic process with a
corresponding intensity rate. By modeling the default risk as an exogenous event that arrives by a
predefined intensity (which may be stochastic), a credit spread can be derived [12]. This credit spread
can be used as a discount factor for valuing a specific financial product subject to default risk [2].
The credit spread corresponding to the default risk can easily be obtained from market data. As a
consequence, reduced-form models are popular as their calibration is relatively straightforward [3].
However, the exogenous approach of reduced-form models forms a less clear rationale for the default
event, as it does not model the default event directly but uses a probability-based approach on internal
and external events to determine a possible default event.

Contrary to reduced-form models, structural default models are characterized by the rationale behind
the default event [3]. Structural default models assume that the default of a company is endogenously
determined by the financial obligations of the company [4]. As the company can be defined in terms of
its capital structure and its limited liability, structural models assume that the default event will appear
when the company has insufficient assets to pay its liabilities. To model the financial obligations of
the company, within structural models, not the share price but the value of the company is modeled
by a stochastic process [21]. The market value of a company is defined by the capital structure of
that company, which gives the relation between the equity and debt ratio that is used to finance the
company [31]. For each financial obligation, the value of the company is compared to the financial
obligations of the company to verify whether the company can fulfill the payments. When the capital is
not sufficient, the company goes into default and is assumed no longer to be able to fulfill any payments.

Structural models show two major drawbacks. In the first place, structural models depend on the
dynamics of the company value [3], which is not a publicly tradeable quantity and therefore cannot
be observed in the market. As a consequence, structural models can not directly be calibrated on
historical data. Secondly, more basic structural default models yield a bad approximation of credit
spreads [34]. From market data, it can be seen that corporate bonds often trade higher yields compared
to government bonds [20]. The difference between the higher yields for corporate bonds contrary to
the lower yields for government bonds is often thought of as credit-risk compensation. As the investor
buys a corporate bond instead of a government bond, she exposes herself to the default risk of the
company issuing the bond [5]. The higher yields of corporate bonds form compensation for the default
risk that comes with the corporate bond [5]. The part of the yield that is considered to be compensation
is called the credit spread. Contrary to reduced-form models, the credit spread is not directly modeled
by structural models, but, can be derived within the model. Huang and Huang showed that when basic
models are considered, such as proposed by Merton, the derived credit spread compared to the actual
credit spreads obtained from the market is off [20, 29].

Although basic models show bad approximations for the credit spreads, more advanced models tend
to model the credit spreads better [3]. As general research within the modeling of financial assets
evolved, more advanced models were invented. Recent research showed that using more advanced
models within the structural models yields a better fit on the market data and, therefore, yields better
credit spreads [15]. For instance, Fang et al. use a Lévy-process to model the value of the company
when trying to numerically derive a price for CDSs. Fang et al. show that the obtained results closely
resemble the market quotes and that the default probabilities obtained are following the market spreads.
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On the calibration of structural default models

As the value of the company is not a publicly tradeable quantity and cannot be observed within the
market, the calibration of structural default models is more difficult [4]. Different methods for the cal-
ibration of structural default models are proposed, which include calibration via inversion techniques,
solving minimization problems, and bootstrapping techniques [6, 15, 16]. Though there exist calibration
methods, they all depend on the availability of quoted credit default swaps (CDSs). The dependency
on CDSs limits the use of structural default models to the selection of companies that have this in-
formation available, which is a limiting condition on the proposed model. To only partly rely on CDS
spreads, Forte proposed an algorithm that is based both on the market capitalization of the equity of
the company and the book value of the company and yields a proposal to obtain the value process of
the company via an iterating process [16].

A calibration method that is in line with the given approach in this thesis is that proposed by Fang et
al. [15]. Fang et al. propose to redefine the pricing algorithm to a minimization problem that can be
numerically solved. The resulting method yields implied parameters for the structural default model
obtained from market quotes of the CDS market. The minimization problem concerns retrieving the
parameter set for which the difference between the market quotes of the CDSs and the risk-neutral
value of the CDS is below a certain tolerance. The method relies on fast and efficient computations,
which can be done by the cosine (COS) approximation method proposed. One parameter that is not
obtained from this method, is the initial company value. However, this parameter can be obtained via
the market value of the equity and the book values of the debt as proposed by Forte.

If the valuation is conducted at the issuance of the bond and did not issue any other bonds, a more
naive approach can be considered. In the financial markets, it is common to trade bonds at part, that
is selling the bond at its face value or very close to its face value. To be able to sell the bond at its face
value, the features of the bond are set in such a way that the price investors are prepared to pay is
equal to the face value. Hence, in this case, the initial value of the company is equal to the sum of the
market capitalization of the equity and the face value of the bond. The other parameters can then be
calibrated to a similar company that does trade CDSs.

1.1.2. Numerical valuation methods

Due to the better rationale and new insights into possible better market fits, structural default models
have gained new interest in academic research [3, 15, 34]. More advanced models, such as jump-
diffusion models, show much more interesting results and are therefore very useful within structural
default models [15]. Moreover, recent research is conducted on finding new numerical techniques
used for approximating the prices of complex financial products [27]. Two of the most commonly used
classes of numerical techniques for the valuation of financial products are; Monte Carlo (MC) techniques
and Fourier approximation.

MC techniques depend on simulation to realize a great number of simulated paths of the underlying
asset. Monte Carlo paths contain realizations of the stochastic variable for each time step. These
realizations can then be used to approximate the value of a financial product by computing the cor-
responding payoffs determined by the product. In particular, MC methods can be used to compute
premature financial option values which makes the methods widely applicable. For example, Longstaff
and Schwartz have introduced an algorithm that can be used for valuing early exercise options by
use of MC simulation and least-squares regression [26]. In general, MC techniques are interesting
because of their wide applicability and because they avoid the curse of dimensionality [32]. Some
earlier used techniques, such as numerical partial differential solvers, show deficiencies when used
on models that assume multiple stochastic factors. When systems of higher dimensional stochastic
factors are computed, the number of integration points increases exponentially [24]. The exponen-
tial growth of integration points due to higher dimensional systems is often referred to as the curse of
dimensionality [32].

Alternatively, Fourier techniques form a popular class of numerical valuation methods. Fourier methods
exploit the phenomenon that some computations may become very complex in asset space but can
be done easier in Fourier space [27]. Moreover, Fourier techniques are often very efficient approxima-
tion techniques, which makes them computationally fast [10]. To be able to perform Fourier methods,
the characteristic function of the system is required. As models for asset classes may become more
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complicated, their characteristic functions can often still be computed [32]. In particular, models that
are included in the affine class have a characteristic function that frequently can be computed in closed
form. Many popular advanced models are included within the class of affine models. The availability of
the characteristic functions combined with efficient computational methods makes Fourier techniques
attractive for financial computations.

Although Fourier methods are highly efficient, they are less widely applicable and less tractable com-
pared to MC methods. When pricing more complex options with early exercise features, MC methods
become more interesting [32]. On the other hand, Fourier methods are more attractive when fast, highly
efficient computations are required. For instance, one way of calibrating a model is by optimizing the
parameters of the model based on market quotes [15]. The obtained parameter estimations that follow
from solving the optimization problem are referred to as the implied parameters. Often, the implied
parameters are obtained numerically. As solving these numerical optimization problems to find the im-
plied parameters may require fast and efficient computations, Fourier methods become very attractive
for these calibration methods.

1.1.3. Contribution

Within this thesis, the COS method will be applied to the valuation problem of callable convertible bonds.
The COS method has been proven useful in the valuation of different classes of financial derivatives.
In particular, the COS method has been used for the valuation of both European as Bermudan types
of derivatives. However, the COS method has not been applied to fixed-income products with a hy-
brid nature and multiple early exercise features. Within this thesis, a cosine-based algorithm will be
derived to efficiently value the callable convertible bond under constant interest rates. Moreover, an
application of the two-dimensional COS method will be presented to the non-coupon-paying convert-
ible bond pricing problem. When the coupon payments are assumed to be constant, the convertible
pricing problem where no early call optionality is included will be very similar to a European-type option
valuation problem. The European type of valuation can be computed efficiently by the two-dimensional
COS method. A derivation of this algorithm will be given in the thesis.

Furthermore, using the derived COS method for the constant interest rate case and the stochastic
interest rate case, a convolution-based (CONV) algorithm as presented by Ballotta and Kyriakou will
be analyzed. The CONV method presented by Ballotta and Kyriakou shows the potential to be an
efficient algorithm for computing bond values. In the article presented by Ballotta and Kyriakou, only
a brief discussion on the convergence of the CONV method is given, where the results are, among
others, compared to the log-normal analytical results obtained by Ingersoll Jr [21]. In this thesis, a more
elaborate discussion of convergence will be given. This discussion will include a comparison with the
COS method for constant interest rates, a discussion on the hyper-parameters, and a discussion of the
convergence under stochastic interest rates where the COS algorithm was used for the valuation of a
non-coupon paying convertible bond.

As it is known that the CONV method does have a slower convergence than the COS method [14].
In this thesis, the convergence of the CONV method will be discussed based on numerically obtained
results. As no closed-form solution for the value of a callable convertible bond with coupon payments
under a structural default model is known, robust Monte-Carlo methods will be used to obtain a ref-
erence value. Using the obtained reference value, the COS and the CONV method will be tested for
accuracy. Furthermore, the hyper-parameters of the methods will be considered, to obtain insights into
the sensitivity of the hyper-parameters to the convergence of the method.

When efficient and fast computations methods are developed, the limited calibration condition for the
structural default models on the availability of CDSs can be relaxed. A highly efficient Fourier method
for computing bond values under structural default models will raise the possibility to further research
on the application of Fourier methods in the calibration of structural default models based on bond data
instead of CDS data. Being able to also incorporate bond data in the calibration process, will enhance
the class of companies to which structural models can be applied to.

1.1.4. Thesis structure
The thesis will attain the following structure. This chapter will continue with a more elaborate discussion
on corporate, convertible, and callable bonds. Section 1.2 will discuss the payoff structure and the early
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exercise features of the (callable) convertible bond. In particular, also the optimal exercise policy of the
convertible and callable feature will be discussed. Chapter 2 will be focused on the modeling of the risk
factors. The risk factors both include the default risk, modeled by a structural default model, and interest
rate risk modeled under the Hull-White process. The Hull-White model will be obtained under the HIM
framework, which enables a direct fit on the current yield curve. The model proposed is included in the
affine class of diffusion models, which enables the derivation of the characteristic function [32]. Both
Monte Carlo and Fourier approaches will be discussed. In the third chapter, Monte-Carlo methods will
be discussed for obtaining reference values that can be used in the convergence analysis.

Chapter 4 will be discussing the Fourier-based approaches. In particular, the CONV and the COS
method will be discussed for valuing the callable convertible bond under the proposed jump-diffusion
models. When constant interest rates are considered, both a CONV and COS algorithm will be dis-
cussed. In the case of stochastic interest rates, a discussion on the valuation problem of the callable
convertible bond will be given based on the CONV method. When the pricing problem is reduced to a
non-coupon paying convertible bond, also the COS method will be discussed under stochastic interest
rates. The discussions given in Chapter 3 and Chapter 4 will be first given a valuation algorithm based
on the less complex convertible bond, and then extend the algorithm to the more complex callable con-
vertible bond. In Chapter 5, the numerical results will be discussed. This chapter will be elaborating
on the convergence of both the CONV and the COS method concerning the different cases discussed.
The last chapter will draw conclusions based on the numerical results and give suggestions for further
research.

1.2. Characteristics corporate, convertible and callable bonds

A bond (both government and corporate) is a contractual agreement between two parties on future
payments defined on a time horizon [ty,T], for T € R, and 0 < ¢ty < 7. At issuance, the bond is
sold on the financial market and the money that is raised can be used to finance new investments. By
buying a bond, an investor tries to ensure a fixed income. At maturity T, the face value F' will be paid
to the bondholder and the bond will be terminated. One of the building blocks for financial derivatives
is the risk-free zero-coupon bond. Risk-free zero-coupon bonds are a specific class of bonds, which
surely pay a face value of I' = 1 at maturity. This kind of bond will be referred to as the zero-coupon
bond.

Definition 1.1. A zero-coupon bond is a risk-free bond with a face value of F' = 1, which is paid at
maturity [32]. The value of a zero-coupon bond with maturity 7" at time ¢ is denoted by P(¢,T'). Zero-
coupon bonds do not yield any payments to the bondholder before maturity 7.

The payoff scheme of a zero-coupon bond is composed of one payment at maturity 7', as given in
Figure 1.1.

to T

Figure 1.1: Payment scheme of a zero-coupon bond. A zero-coupon bond has a sure payoff of ¥ = 1 at maturity 7.

Besides the payment of the face value F' at maturity 7', a bond may also provide intermediate payments,
which are called coupon payments. The coupon payments are paid to the bondholder at a finite set
T = {7r,...,7n_1} C [to,T] of n — 1 coupon dates. The payoff scheme of a fixed coupon bond is
given in Figure 1.2.
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P+ Cp—1
c1 C2 Cj Cn—2
L L t
to 1 T2 Tj Tn—2 Tn—1

Figure 1.2: Schematic payoff of a bond paying n — 1 fixed coupon payments at coupon payment dates 7 = {¢1,...tn—1}.
At maturity, 7", both the last coupon payment as the face value are paid to the bondholder.

Coupon payments are often defined in terms of a percentage of the face value F' of the bond, which
is called the coupon rate. Coupon rates can be fixed or be based on market interest rates. Assume
that the coupon rate of the bond is fixed and defined as « € [0, 1], then each coupon payment can be
written as

cj = oF,

forall j € {1,...,n — 1}. Hence, the final payment of the bond, in case the bond is not terminated
before maturity, will be F(1 + ).

1.2.1. Corporate bonds

Corporate bonds are subject to default risk [21]. The issuer of the bond may not be able to pay the
liabilities by the bond. If the issuer is not able to pay any of the coupon payments at any coupon
payment date 7; € 7% for j € {1,...n — 1} or is not able to fulfill the payment of the face value at
maturity, the issuer will go in default. It will be assumed that, if the issuer goes into default, the issuer
will not recover and therefore will stay in default such that she is no longer able to fulfill any of the future
payments by the bond. The company can therefore only default on any of its coupon payment dates
and the default will only occur if the company does not own sufficient capital to pay off the bondholder.
To determine whether the company defaults at a specific coupon payment, the assets of the company
need to be compared to the specific coupon payment the company has to pay. Therefore, consider a
process {A(t)},-, governing the value of the company. The company will default if coupon payment
at time 7; € T°°" exceeds the value of the company A(7;) at the coupon payment date 7;, i.e., the
company will default if,

A(rj) < Fa forje{l,...,n—2},
A(tj) < Fl1+«a) forj=n-1.

Contrary to shareholders, bondholders are among the first who may have a claim right on the company
value when a default occurs. Which part of the remaining capital of the company may be recovered
by a bondholder is referred to as the seniority of the bond. A bondholder, therefore, has a more senior
claim on the remaining capital than the shareholder, as the shareholder is only entitled to recover any of
the remaining capital when all other claim rights have been exercised. By the limited liability condition,
the bondholder can only recover the maximum of the assets available after default. It is assumed that,
when the company defaults, the company will be liquidated and the remaining value of the company
is totally obtained. Hence, the payoff of a corporate bond, in case of default at time 7, € 7%, is the
minimum of the maximum amount of assets that can be recovered and her claim under the bond, i.e.
min (A(r;), F(1+ «)). The recovery of the company value upon a default may be extended with a
recovery rate. However, within this thesis, a full recovery will be assumed. Denote the payoff function
of the corporate bond at time ¢ € [ty, T] by H(¢, A(t)). At non-coupon payment dates ¢ ¢ TP, the
corporate bond will have no payoff. On the other hand, if ¢ € 7" is a coupon payment date, the bond
will pay

min(aF, A(t)) forje{1,...,n—2},

H{(t, A(t) = {min((l +a)F,A(t) forj=n—1

A plot of the payoff function H of a corporate bond at a coupon date ; € 7° and at maturity T is
given in Figure 1.3.
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Plot of the payoff of a corporate bond
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Figure 1.3: A plot of the payoff function corresponding to a corporate bond. The bond has a face value F' = 100 with regular
coupon payments ¢; = aF" = 10 for o = 0.1 at coupon payment dates 7; € 7. The red line corresponds with the payoff at
maturity T', i.e. H(T, A(T)) = min((1 + «)F, A(T")). The blue line shows the payoff at any premature coupon payment date
T; € TP i.e. H(rj, A(7;)) = min(aF, A(ry)) for r; < T.

The value of any contingent claim under the equivalent martingale measure Q is equal to the discounted
expected value of its future cash flows, where the discounting is performed with respect to the money-
market account [32].

Definition 1.2. The money-market account yields the possibility to invest in a risk-free asset. The value
of the money-market account attime ¢ € [to, T] is denoted by M (¢). Itis assumed that the initial value of
the money-market account at time ¢, is M (to) = 1. Furthermore, it is assumed that the money-market
account evolves following the differential equation,

The process {r(t)},-,, Which governs the growth of the money-market account, is referred to as the
instantaneous short rate (or abbreviated as short rate).

When an investor invests in a money-market account, the investment will have a (locally) risk-free
return [8]. Although the return is locally risk-free, the amount of the return may vary and can even be
negative which will reverse the direction of the interest payments. Given the initial value of the money-
market account and the differential equation governing its value, the value of the money-market account
at time 7', with an initial investment of M (¢) at time 0 < ¢ < T', can be given in closed-form [32],

M(T) = M(t)eli m(=)ds,

where the {r(t)},., is the short rate process. Note that based on the available information of the
process {r(t)}tzo,_the value of M (T') for given M (t) may be a stochastic quantity.

The value of a corporate bond can be expressed in a martingale formulation under the equivalent
martingale measure Q [32]. In particular, the discounted value of the corporate bond needs to be a
martingale under the measure Q. Denote the value at time ¢ € [to, T] of a corporate bond as V (¢, A(t)),
then the martingale property

Vit A®) _ {WT’A(T»’E}, (1.1)

M(t) M(T)

needs to hold under the measure Q, where F; is the filtration generated by the processes {r(t)},, and
{A(t)}>,- Recall the zero-coupon bond with maturity 7" defined in Definition 1.1. As the zero-coupon
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bond is a special case within the class of bonds with a payoff P(T,T) = 1 at maturity, the value P(¢,T)
at time ¢ can be derived from the value given in Equation (1.1) and is equal to

Pt,T)=E [e’ S r(s)ds

]:t:| )
where 7, is the filtration corresponding to the process {r(t)},-, at time ¢.

1.2.2. Convertible option

A corporate bond can be embedded with a convertible option, to make the bond more attractive for
investors. By exercising the option, also called converting the bond, the corporate bond is terminated
and the bondholder receives a predetermined amount of shares in return. The fraction of total shares
that the bondholder receives after converting the convertible bond is called the conversion factor and
is denoted by « € [0, 1]. Exercising the conversion right can only be done once at m — 1 predetermined
dates 7. If the bondholder decides to convert the bond, she is no longer entitled to any future
payments under the bond. If the convertible option is not exercised during any of the possible exercise
dates 7°°", the issuer of the bond is obliged to continue paying any payments that are agreed on at
the issuance of the bond. These payments include any further coupon payments and the payment of
the face value of the bond at maturity.

When the bond is converted, the bondholder receives a predetermined amount of shares and thus the
value of the option is dependent on the share price (equity value). However, the valuation problem of the
corporate bond is described in terms of the value of the company itself. Fortunately, these two concepts
can be linked through the capital structure of the company [21]. By assuming that the Modigliani-Miller
theorem holds, the company value can be written in terms of an equity and debt component [31, 21]. Let
{S5(t)},>, be a stochastic process, which governs the value of the stock of the company. Furthermore,
assume that the company only issues one convertible bond. Denote the value of the convertible bond
attime t € [to, T] by Veonv(t, A(t)). Due to the capital structure of the company, the relation between
the company value, the debt, and the equity of the company is given by

S(t) = A(t) — Veonv(t, A(t)). (1.2)

As the debt will be terminated upon conversion, the equation

holds in case the convertible bond is converted. Hence, if the bondholder decides to exercise her
option, she will receive the value vA(t) in shares.

It is assumed that the main objective of a rational investor will be to maximize her wealth. At maturity
T, the bond will therefore be converted if and only if the conversion value exceeds the face value F of
the bond increased with the final coupon payment «F'. This yields that the payoff of a convertible bond
Heon(T, A(T)) at maturity T is given by

H(T,A(T)) for F(1+ a) > ~A(T),
Ho(1 A(T)) — L LA for F(1+a) = 5 A(T)

~A(T) for F(1+ a) < vyA(T).
The convertible bond may be exercised before maturity 7. However, Ingersoll Jr showed that the
optimal exercising strategy for a convertible bond will be exercising at maturity. For completeness, the
optimal conversion moment for convertible bonds will be proven [21].

Theorem 1.1. Assume a convertible bond Vony(t, A(t)) with maturity T issued by a company with value
process {A(t)},~,. Let the convertible bond have a constant conversion factor -, and assume that the
stock concerning the company does not pay any dividends. Then a rational investor would not convert
the convertible bond prior to maturity.

Proof. Denote the value of the convertible bond at time ¢ by Viony (¢, A(t)). Suppose two portfolios P4
and Pg, where P4 contains only the convertible bond with value Vony (¢, A(t)) at time ¢ and Pg contains
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the fraction ~ of the convertible bond together with the fraction ~ of shares of the company with value
~S(t). By Equation (1.2), the value of portfolio Ps will become:

(Voo (£, A(2)) + 5(t)) = vA(?),

and thus the portfolio P always has the value vA(t). If the holder of portfolio P4 decides to convert
his convertible, then the value of portfolio P4 and portfolio Pg will be the same for the remaining time
within the time horizon [ty, T']. If, on the other hand, the holder of portfolio P4 decides to not convert
her convertible bond, then the payout at maturity 7" within portfolio P4 will be

A(T) forvyA(T) < A(T) < F,

F for yA(T) < F < A(T),

~A(T) for F <~A(T) < A(T).
Hence, the value of portfolio P, at maturity T" will always be greater or equal to the value of portfolio Pg.
Now suppose that there exists a ¢ € [tg, T'] such that Viony (2, A(t)) < vA(t). Furthermore, take a short
position in portfolio Pg and a long position in portfolio P,. Decide not to convert the position in portfolio
P4 until maturity 7. As by Equation (1.3), the value of portfolio P4 at maturity 7" is always greater or
equal than the value of portfolio Pg at maturity. Hence, there exists an arbitrage. Since arbitrages are
not allowed, it must hold that Veony (¢, A(t)) > vA(t). However, since Veony(t, A(t)) > vA(¢) it is not
optimal to convert before maturity. Hence a rational investor will not convert his claim before maturity

T, which concludes the proof. O

(1.3)

A plot of the payoff function of the convertible bond at maturity is given in Figure 1.4.

Plot of the payoff of a convertible corporate bond
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Figure 1.4: A plot of the payoff function corresponding to a convertible corporate bond for different times within the time horizon
[to,T]. The bond has a face value F' = 100 with regular coupon payments oo = 0.1 at coupon payment dates 7; € 7P,
Furthermore, the conversion factor v = 0.1. The blue line corresponds with the payoff at maturity 7', i.e. Hconv(T, A(T")). The
first part of the curve corresponds to the payoff at default. The middle part represents the constant payoff in the case of the final
payment at maturity. The last part of the curve represents the payoff when conversion is the optimal strategy.

As the optimal exercise moment for the convertible bond is at maturity 7', a convertible bond without any
coupon payments is equivalent to a European-style option. At maturity 7', the value of the convertible

bond will be equal to the payoff Heony (7', A(T)), i.€.
%onv<T7 A(T>) = Hconv(Ta A(T))~
Furthermore, the current value of the convertible bond is given as the discounted payoff at maturity T’
under the measure Q,
Veony (to, A(to)) = E [ 0 "% Hoon, (7, A(T) | 7]
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where 73, is the filtration corresponding to the process {A(t)},., and {r(t)},,.

Though the assumption of no dividends can easily be relaxed, in this thesis, the assumption of no
dividends is made to simplify the model. Relaxing the no divided condition may imply that Theorem 1.1
does no longer hold. In the case Theorem 1.1 does not hold, the optimal exercising policy can still
be determined. Under the assumption of a rational investor, the investor will always try to maximize
her wealth. As a consequence, the investor will exercise her option if and only if the expected future
discounted value of the bond is less than the value at immediate exercise. To make this more precise,
the continuation value of the convertible bond is defined.

Definition 1.3. Assume a convertible bond with exercise dates t; € 7°". The continuation value
C(t;, A(t;)) of the convertible bond at time ¢; is defined as

— (1 (s)ds
C(tl,A(tl)) = ]E € ffj ( )d %Onv(tj+1’A(tj+1)) ‘ ‘Ft_7‘:| 5

where Veony(t;41, A(tj41)) is the convertible bond value at time t;,,; € 7°°"™ and F;, is the filtration
at time ¢; corresponding to the processes {r(t)},., and {A(t)},., governing the value of the interest
rates and the company value respectively. a a

Given the continuation value C(t;, A(t;)), the optimal policy for the investor to exercise her option is to
exercise if
C(tla A(tl)) < ’YA(tl)a

where ~ is the conversion factor.

1.2.3. Callable option

A callable option gives the holder of the option, the issuer of the bond, the right to buy back the bond
for a predetermined price. The value for which the bond can be bought back is called the call price,
K(t), and may be dependent on the time of exercise. It will be assumed that the call price is a penalty
function 4(t) : Ry — R to the face value F'. In practice, most call price functions are step functions
over time. For each predetermined time interval in which the call option can be exercised corresponding
call prices are agreed upon before issuing the bond. These step functions can be written in the form,

K(t) = FB(1),

for a corresponding step function 3. Exercising the option is often referred to as calling the bond, and
can only be done once for a predefined set of p — 1 exercise dates, 7% = {r;,...,7,_1}. Atany
date that is not included in the set of predetermined exercising moments, the issuer of the bond is not
allowed to call the bond. When the bond is called, the bondholder is no longer entitled to any of the
future payments by the bond. However, if the bond is not called during any of the exercise moments,
the issuer of the bond is obliged to continue paying any future coupon payments and the face value
of the bond at maturity. The callable option embedded within the bond can only be called before the
maturity 7' of the bond. The set of call dates is often limited to a certain period. The period in which
the call option cannot be called is referred to as the call protection period. When the call option is
called, the bondholder is also entitled to the accrued interest over the period between the last and the
upcoming coupon payment. Let the accrued interest I;(t) at time ¢ between coupon payment dates ¢;

and t; 4, be given as
t—t

Ii(t)= — Fa,
O
for j € {1,...,n — 2}. In general, the accrued coupon payment I(t) for an arbitrary time ¢ € [to, T] is
given by
n—2
I(t) = Z L) Lt b1y (1)
j=1

Denote the value of the callable bond at time ¢ € [to, T] by Vean(t, A(t)). As the bond can only be called
before maturity, the payoff at maturity is equal to the payoff of the underlying bond,

Hean(T, A(T)) = H(T, A(T)),
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in case of a corporate bond. At any exercise date ; € 7 before maturity 7', the bond can be called
and the payoff will be the call price K(7;) increased with the accrued interest I(7;), i.e.

Hcall(TjaA(Tj)) = FB(’TJ) + I(’Tj).

Note that, if the call date coincides with a coupon payment date, the accrued interest will be equal to
the coupon payment, i.e. I(7;41) = oF for 7,1 € T°". An example of the payoff of a call option over
time is given in Figure 1.5.

Plot of the payoff of a callable corporate bond
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Figure 1.5: A plot of the payoff function corresponding to a callable corporate bond for different times ¢ within the time horizon
[to,T]. The bond has a face value F = 100 with regular coupon payments o = 0.1 at coupon payment dates 7; € 7P,
Furthermore, the call price is constant and equal to K (t) = K = 125. Given a set of call dates 7@/, the payoff, Hean(75, A(T5))
for 7; € T8 of the callable bond can be derived from the given plot.

At maturity T', the value of the callable bond is known and given by,
V;:aII(Tv A(T>) = Hcall (Ta A(T))-

By assumption (see Appendix A.1), the main objective of the management of the company is to maxi-
mize the wealth of the shareholders. By the capital structure assumption,

A(t) = S(t) + Vean(t, A(2)),

and therefore maximizing the wealth of the shareholders is equivalent to minimizing the value of the
callable bond. The exercising moment 7.y of the call option will therefore be that moment 7¢g € 7"
such that the value of the bond is minimized, i.e.
Teal = argmin [E | e” Jio T(S)dSVCa”(T,A(T)) ) ]-'0} )
7.67'call

1.2.4. Callable convertible bond

A corporate bond may also be embedded with a callable and convertible option. The bondholder then
owns the convertible option and the issuer of the bond has the right to exercise the call option. It is
assumed that the exercising dates for the call option coincide with the exercising dates of the convertible
option, i.e. 7¢I C T  [t,, T]. Furthermore, if a convertible bond is embedded with a call option, a
call notice period may be included within the callable option. The call notice period gives the bondholder
time to decide on converting the bond. When the remaining time until maturity is smaller than the call
notice period, the call notice period will be equal to the remaining time until maturity 7'. At the end of the
call notice period, the bondholder receives the call price K(7;) raised with the accrued interest I(r;)
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over the call notice period t. when accepting the call, or the conversion value vA(t + t.) when deciding
to convert. A conversion during a call notice is often referred to as a forced conversion [3]. Note that
it is assumed the bondholder is not entitled to any accrued interest during the call notice period. The
assumption of not adding the accrued interest obtained during the call notice period is non-restrictive
and can straightforwardly be relaxed for cases where the bond does pay the accrued interest over the
call notion period.

Still, the call option can only be exercised before maturity 7. Hence, the payoff at maturity will be,
Heo(T, A(T)) = Hoonv (T, A(T)).

Moreover, the issuing company can only call the bond before maturity 7', if it has sufficient capital to
pay the call price increased with the accrued interest. When the bond is called at any of the call dates,
the bondholder has to choose between conversion and collecting the call price increased with the
accrued interest. First, assume that the call date coincides with a coupon payment date and assume
that the issuing company has sufficient capital to exercise the call. If the call price combined with the
accrued coupon payment exceeds the conversion value, the bondholder will accept the call. Otherwise,
the bondholder will exercise her option and convert the bond. On the other hand, if the company
does not have sufficient capital for calling the bond, the company may also default on the regular
coupon payment. Next assume that the call date does not coincide with a coupon payment date. The
company can only call the bond if the company has sufficient capital to pay the call price increased
with the accrued interest. If the bond is called, the bondholder will exercise the conversion option if the
conversion value exceeds the call prices increased with the accrued interest. Otherwise, she will accept
the call price together with the accrued interest. At the end of the call notice period, the bondholder will
communicate her choice and accept the payments. The payoff at call 7; T adjusted for the call
notice period t., will therefore become,

K(1j) + 1(rj) forvA(ry) < K(7;) + I(75) < A(7),
Heo(1j) = § H(1y, A(1y))  for A(7;) < K(75) + I(15),
YA(T;) for K (7)) + I(7;) < vA(7)),

where the form K (t) = F3(t), for the call penalty function g and face value F, is assumed for the call
price, I(t) is the accrued interest at time ¢ and A(t) is the value of the company at time ¢. A graphical
representation of the payoff function for different moments in time is given in Figure 1.6.

Let the value of the callable convertible bond at time ¢ be denoted as V. (¢, A(t)). As the callable
convertible bond will have a payoff directly after the call notice period, the discounting period should
also be increased with the call notice period. Therefore, the management of the company will call the
bond at the date 7. € 7% if the call date satisfies

Teal = argmin [£ [e_ Je r(s)dSVCC(T +te, A(T + 1)) ’ ]—"0] ,
TETcaII

when a call notice period is included. The optimal conversion time may be different due to the presence
of the call option. Ingersoll Jr shows that, even if a call option is embedded within the convertible bond,
the optimal exercising moments for the convertible bond will still be at the moment the bond is called or
at maturity 7' [21]. However, to generalize the optimal moment for converting the bond, assume that the
objective of the holder of the option is to maximize her wealth. Therefore, the bond will be converted
at time 7oy € T7°°W, if at that time the expected discounted value of the bond Ve (7conv, A(7conv)) iS
maximized, i.e.
Teonv = argmax K e o T(S)dSVcc(TvA(T)) ‘ ]:0} '
TET®

Denote the termination date of the callable convertible bond by 7, which is given by the first moment
that the bond is terminated, i.e. 7 = 7p A Tconv A Tcan AT, Where 7p is the moment at which the company
will default, i.e. 7p = inf{t : A(t) < aF'} for face value F' and coupon rate «. The value of the callable
convertible bond at time ¢, can therefore be given in terms of its termination date r,

Vaolto, Alto)) = E [e-ftﬁ‘“S)dsvcc(n,A(rc)) \ fm] ,
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Plot of the payoff of a callable convertible corporate bond
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Figure 1.6: A plot of the payoff function of a callable convertible for different moments in time; a coupon payment date, a non-
coupon payment date, and maturity. The call price is equal to K(t) = 125 for all moments considered. At maturity, no call
price is considered and only the convertible option is given. At the coupon payment date, a coupon payment rate o = 0.1
is considered. For the non-coupon payment date, it is assumed that the accrued interest I(¢t + t.) = 5. The face value
F = 100 of the bond is given. The red line shows the payoff of a callable convertible bond at a coupon date before maturity,
i.e. Heo(j,A(T5)), 75 € T, 7; < T. The green line shows the payoff of a callable convertible bond at a non-coupon date,
i.e. Hee(j, A(75)), 75 & T, 7; < T. The blue line represents the payoff of the callable convertible bond at maturity T', i.e.

Heo(T, A(T)).

where 7¢ = 7 +t.1¢,—., for the call notice period ¢. and filtration F;, corresponding to the interest
rate process {r(t)},-, and company value process {A(t)},, attime ¢,.

For both the management of the company and the investor the optimal exercise policy can be de-
termined. Based on the interests of the management and the interests of the investor, the call and
convertible option holder will exercise the option when the future discounted value of the bond exceeds
the immediate payoff or when the immediate exercise value of the bond exceeds the discounted future
value respectively. To make the policy for both parties within the contract more precise, the following

definition for the continuation value of the bond will be given.

Definition 1.4. The continuation value of the callable convertible bond C(¢;, A(t;)) at time ¢; within the
set of intermediate exercise and coupon dates 7 7@l 7% is equal to the expected discounted
value of the bond under the measure Q at the subsequent date t;,, € 7P U Tealy oon e,

— t‘i+1 (s S
Clt;, At) =E [e Ja "%Vt At 1)) ‘ f] ,

where Vee(t;41, A(t;41)) is the bond value at time t;,; and 73, is the filtration corresponding to the
processes {r(t)},-, and {A(t)},, attime ;.

The convertible option holder will exercise her option when the immediate exercise of the option will
exceed the continuation value C(t;, A(t;)). Hence, the exercise policy will be to exercise the convertible

option if
C(t;, A(t;)) < vA(L).-

The management of the company, on the other hand, needs to take the call notion period into account,
as the investor will receive her payoff at the end of the call notion period ¢.. When the call notice
period ¢, is taken into account, the continuation value needs to be evaluated at time ¢;,, + t. for

tj+1 c Tcoup U Tcall U Tconv.
Definition 1.5. The continuation value Cca(t;, A(t;)) of a callable convertible bond taken with respect
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to the call notion period ¢, will be defined as
— tj+1+tcr s)ds
Cean(ty, A(t)) =E | e s Yo (t41 + toy Aty 41 + L)) ‘ ]:ta} 7

where Vee(t;41, A(tj41)) is the bond value at time t;,; and 73, is the filtration corresponding to the
processes {r(t)},~, and {A(t)},5, attime ;.

As mentioned, the main objective of the management of the company is to maximize the wealth of the
shareholders. As a consequence, they will try to minimize the value of the bond. Therefore, the policy
followed by the management of the company will be to exercise the call option as soon as the value
at immediate exercise exceeds the continuation value of the bond, when considering the call notice
period, i.e.

Ceall(t;, A(t;)) > K(t;) + 1(t;), (1.4)

for the call price function K (¢;) and the accrued interest I(¢;) at time ¢;. Note that, from the capital
structure of the company, if the condition in Equation (1.4) is satisfied, the company will also be able to
pay the call value K(¢;) increased with the accrued interest rate I(¢;) at the moment the call option is
exercised.



Model description

2.1. Introduction

In this thesis, a structural default model is proposed for modeling the value of different sorts of bonds.
Structural models assume that the default of a company is intrinsically driven by the ability of the com-
pany, issuing the bond, to fulfill the obliged claims by the bond. Therefore, these models assume that
the value of a company can be modeled by a stochastic process. If the value of the company is suffi-
cient, it has the resources to fulfill the claims. On the other hand, if the value is lower than the claim,
the company will default and be liquidated.

In this section, a stochastic model for the company value process {A(t)},-. is proposed. Itis assumed
that the company value follows a jump-diffusion process. Furthermore, an extension of the model the
short rate process {7(t)},- is also assumed to follow a stochastic process. To be able to fit the current
term structure, the short rate is modeled under the Heath-Jarrow-Morton framework. Both models
combined, are included within the so-called class of affine (jump-)diffusion models. After defining the
dynamics of the risk factors, this chapter will continue with a brief explanation of the affine class. Finally,
using the properties of processes in the affine class the characteristic function for the model can be
derived. The characteristic function of the model will be used in later chapters to value different sorts
of bonds.

2.2. Dynamics of the risk factors

The process {A(t)},-, governs the company value and will be modeled by a jump-diffusion process.
A jump-diffusion process can be divided into two sub-processes; a continuous diffusion process and a
discontinuous jump process. Consider a constant volatility o € R corresponding to the volatility of the
process {A(t)},,. The continuous part of the process {A“(t)},. , will be defined as

dAC(t) = r(t) A(t)dt + c A(t)dWa(2),

for {W4(t)},~, @ Brownian motion under the measure Q. The jump arrivals will be assumed to follow
a Poisson process {P(t)},-, under the measure Q with intensity parameter X\ € R. Furthermore, let
J be a stochastic variable that models the size of the jumps. Assume that the jump size .J, the Pois-
son process {P(t)},-,, and the Brownian motion {W4(t)},-, are mutually independent. The process
governing the value of the assets of the company, {A(¢)},-, follows the jump-diffusion process given
by

dj(it)) =r(t)dt + odWa(t) + (e7 — 1) dP(t). (2.1)
As the process {A(t)},~ follows a jump-diffusion model, the corresponding market will no longer be
complete [32]. As a consequence, the risk-neutral measure is no longer unique. To ensure the no-
arbitrage condition, the equivalent martingale measure Q is introduced. Under the measure Q, the
discounted company value will be a martingale. Furthermore, the measure Q will be equivalent to the

15
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real-world measure P. A more detailed discussion of the equivalent martingale measure lies outside
the scope of this thesis but can for instance be found in the work of Oosterlee and Grzelak [32].

In the literature, two generally accepted models for the jump-diffusion processes are known and were
given by Kou and Merton [22, 30]. Both models assume a different distribution for the jump sizes J.
The model of Merton assumes that the jump sizes J are normally distributed with mean p.; and variance
o%. On the other hand, the model of Kou assumes that the jump sizes follow a non-symmetric double
exponentially distribution. The density function corresponding to the model proposed by Kou is given
by [32]

fi(x) = prane™ " 1501 + paaae™ 10y

The parameter p; € [0, 1] yields the probability of a upward jump, p» = 1 — p; that of a downward jump
and the parameters a; and as yield the means of the individual exponential distributions. To ensure
the existence of the first moment, the means are set as «; > 1 and as > 0 [32]. A derivation of the
density property is given in Appendix B.1.

To be able to derive the characteristic function, the model described in Equation (2.1) will be trans-
formed. Define the log-transform of the process {A(t)},-, by

X(t) = log (A(1)),

such that the dynamics of the process { X (t)},-, are given by
dX(t) = (m) —ME [e/ 1] - ;02) dt + o (t)dWa(t) + JAP(2).

The dynamics of the process {X(¢)},., are a direct application of Ito's lemma to the transformation
X (t). In addition, the diffusion part of the process {X ()}, will be defined as X¢(t) and is given by

dx°(t) = <7'(t) - ;02) dt + odWa(t).

If the diffusion part of the process { X (¢)},, is removed, the part of the process that governs the jumps
remains. Denote {X"(t)}t>0 for the jump part of the process, the dynamics of this process are given

by
dx’(t) = —AE [e/ — 1] dt + JdP(¢).

2.2.1. The Hull-White dynamics under the Heath-Jarrow-Morton framework

The short rates will be modeled by the one-factor Hull-White dynamics under the Heath-Jarrow-Morton
(HJM) framework. The HJM framework models the short rate process directly from the yield curve,
which can be done by fitting the current forward rates to the current yield curve. To make this more
precise, denote the instantaneous forward rate, the interest rate return at time ¢ on a forward contract
starting at time 7" and maturing at d¢ (an infinitesimal moment in time) later, as f,.(¢,T). Under the HIM
framework, the forward rates can be determined based on the market yield. Given the current market
prices of zero-coupon bonds Py (0, t) with maturity ¢, the forward rate f,. under the HJM framework is
given by [32]

_ Olog Pm(0,1)
fr(0,t) = —

Furthermore, it is assumed that the instantaneous forward rates follow a stochastic process [32],

dfr(t7 T) = aQ(t7 T)dt + ﬁ(t’ T)de(t)7
where .
o2t T) =t 1) [t 2)a
t

for a function 5 and {W;},, (t) a Brownian motion under the equivalent martingale measure Q. As a
consequence, the arbitrage-free representation of the instantaneous forward model is determined by
its diffusion function 7.
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The Hull-White model can be retrieved by setting [32]
(t,T) = ne™ ™79,

where k,n1 € R, n > 0, x # 0 are the speed of mean reversion and diffusion parameters respectively.
By setting the function 6 as [32]

2
o(t) = %%fr((),t) + £r(0,t) + 27772(1 — e ), (2.2)

the Hull-White dynamics can be written as
dr(t) = k(0(t) — r(t))dt + ndW,.(¢), (2.3)

where {W,(t)},-, is a Brownian motion under the equivalent martingale measure Q. The specific
derivations are given by Oosterlee and Grzelak [32]. The Brownian motion {W,.(¢)},, defined for the
short rate dynamics and the Brownian motion {IW(¢)},~, corresponding to the process {X (¢)},-, may
be correlated. This correlation factor will be denoted by p € [—1, 1] and is given such that

dW,.()dW 4 (t) = pdt.

2.2.2. Considerations concerning the calibration of the model

As discussed in Section 1.1.1, structural default models are difficult to calibrate due to the absence
of historical data for the company value. Therefore, a short note on the calibration of the proposed
model will be given. When the interest rate is assumed to be stochastic, the parameters of the interest
rate process will be calibrated on market data independently of the company value part [17]. Then
the company value parameters and the correlation parameter p need to be determined. When the
correlation parameter p is known, the parameters of the company value process can be calibrated
based on CDS market quotes and book values as discussed in Section 1.1.1. For instance, the method
proposed by Fang et al. is referred to as a suitable calibration method [15, 3].

The parameter p cannot be inferred from the analysis between the company value and the interest rate,
as no historical data is available. Therefore, p needs to be determined based on expert judgment and
will be an imposed parameter. An alternative would be to only consider the equity part of the company
value and use historical share prices to calibrate the correlation parameter p. However, note that this
approach will contain an approximation error due to the capital structure of the company. A third option
is to use an implied correlation parameter obtained via adding the correlation parameter to the set of
company value parameters that will be calibrated using the CDS market quotes.

2.3. Derivation of the characteristic functions

The analysis of affine models was first proposed by Duffie, Pan, and Singleton and later extensively
studied within the literature (see for example [32]). Affine models are commonly used models as they
have useful properties. Let { X (t)},., be a multidimensional stochastic process, such that at each time
step t € [to, T, the state of the process is given by the multidimensional random variable,

X (t) = [r(t) Xo(t) X1(t) ... Xp_o(®)]", (2.4)

for k € N,k > 1. Note that in the case k = 1, the Equation (2.4) reduces to the one-dimensional
case and k£ = 0 is not defined. Suppose that the dynamics of the multidimensional stochastic process
{X(?)},5, are given by a system of stochastic differential equations,

dX (t) = p(t, X (t))dt + o (t, X ())dW (1), (2.5)

for functions u(t, X (t)), o(t, X (¢)) and a vector of independent Brownian motions W (¢). Affine dif-
fusion theory links the structure of the system of stochastic differential equations to the discounted
characteristic function.
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Definition 2.1. Let fx : R¥ — [0, 00) be the transition density function for the process { X (t)},-,. The
discounted characteristic function ¢ x : R¥ — C with initial date ¢ € [to, T') corresponding to the system
defined in Equation (2.5), is defined as

QSX(u’t?T) -F [e_ftTr(s)ds-l-iuTX(T) ‘ ]:t:| :/ e~ ft r(s)ds lu $f ( ) z,

Rk
where v € R¥ and X is defined as in Equation (2.4) [32].

In particular, the discounted characteristic function of affine models can be derived in terms of (com-
plex) ordinary differential equations. For commonly used models, these differential equations are often
solvable, which yields a closed-form solution for the discounted characteristic function. Hence, when
using Fourier techniques, affine models may be used to approximate the value of a financial derivative
through its closed-form characteristic function.

The system given in Equation (2.5) is in the class of affine diffusion models, if the functions (¢, X (¢))
and o (t, X (t)) satisfy the regularity conditions (see [32]) and in particular satisfy the affinity conditions
which are given by [32]

p(t, X(t) = ao+arX(t),
( (t)) = ro+riX(t) (2.6)
(ot X (1) ), = (co)ij + () X;(t),

forrg € R, r1,a0 € R*, a1,co € RF** and ¢; € RF*#*k_ Furthermore, r is the interest rate process
with respect to the discounting within the system. Consider a time horizon [ty, T] for T € R and initial
date 0 = to < 7. In particular, if the system X is included in the class of affine diffusion models, the
discounted characteristic function is known in closed form [32].

Theorem 2.1. Assume a stochastic process { X (t)},-, and corresponding system of stochastic differ-
ential equations as given in Equation (2.5) satisfying the regularity conditions and the affinity conditions
given in Equation (2.6). The discounted characteristic function corresponding to the process { X (t)},~,
is known in closed form and given by

d)X (’U,7 t, T) = eA(U,T)+BT(u7T)X(t)’

foru € RF, k € N, k > 0 and where 1 = T — t is the time to maturity, A : R¥*' — C and B a vector of
functions B; : R¥*! — C for j € {0,...,m — 1}, such that B(u,7) = [Bo(u,T) ... By—1(u,7)]’. More-
over, the functions A = A(u,7) and B = B(u, ) satisfy the complex ordinary stochastic differential
equations

dA 1
— = =79 + BTCLO + *BTC()B,
dr
aB

—r1 + alB + BTclB
ar

Furthermore, the initial conditions of the system of complex ordinary differential equations satisfy A(u,0) =
0, B(u,0) = iu for u € R*.

A proof of Theorem 2.1 is given by Duffie, Pan, and Singleton [11]. The model, as described in Sec-
tion 2.2, falls within the affine class. As a consequence, the (discounted) characteristic function of the
model can be written in terms of ordinary (complex) differential equations.

2.3.1. The zero-coupon bond
The value P(¢,T) at time ¢ of a zero coupon bond maturing at time 7' can be written in terms of the
instantaneous short rate {r(t)},.,, and is given by [32]

P(t,T) = E [e7 " rtes

ft} .

In particular, the value P(¢,T) of a zero-coupon bond can be written in closed form. This closed-
form will be obtained by using a decomposition of the interest rate process {r(t)},-,. The Hull-White
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interest rate process can be decomposed in a deterministic function 1) and a stochastic process 7. The
decomposition into a deterministic and a simpler stochastic mean-reversion process will simplify the
computations.

Lemma 2.1. The interest rate process {r(t)},-, can be decomposed in a deterministic function v» and
a mean-reversion process {7(t)},, which satisfy

rt) =t +e),

P(t) =roe 4 Ii/ 0(z)e =) dz,
0

di(t) = —kF(t)dt +ndW2(t),

where n and k are the diffusion and speed of mean reversion parameters in the Hull-White process
defined in Equation (2.3). For the function ) it holds that ¢(0) = ro, the initial value of the Hull-White
process at t,. Furthermore, the initial condition of the mean-reversion process {7 (t)},-, is given by
7(0) = 0. B

Lemma 2.1 can be verified by Ito’s lemma and a proof is given by Grzelak, Oosterlee, and Van Weeren [18].
As the decomposed interest rate process {7(t)},-, also satisfies the affinity conditions, Theorem 2.1
can be used to compute the discounted characteristic function in closed form.

Theorem 2.2. The mean-reversion process {7(t)},- is affine and therefore Theorem 2.1 applies. As
a consequence, the discounted characteristic function corresponding to the process {F(t)}t20 can be

written in closed form, i.e.
qB,:(u7 t,T) = e AT +BuT)#(t)

for T = T — t, where the complex functions A : R> — C and B : R? — C are given by

2 2

1
Awn) =53 (*” —2(1—e )+ (- e—%)) —iugl (1 e )
2
27 —2KT
w21 =
“ 4/-1( © )
B(U,T) =ijue """ — 7(1 _ —m—)’

foru € R.
A proof of Theorem 2.2 is given by Grzelak, Oosterlee, and Van Weeren [18].
Using the result of Theorem 2.2 yields the tool for obtaining the value of the zero-coupon bond in closed
form [32]. Firstly, the discounted characteristic function of the process {r(t)},-, is obtained by applying
the decomposition given in Lemma 2.1 to the discounted characteristic function of {r®)}tisor
br(u,t,T) = E [ e S r()ds+iur(T) ’ ;t}

— e ftT w(s)ds-&-iu’l/)(T)]E |:e_ftT 7(s)ds+ius(T) ‘ ]_—t}

— e " (o) ds+iug(T)+A(u,7)+B(u,m) (1)

= e~ [T VI Hb(D) gy ¢ T,
under the equivalent martingale measure Q, where 7 = T — t and o7 is the discounted characteristic
function of the process {7(t)},-, as given in Theorem 2.2. Hence, for u = 0, the discounted charac-
teristic function of the instantaneous forward rate is equal to the value of a zero-coupon bond at time ¢,

i.e. $,(0,t,T) = P(t,T). As a direct result of Theorem 2.2, the value of a zero-coupon bond maturing
at time T' can be expressed in a closed-form function,

P(t,T) = ¢,(0,t,T) = e~ Ji ¥(&)ds+AM)=B@)1) 2.7)
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where
772 2(1 —KT 1 1 —2KT
B = —(1—e*
() = ~(1-—e™),
such that A(7) = A(0,7) and B(r) = —B(0, 7).
2.3.2. Characteristic function of the Black-Scholes Hull-White model
The discounted characteristic function of the system, as given in Definition 2.1, is defined as
QST’X(u’w’t’T) _FE e ftT r(s)ds+i(ur(T)+wX (T)) ‘ ]:t} , (29)

As the jump part is independent of the continuous part, the discounted characteristic function in Equa-
tion (2.9) can be written as the multiplication between the discounted characteristic function corre-
sponding to the diffusion part and the characteristic function corresponding to the jump process, i.e.

(br,X(u,wat,T) - {67 jtT r(s)ds+i(ur(T)+wX°(T)) ' -Ft:| E |:ein‘](T) ‘ ft} (210)
= (br,Xc (U, w, ta T)d)X] (ua w, t7 T)a

where X (T) denotes the value of the diffusion process {X“(t)},., attime T and X”/(T) is used to

refer to the value of the jump process { X/ (t)},. , attime T" as defined in Section 2.2. In this section, the
characteristic function of the diffusion part will be derived. To obtain the full discounted characteristic
function of the process, including the jumps, only a multiplication is required with the independent jump
component, as described in Equation (2.10). The characteristic function of the jump component will be
discussed in Section 2.3.4.

Using only the diffusion part, the model can be written in matrix form, where the correlation matrix
is decomposed using the Cholesky decomposition to correlate the independent Brownian motions
{Wr(t)}t>0 and {WA(t)}t>0 under the equivalent martingale measure,

B e e e L e ] il

where r(t) is the value of the interest rate process attime ¢, x and n are the speed of mean reversion and
the diffusion parameters in the Hull-White process defined in Equation (2.3) respectively, 0 is the mean
reversion function defined in Equation (2.2) and p and o are the correlation and volatility parameter
respectively. As the diffusion part of the model is included in the affine class, Theorem 2.1 can be
applied.

Theorem 2.3. The system given in Equation (2.11) is included in the affine class of diffusion models.
As a consequence, the discounted characteristic function corresponding to the system is given by

(br,Xc (u7 w, t, T) — eA1 (u,w,7)+ Az (u,w,r)r(t)+HwX © (t) ) (212)

where 7 = T — t is the time until maturity and u,w € R. Furthermore, A; : R? = C, A, : R? — C and
Az = iw are functions which satisfy the complex ordinary differential equations given in Equation (2.5).
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Solving the corresponding complex ordinary differential equations, yields

T T
Ay (u,w, ) = (kiu — (iw — 1))/O 0(T — z)e”™dz + (iw — 1)/t 0(s)ds

1
+ 5021w(iw -7
2 2 . .
n U —2KT 1“(1w B 1) —2KT — KT
+2{—2K(1—e )+T(1+e —2e7"7)
. _ 1 2
+% (267 + de ™" — =257 _ 3)}
’170'[)1’LU : —KT : —KT
pe [(iw—1) (k7 + €77 — 1) — kiu(l — e "7)],

(iw —1)

As(u,w, 7) = iue™ " +
K

(1—e 7).

A proof of Theorem 2.3 is given in Appendix D.1. Note that the function A5 can be written in terms of
the function B, given in Equation (2.8), i.e.

As(u, w, t) = iue™"" + (wi — 1)B(r). (2.13)

To be able to apply a zero-centered grid, it is more convenient to use a process that is more centered
around zero. Therefore, also the characteristic function under the decomposed interest rate process
{7(t)};>, will be derived. The corresponding system of stochastic differential equations based on this
decomposed short rate process {7(t)},-, yields,

dr(t) | _ K (t) gt |7 0 dv,.(t) (2.14)
dX(t)] — [F(t) + (1) - 30° op o/1— 2| [dWa(t)]” :
for the process {7(t)},-, and the function ) defined in Lemma 2.1. Also, the decomposed system as
given in Equation (2.14) is included in the affine class of diffusion processes.

Theorem 2.4. The system in Equation (2.14) is included in the affine class of diffusion processes. As
a consequence, the discounted characteristic function of the system is given by

(bf(t) xo (U, w, t, T) — eA(u,w,T)—i-Az(u,w;r)F(t)+inc(t)’

where A, is given in Equation (2.13) and A is given by

_ T 1
A(u,w, 1) = iw/ (T — 2)dz + §U2iw(iw - (2.15)
0
2 7 2 ;
777 (lw - 1) —KT _ A—2RT __ (I’LU - 1)1U —2KT — KT
+3 {%3 (275 + 4e e 3+ 7 | 2e"7 +1]
. 2 . _ 1 .
——(1212 (e™2F7 — 1)} + no piw [MUHQ (kT +€e7 "7 —1) — %(e_’” -1,

where u,w € R and the integral / (T — z)dz can be computed numerically.
0

A proof of Theorem 2.4 is given in Appendix D.2. Applying the decomposition to the discounted char-
acteristic function under the mean reversion process {r(t)},- yields

E e I r(s)ds+i(ur(T)+wX © (T)) ‘ }—t} —e” Jr P(s)ds+iuyp (TR, [e_ LT #(s)ds+i(uF(T)+wX © (T)) ‘ ]:t}
— e ftT P(s)ds+iup(T) ¢F(t),XC (U, w, t, T)’

which gives a zero-centered approach for computing the characteristic function under the system given
in Equation (2.11).
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2.3.3. Characteristic function under a variable transformation

One disadvantage of the form presented in Equation (2.12), is the requirement of the state variables
r(t) (or 7(t)) and X (t) to compute the discounted characteristic function. At time ¢, = 0, the values
of r(tg) and X“(t,) are known, however values r(t) and X“(¢) for t; < t < T remain stochastic
quantities. Within the valuation of early exercise products, exercise decisions need to be made for
exercising moments between the initial date of valuation ¢, and maturity 7. Hence, the form presented
in Equation (2.12) cannot be used, as there is no information about the state variables within the interval
(to, T). Therefore, through a transformation, a stateless form will be derived. Ballotta and Kyriakou
show that it is beneficial to first change the measure under which the characteristic function ¢; xc is
computed. The resulting expression contains a conditional expectation under the T-forward measure,
multiplied with a factor representing the value of a zero-coupon bond. This zero-coupon bond value
can be used to define a variable transformation under which the characteristic function is free of the
state variables.

First, an expression for the characteristic function under the T-forward measure Q7 of the system of
stochastic differential equations given in Equation (2.14) will be given.

Lemma 2.2. The characteristic function of the system given in Equation (2.14) with respect to the
filtration F, under the T—forward measure, denoted as E” [-| Fi], is given by

e T v(s)ds [e_ ST 7 (s)ds+i(ui(T)+wX C(T)) ‘ ]_-t}

ET [ ei(uf(1)+wX (1)) ‘ _
e 7| P, T) !

where P(t,T) is the value of zero-coupon bond at time t maturing at time T and v is the deterministic
function given in Lemma 2.1.

The proof of Lemma 2.2 is given in Appendix D.3. Lemma 2.2 yields a direct relation between the
measure Q and the T—forward measure QT, which can be exploited to obtain an expression for the
characteristic function under the T-forward measure. The results can be split into a deterministic part
and a stochastic part, this result is stated in Lemma 2.3.

Lemma 2.3. The characteristic function of the system given in Equation (2.14) under the T—forward
measure is known in closed form and given by

ET ei(uf(T)erXc(T)) ‘ ]_-t] _ e—A(r)+A(u,w,7)eiue*”f(t)ﬂw(xc(t)+B(T)f(t))7
where the function A is given in Theorem 2.4 and,

2
A(r) = 2L <m‘ —2(1—e ")+ %(1 - e-%f)) :

K
as derived in Section 2.3.1.

The proof of Lemma 2.3 is given in Appendix D.4. Using both the stochastic and the deterministic part,
a transformation can be defined under which the closed-form expression of its characteristic function is
free of the state variables #(¢) and X (t). The transformation and the resulting characteristic function
under the T-forward measure are summarized in Theorem 2.5.

Theorem 2.5. Let the functions g, and g be given as
gr(z) = 2e™"", g(z,y) =y + B(7),

where B(1) = i(l —e "T)and r =T — t. Furthermore, define the variable transformation (Z,,7) as

Z(T) =#(T) — g.(7(t))
Z(T) = X9(T) - g(7(t), X°(t))

Then the characteristic function of the stochastic variables (Z,., Z) under the T—forward measure,

bz, z(u,w,t,T) = E" |elwZr(T+wz(T) ’ Ft},
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is known in closed form and free of any state variables. In particular, the characteristic function
bz, z(u,w,t,T) is given by
¢z,.2(u,w,t,T) = eAlow7) =40, (2.16)

where u,w e Rand =T —t.

The proof of Theorem 2.5 is given in Appendix D.5. Equation (2.16) shows that the transformed charac-
teristic function under the T-forward measure is known and can be given free of the state variables 7(T")
and X (T). The resulting expression can be exploited in pricing problems where the state variables
for 7(t) and X (t), for to < t < T, are required but are not known.

2.3.4. Characteristic function of the jump-diffusion model
As discussed, by assumption, the jump and the continuous parts of the process are mutually indepen-
dent. Due to this independence assumption, the characteristic function could be written in the form,

¢7‘,X (U, w, tv T) = (ZST,XC (U, w, tv T)]E [einJ(T) ’ ‘Ft:| = ¢T‘,Xc (U, w, ta T)¢'F,X" (U}, ta T)7

where the continuous discounted characteristic function can be written under a variable transformation
such that it no longer depends on any of the state variables. It remains therefore to find the characteristic
function of the transformation under the jump-diffusion process. Note that the characteristic function
for the jumps can be written as [32]

b xr(w,6,T) = E [eiw(nE[e”ﬁzfi’f %) ’ ft] _ (B[ ][ 1)

Adding jumps to the model is therefore restricted on the choice of E [e/] and E [e'/].

For both the Merton model as the Kou and Wang model, the characteristic function under the jump-
diffusion model can be derived. The specific functions for the expectations E [e’] and E [e™’] are
included in Table 2.1. Using the expectations given in Table 2.1 for the jump part of the characteristic
function ¢,. x; multiplied with the continuous part of the transformed characteristic function ¢~ _ 7, the
transformed characteristic function for the model defined in Section 2.2 under the transformation can
be obtained.

Model name | E [e”] E [ei]

Merton et 307 elwns—zw?o]

&1

oy 4 _ag i _ag
Kou and Wang | e"*ar1 P&t eltar-m P2 mis

Table 2.1: This table shows the model specifications of the two main used models for jump-diffusion processes within the
literature. The model proposed by Merton, assumes normal distributed jump sizes with mean .; and variance ¢%. The model
proposed by Kou and Wang assumes jump sizes that are non-symmetric double exponentially distributed, with upward probability
p1 € [0,1] and downward probability p» = 1 — p; [22]. The a1 and a2 parameters represent the intensities of the individual
exponential distributions [23].



Monte Carlo methods for callable
convertible bond approximations

3.1. Introduction

The thesis will present two ways of valuing the callable convertible bond. In this chapter, Monte Carlo
(MC) techniques will be discussed. the bond value at time ¢, can be approximated through a dynamic
programming approach using simulated paths for all of the risk factors. First, the payoff at maturity T’
will be computed. Subsequently, the bond value at each premature time step can be obtained using
the already obtained future values of the bond. By the characteristics of the callable convertible bond,
at each premature time step, the exercising decisions can be made using a least-squares regression
technique [26].

The chapter will start with a discussion on the simulation of sample paths of the underlying risk factors
{r(t)},>, and {A(t)},~,- The MC techniques will be explained following the complexity of the bond
products. First, MC techniques will be applied to the less complex convertible bonds without a call
option and then to the more complex callable convertible bonds that include a call option. The valu-
ation of the convertible bond will illustrate how MC techniques may be applied. The basic notion of
the convertible bond will give rise to the applicability of MC techniques to the more complex callable
convertible bond product.

3.2. Simulation of the model

Recall the diffusion part of the system described in Chapter 2 and given in Equation (2.11). The system
given in Equation (2.11) can be simulated in two steps. First, the interest rate process is simulated,
using independent realizations of the Brownian motion. Consider an equally spaced time grid t; = A,
of M nodes over the time horizon given by [to, T}, for i € {0,...,M — 1} with M € N, A, = 5 and
such that to = 0 and ¢ty—; = T'. The stochastic process for the short rate is given by

dr(t) = k(0(t) — r(t))dt + ndW,.(1), (3.1

where « is the speed of mean reversion, 7 is the volatility of the interest rate process, 6 is the mean re-
version function as given in Equation (2.2), and for a Brownian motion {V_VT (t)}t>0 under the equivalent
martingale measure Q. Assume that the initial value of the process is given by () = 7. Denote the
value r; = r(¢;) for ¢; on the time grid. Simulations will be based on numerical integration. An increment
t; + A, of the short rate, following the stochastic differential equation given in Equation (3.1) for known
value r; is given by

Tl R T+ n/ . 0(s) — r(s)ds + n(W,(ti1) — Wy (t1)). (3.2)

t
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Increments of a Brownian motion {1V (t)},., over a time interval [¢;, ;1] are independently normally
distributed with mean zero and variance ¢, — ¢, i.e. [32]

W(tit1) = W(t) ~ N (0, tip1 — 1) -

Using an Euler integration scheme for the integral presented in Equation (3.2) and using the normal
distribution for the simulation of the Brownian increment, the following recursive simulation scheme can
be derived for the simulation of the short rate;

d
i A+ E(O(0) — ) A+ AZ (3.3)
where Z] is a realization of the standard normal distribution.

The second step in simulating the system given in Equation (2.11), is simulating the log-transform
of the company value. Assume that the initial company value is given as A(ty) = Ay, such that its
log-transform has initial value, X (¢y) = log(Ap). Recall the stochastic differential equation for the
transformed company value, which includes stochastic jumps,

dX(t) = <r(t) “AE[e! —1] - ;02> dt + o (pdvv,.(t) F /1o p2dv‘v,4(t)) + JdP(1), (3.4)

where o is the volatility, p is the correlation, A is the intensity of the jump process, independent Brownian
motions {W,.(t)},.,and {Wa(t)},.,, an independent stochastic jump-size .J and the Poisson process

{P(t)};>o independent from the jump sizes J and Brownian motion {WA(t)}t>0. Note that the short
rate process can be simulated following the scheme as given in Equation (3.3). Denote the value of
X (t;) = X, for the time step t; on the time grid. Assume that the values r; and X; are known. The

integral formulation of the stochastic differential equation given in Equation (3.4) can be written as

tiya 1
X1~ X —|—/ r(s) — \E [e‘] -1] - 502d5
t

0 (P(Weltsn) = Walt) + VT = P(Waltin) = Wa(t)))
+ J(P(tir1) — P(t1)).

Using an Euler integration scheme, combined with the standard normal distributed Brownian incre-
ments, a simulation scheme can be derived. Let Z;* be a realization of a standard normal distribution,
which is independent of Z]". The Poisson process has independent Poisson distributed increments with
intensity \dt, i.e.

P(ti41) — P(t;) ~ Poisson (Adt) .

Hence, let P, be a realization of a Poisson distribution with intensity parameter \d¢. Furthermore, given
the distribution for the jump sizes J, let .J be a realization of the jump size. The simulation scheme for
the company value under the log dynamics, adjusted with jumps and using an Euler integration scheme
is then given by

1 -
X1 & X+ <m ~AE [e’ 1] - 202) +o (pzi + V1= p22) + TP (3.5)

The value for the expectation E [eJ] depends on the chosen model. For the popular models proposed
by Merton and Kou and Wang, the function corresponding to the expected value is included in Table 2.1
in Chapter 2. In many software packages, no simulation algorithm for the double exponential model
presented by Kou and Wang is given. Hence, a sampling algorithm based on the uniform distribution
is given in Appendix B.1.2. This sampling algorithm can be used to sample the company value under
the jump-diffusion model proposed by Kou and Wang. Henceforth, the simulation schemes in Equa-
tion (3.5) and in Equation (3.3) can be used to simulate sample paths for the company value and the
interest rate respectively.
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3.3. Valuation of convertible bonds

The valuation of a convertible bond can be done very straightforwardly using MC techniques. Consider
the time grid, defined in Section 3.2, i.e. t; = A, for A, = % with maturity 7. Make sure the coupon
payment dates 7; € 7" coincide with the time grid such that ¢, < 7 and 7,,_; = T'. Simulate N paths
for the process {A(t)},~, and {r(t)},~, of M — 1 nodes respectively. In particular, the values for the
process {A(t)},~, can be simulated by simulating paths for the log-transform {X ()}, {Xix |1 €
{0,..., M —1},k € {0,...,N — 1}}, and then use the transformation 4, ;, = eXt-* to obtain realizations
of the process {A(t)},.,. Denote the realization of the company value and the short rate process at

time ¢;, along path k € {0,...,N — 1} by A; x and r, . respectively. Let the fixed coupons be given as
cj = oF, Vj,

for face value F' and fixed coupon rate «. Note that the default can be determined at each time step.
Let~ € (0, 1] be the predetermined conversion rate. As discussed in Section 1.2.2, the optimal exercise
moment for a convertible bond is at maturity 7.

The value of the bond Viony(tm—1, Am—1,%) at maturity T' = ¢y along path % is equal to the payoff of
the convertible bond at maturity 7', which is given by

H(thl, AMfl,k) = l’l’lil’l(AM,Lk, max((l + a)F, ’YAMfl,k))a VEk.

Each premature value of the convertible bond along each path k, V(t;, 4; ;) forl € {1,...,M — 2},
will be obtained by looping backwards in time. For each time step ¢, for i < M — 1 and for each path
k € {0,...,N — 1}, the payoff of the bond is,

H(tl, Al,k) = min(aF, Al,k)-

The value of the bond, however, also will take future payments into consideration. Hence, the value of
the bond Veony(t;, A i) for time step ¢y < ¢; < T will be

aF + e " A Voony (tip1, Aipre)  for aF > Ay,

Veorv(t1, A1 k) =
ConV( ! l7k) {Al,k for aF < Al’]€7

incase t; € T and V(t;, Ajx) = e "+2¢V (t;41, Ajr 1) When t; ¢ TP At the initial time step
to, the value of the convertible bond V (¢, A()) can be approximated by taking the discounted mean
over all the obtained convertible bond values along each path following the relation,

Veonw(to, A(to)) = E [ 3 OV oony (11, A1) | 7]

3.4. Valuation of callable convertible bonds

Consider a callable convertible option embedded within a corporate bond. Assume that the call price
is given by K (t), which is a deterministic function of time and can be decomposed as K (t) = §(t)F for
a penalty function 5 and face value F'. Consider the time grid, defined in Section 3.2, i.e. ¢; = A, for
A = % with maturity T'. Furthermore, let both the coupon dates 7°°“P and the exercise dates of the
call option 7" coincide with the defined time nodes on the grid. It will be assumed that 7w = 7l —
{71,...,7™-1} and that each date coincides with the time grid. However, to possibly account for a call
protection period, also other configurations are possible. Consider the approach for simulating values
of the underlying risk factors {A(t)},., and {r(t)},>, as discussed in Section 3.3 and denote 4, ;, and
ry 1, for the realization of A(t;) and r(¢;) along path k respectively. In addition, let o be the fixed coupon
rate and assume a conversion rate vy € (0, 1].

Write V(t, A(t)) for the value of the callable convertible bond at time ¢. By definition, the callable
convertible bond cannot be called at maturity 7', hence its value at maturity ¢ty — 1 = T is equal to the
payoff of a convertible bond at maturity, i.e.

Vee(tm—1, AM—1,x) = Heonv(tm—1, AM—1,k) = min(Am—_1 5, max((1 + o) F,yAm—1,x)),
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along al paths k € {0,...,N —1}. The value V(t;, A, ) of the callable convertible bond for each time
to < t; < T along path k can be determined by looping backwards in time. If the time step ¢; does not
coincide with a coupon payment, the value of the bond will be set to the continuation value of the bond,
ie.

%C(th Al,k) = C(tla A<l7 k))a

for C as defined in Definition 1.3. Subsequently assume that the time step t; € 7°°P. Ateach premature
time step ¢;, each party within the contract needs to decide whether or not to exercise their option. First,
the management of the company needs to decide whether or not to call the bond. Secondly, based
on the decision of the management of the company, the bondholder needs to decide whether or not to
convert the bond.

Recall the continuation values C(t;, A(t;)) and Cea(t;, A(t;)) of the bond as defined in Definition 1.4
and Definition 1.5 respectively. These continuation values define the optimal exercise policies for both
parties within the contract. As the coupon payment dates and the call dates coincide, the accrued
interest on the coupon payments equals the coupon payment aF'. As discussed in Section 1.2.4, the
optimal exercise policy for the management of the company will therefore be,

Cean(ty, A(ty)) > (B(t1) + o) F.

The bondholder will have the objective to maximize her wealth. Therefore, if the management of the
company calls the bond, the bondholder will accept the call price increased with the accrued interest
only if it exceeds the conversion value. On the other hand, if the management of the company decides
not to call the bond, the bondholder will compare the continuation value of the bond to the payoff at
immediate exercise. The bondholder will then follow the optimal conversion policy as discussed in
Section 1.2.4 and exercise the conversion option if and only if

C(t, A(t)) < vA(t),

where ~ is the conversion factor and C(t;, A(t;)) is the continuation value of the bond given at time ¢,
and defined in Definition 1.4.

Using the continuation values for both parties within the contract, the value of the bond Vi¢(¢, A; ) at
time ¢; along path k£ can be determined,

A“C for Al,k < aF,
max((B(t;) + o) F,vA; 1) for Cean(ti, A x) > (B(t) + a)F
and A; , > oF
Vio(t, Ay ) = , ,
CC( ! l’k) ’YAl,k for C(thAl,k) < 'YAl,k and Al,k > aF,
aF + e TR Voo (trg1, AL kt1) for (Cean(ts, Aix) < (B(t1) + ) F
or C(t;, Aix) > vAix) and Ay > o

At the initial time ¢y, no coupon payments are paid and there will not be any exercise opportunities.
Hence, the value V (¢, Ao ;) of the bond at time ¢, along path % will be the discounted value of the bond
at time ¢;. An approximation for the convertible bond value can therefore be obtained, by taking the
discounted mean using all M paths of the bond values V'(¢1, A1 1), which follows from the relation,

Veslto, A(to)) ~ E [&7 i 0% Vo (b, A(tr) | Fiy |

It now remains to find an approximation for the continuation values Ceai(t;, A; 1) and C(¢;, A, ). The
continuation values will be computed using least-squares regression [26]. Both continuation values
are obtained in a similar way. Assume that the continuation value C(¢;, A; ;) can be approximated by
a linear combination of basis functions, i.e.

m—1

C(ts, Aug) = Crge = Y aP™&(Aug),
v=0
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for a set &, : R — R basis functions and a®®" coefficients, where v € {0,...,m — 1}, m € N. Then the
parameter vector a®" = [a’", ..., a%™ ] can be obtained using least-squares regression, i.e.

a®" = argmin|le " Vg (t41, A1) — bX(A) |12,
beR'm—l

where A; and r; are the vectors containing all the realizations of A(¢;) and r(¢;) along all N — 1 paths
respectively, and V. (t,+1, Ai+1) are the approximated bond values at time ¢;.; along all N — 1 paths.
Moreover, the matrix X(A;) is the explanatory matrix with entries (X(4;));,, = £, (A4;). Analogously, it
is assumed that the continuation value for the management of the company, C(¢,, A 1), can also be
approximated by the same set of basis functions but different coefficients,

m—1

Coan(ti, k) = Coan = > a™&, (Arg). (3.6)
v=0

The coefficients in Equation (3.6) can be obtained by using least-squares regression with respect to
the call notice period, i.e.

a® = argmin|le " AHOV (ty 0, Ape) — DX(AY)||%,
beRm—1

where Ve (ti+., Ai+.) are the approximated callable convertible bond value at time ¢, . = t; + t. along
all N — 1 paths for given call notion period ¢, and " = [a5 ... a%" ] is the parameter vector.

» Ym—1



Fourier-based methods for the valuation
of callable convertible bonds

4.1. Introduction

The second class of methods that will be discussed in this thesis for valuing callable convertible bonds
are Fourier-based techniques. Fourier techniques are based on the approximation of the Fourier trans-
form. In general, there are two types of Fourier transforms; continuous Fourier transforms and discrete
Fourier transforms. The different definitions differ up to their conjugates and scaling factors. As in
continuous time, the Fourier transform can be used to transfer the pricing problem to Fourier space.
Theoretically, the pricing problem can be solved in Fourier space and the result can be recovered using
the inverse Fourier transform. However, computing the Fourier transform and its inverse may be dif-
ficult. Therefore, the transform and its inverse will be numerically approximated. Using the numerical
approximation, a pricing problem can be defined based on the convolution between the option value
and the density of the underlying risk factors.

In this chapter both the CONV method used by Ballotta and Kyriakou and the COS method for valuing
callable convertible bonds will be discussed [3]. In addition, the valuation methods for the less complex
convertible and more complex callable convertible bonds will be discussed. In the next section, a nu-
merical integration scheme based on the fast Fourier transform will be given, from which the continuous
Fourier transform and its inverse can be approximated. Using these results, a numerical approxima-
tion for a convertible bond value will be derived. This Fourier-based approach will, in the subsequent
section, be extended by approximating the value of a callable and convertible bond. Subsequently,
a valuation method using the COS method will be derived. First, a general expression for the COS
method in one and two dimensions will be given. Subsequently, these expressions will be applied to
an algorithm that can be used to obtain convertible bond prices. This algorithm will be extended to the
Bermudan case that can be used to value callable convertible issues. Under stochastic interest rates,
only a valuation algorithm for non-coupon-paying convertible bonds will be given.

4.2. Approximation of the continuous Fourier transform

The Fourier transform will be defined based on probability density functions. In probability theory, the
Fourier transform of the probability density function is also known as the characteristic function. In
general, the definition of the Fourier transform is not fixed and may vary up to a scaling constant and
conjugate imaginary exponent. Within this thesis, the conventional form used in probability theory will
be used to define the continuous Fourier transform.

4.2.1. One-dimensional Fourier transform

Definition 4.1. Consider a probability density function fx : R — [0,00) corresponding to a one-
dimensional stochastic variable X. The Fourier transform of the density function fx is called the

29
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characteristic function and is defined as
ox(u) = FIf)(w) = [ e fx(o)da,
R

for z,u € R. Corresponding to the Fourier transform, the inverse Fourier transform is defined as

1

T o

fx(z) =F px](x) /R e % g (u)du.

The notion of the continuous Fourier transform can also be defined in discrete space. When the sum-
mation in discrete space is finite, the corresponding sum is called the discrete Fourier transform. A
definition is given in Definition 4.2.

Definition 4.2. Let N € N and consider sequences {z;}’_'~" and {u,}.—y'~". The one-dimensional

discrete Fourier transform and its inverse transform are defined as the finite summations,

N-1 _ N-1 _
D, (z;) = g e?™ ¥ z; and D; Y(uy,) = g e 2Ny,
n=0

j=0
respectively.

A numerical approximation of the Fourier transform in one dimension, can be derived using the trape-
zoidal integration scheme. First, the integral is truncated to an interval on which the function fx is
almost zero. Next, the truncated integral is approximated using the Newton-Cotes integral rule with
trapezoidal weights. At last, by defining a specific grid scheme, the discrete Fourier transform as de-
fined in Definition 4.2 can be used to obtain a fast numerical approximation of the Fourier integral. In
particular, recovering values under the transform defined by the discrete Fourier transform can be done
very efficiently. The algorithm that enables this fast and efficient computation is often referred to as the
Fast Fourier transform (FFT) [27].

Theorem 4.1 (Trapezoidal Fourier approximation). The continuous Fourier transform defined in Defin-
tion 4.1 can be approximated using the trapezoidal integration, i.e. F[f](u,) ~ F[f](u,). Assume
N e Nand j,n € {0,...,N —1}. Letz; = (j - %) A, be an equally spaced grid for a chosen
A, € Ry. Furthermore, let u, = (n — &) A, and impose the restriction,

21
A A, = N

The resulting numerical integration scheme F under the trapezoidal weights is then given by

Pl = A (=" 2D, (£(a)(-1)) = 5 (€50 0) + € o)

where the discrete Fourier transform D,, (-) is defined as in Definition 4.2. Similarly, the inverse continu-
ous Fourier transform can be approximated using trapezoidal integration, i.e. F~'[¢](x;) ~ F~'[¢](x;).
The numerical integration scheme F~! for the inverse Fourier transform with trapezoidal weights is
given by

2 o](ay) % B [ (-1 D (0ua) (1)) = 3 (675 ua) + ¢ 0y 1)

where the inverse discrete Fourier transform D;l (+) is defined as in Definition 4.2.

Both the derivation of the Fourier transform as its inverse are given in Appendix D.6. As the approxi-
mations can be written in terms of the discrete Fourier transform, the numerical approximations given
in Theorem 4.1 enable the use of FFT algorithms to obtain an approximation for the continuous Fourier
transform efficiently. For the approximation F[f] (and F~![¢]) to be effective, the grid z; should be
chosen in such a way that the Fourier integral approaches zero outside the grid.
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4.2.2. Two-dimensional Fourier transform

Both the notion of the continuous and discrete Fourier transform can be extended to higher dimen-
sions. Similar to the one-dimensional case, the definition of the Fourier transform will be based on the
characteristic function corresponding to a multidimensional random variable.

Definition 4.3. Let X be a multidimensional stochastic variable, where X = [X, ... Xk,l]T for
stochastic variables Xy,...,X;—1 and £ € N, & > 0. Consider a probability density function fx :
R* — [0, 00) corresponding to a stochastic variable X. The Fourier transform of the density function
fx is called the characteristic function and is defined as

ox(u) = Fulfl(w) = [ " px(e)da.

for z,u € R*. Corresponding to the Fourier transform, the inverse Fourier transform is defined as

1 T
= @ /Rk e " Tox(u)du.

Extending Definition 4.2 to higher dimensions will be done by adding new summations over the higher
dimensional variables. To illustrate the resulting definitions for the discrete Fourier transform and its
inverse transform, the definition for the two-dimensional case will be given in Defintion 4.4.

Definition 4.4. Let Ny, N; € Nand consider four sequences {xj};:zévo ! {yk}k AL O . - év(’ "and

{fwm}—, 21~1_ Then the discrete Fourier transform of a function f in two dimensions will be defined as,

Nop—1N;—-1

D (flagm) = 30 37 2 GEH8) 10y ).

j=0 k=0
Moreover, the inverse discrete Fourier transform of a function ¢ in two dimensions will be defined as,

No—1N;—1

D7} (luwa)) = 3 e 2 E ) g, ).

n=0 m=0

The discrete Fourier transform in higher dimensions can be retrieved by following the given recursion
for each new transformed variable.

The multidimensional Fourier transform extends the one-dimensional case and therefore its approxi-
mation is similar to the approximation of the one-dimensional case. Moreover, higher dimensions follow
the same pattern of derivation and are therefore also similar to the presented cases. A general for-
mula, however, may become complex and does not fit the purpose of this thesis. Therefore, only an
approximation for the two-dimensional case will be given.

Theorem 4.2 (2d trapezoidal Fourier approximation). The two-dimensional Fourier transform as de-
fined in Definition 4.3 for k = 2, can be approximated using the multidimensional quadrature rule. Let

the two grids z; = (j — 22) A,, A, € Ry and y, = (k— &) A,, A, € Ry be equally spaced grids
and define two Fourier grids u,, and w,, such that u,, = (n — —) Ay and Wy, = (m - —) A, for A,
and A,, subject to the condition
2 2
A A, = Fo’ and AyA,, = N

Then the two-dimensional Fourier integral can be approximated by Fa[f](wn, wn) ~ Fa[f](tn, wy), for
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the integration scheme

Folf (i) oo s
Fall ) _ (qyesnt 2D, ()

y
1 N1 juze 1 m4+ iy B
2 ((_1)m+ 2 €0 Dy (f (w0, yk)) + (—1)™ 2 € N0 Dy (F(n -1, Yk))
n+No iwmyo N n+ 2o IWm YNy —1 T
+H(=1)"T = e Dy (f(25,90)) + (-1)"T 2 e Dy (f(2), YN, -1))

1 iuzg jiw iuxg lw?
+7 (e™roel¥ f(ao,yo) + €™M f a0, yny —1)
_|_eiuncN0_1eiwyof(xNo_l7 yo) + eiu:mvo_1eiwyz\11—1f(xNO_17 le—l)) )
where D, ., (f(25,yx)) = Dym (f(25,yx)(—1)*+9) for the two-dimensional DFT D, ,,, (-) given in Defi-
nition 4.4 and D,, (f(z;)) = D,, (f(x;)(—1)7) for the one-dimensional DFT D,, (-) given in Definition 4.2.

In addition, the two-dimensional inverse Fourier transform can be approximated using the trapezoidal
integration rule. Moreover, it holds that F; ' [¢](x;,yx) ~ Fy '[#](z}, yx), where it holds that

B 6] ) = ()M D (6 wn)
AA T 7o Yk i (@(un, win
5 (192 D7 (9w, wo)) + (<17 % D} (S, wn, 1))
+(=1)F D (6o, wn) + (<1 F D (bu -1, wa)))
n i (e—i(uox+wgy)¢(u07w0) + e woT N, 1) g0 w4

e uvormtwon) gy g ) + e N TR ON ) gy wN1—1)> )

where D (¢(un, wm)) = Dj i (¢(un,wn)(=1)"+™) for the two-dimensional inverse DFT D1, (-)
given in Definition 4.4 and Dj_l (Pp(un)) = Dj_1 (¢(un)(=1)") for the one-dimensional inverse DFT
D, ' () given in Definition 4.2.

The derivations of the integration schemes are given in Appendix D.7. Similar to the one-dimensional
case, also higher dimensional DFT’s can be computed efficiently by use of a higher dimensional Fast
Fourier algorithm. As the integration schemes are written in terms of the DFT, the two-dimensional
Fourier transform and its inverse can be efficiently computed by use of the two-dimensional FFT al-
gorithm. Similarly to the one-dimensional case, for Theorem 4.2 to be effective, the grids z; and yy,
cannot be chosen as too small or too big. A bad choice of A, and A, will result in a bad accuracy when
performing approximating the Fourier transform.

4.3. Convolution-based approximation methods for valuing bonds

Assume that the time horizon is given by [ty, T] and define the time grid ¢; = IA,; for A; = % such
that! € {0,...,M — 1}. Let the coupon dates 7°°“? coincide with the defined time grid ¢;. Let v € (0, 1]
be the conversion factor. Furthermore, recall the coupon rates «, such that c; = oF, Vj, for the face
value of the bond F' as defined in Section 1.2. The corporate bonds will be valued using a Fourier
technique which is often referred to as the convolution method [27, 3]. To illustrate the algorithm, first
a constant interest rate » = r(¢) will be assumed under which the proposed algorithm will be used to
approximate the value of a convertible bond under the structural default model given in Section 2.2. In

the next subsection, the algorithm will be extended to incorporate stochastic interest rates.

The valuation method is based on the continuation value of the corporate bond. At maturity 7', the bond
value is known and is equal to its payoff value,

Veorv(T, A(T)) = Heonv (T, A(T)) = min(A(T), max((1 + ) F,vA(T))),

For each intermediate time ¢y < t; < T before maturity, the bond value is equal to the liquidation of
the company A(t;) in case of a default or to the future discounted payoff increased with the coupon
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payment at time ¢; € 7°°P. The value of a convertible bond Vony (¢, A(t;)) at time ¢, € T°°UP can be
described as
A(ty) for A(t;) < oF,

Veonv(t1, A(ty)) =
conv( ! ( l)) {aF + efrAthonv(tlJrlaA(tlJrl)) for A(tl) > of.

Note that at time ¢; ¢ 7P, the value of the bond will be equal to the continuation value of the bond,
ie. %onv(thA(tl)) = e_TAt'Vconv(tlJrl»A(tlJrl))-

To optimally use the efficient characteristics of the convolution method, the corporate bond value will
be computed under a transformation. Define the log-face transform under the final payment to be

Xp(t) = log (?) = A(t) = FeXr), (4.1)
where Xp(tp) = log(%) is the initial value, for initial value A(t,) = A, of the process {A(t)},-,. An
important observation is that the dynamics of the process {Xr(t)},-, are equal to the dynamics of
{X(t)},>, defined in Chapter 2, as the transformation is done for a constant value F'. The payoff under
the log-face transformation defined in Equation (4.1) is then given by

Veorw (T, Xp(T)) = Heony(T, X¢(T)) = F min(eX* ) max((1 + a),ye*Xr 1)),
Let the scaled payoff function at maturity, therefore, be given by
Heony(T, X (T)) = min(eX* ™) max((1 + a),reXr 1)),

such that Heony (T, X (T)) = FHeonv(T, X (T)). As a consequence, the scaled value of the convertible
bond will therefore be given as,

eXr(t) for eXr(t) < q,
o+ e A ‘Z:onv(tl+17 XF(tl+1)) for eXr () > .

Vconv(th XF(tl)) = {

The approach using scaled functions will enable the method to compute bond prices for vectors of face
values.

4.3.1. Convertible bonds under constant interest rates
Let C; be the scaled continuation value of the convertible bond, C; = FC(t;, Xr(t;)) with C(t;, Xr(t;))
as defined in Definition 1.3, that under the assumption of constant interest rates is given as,

Cr=e ™K [Voonv(tis1, Xr(tis1) | Fol s

and can be computed using Fourier techniques. Indeed, the general form of the scaled continuation
value under the Fourier transform is given as,

eTAtF[C'l](u):/eiz"uél(tl,$l)dxg.
R

Assume that the condition [27]
fxp (@) = fxp(x —21), (4.2)

holds for the discounted transition density fx,.(x|y) corresponding to the process {Xr(t)},., going
from state y to state x. In particular, the condition in Equation (4.10) holds for processes with indepen-
dent increments [27]. Under the assumption stated in Equation (4.10), the continuation value C can be
viewed as a convolution between the scaled option price Vconv(tlﬂ,xlﬂ) =V}, at time t;;; and the
transition density function fx,.. The resulting convolution can be computed as a multiplication between
the option value Vi, and the density fx, in Fourier space. The following theorem summarizes this
observation.

Theorem 4.3. Assume that Equation (4.2) holds for the transition density fx, corresponding to the
process {X F}tZO' The Fourier transform of C; is can be computed as

F[Ci)(u) = €2 F[Viga)(w) dx . (—u),
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where F[Vi,1] is the Fourier transform of the scaled value function Veon,(t111, Xr(t;)) of the bond at
time t;41 and ¢x . the characteristic function corresponding to the discounted density function fx,. over
the time period A;.

The proof of the theorem is given in Appendix D.9. Fourier techniques take place in two spaces, the

asset space, and the Fourier space. Therefore, define a grid z; = (j — %) A, in asset-face space,

for N € N, j € {0,...,N —1} and A, € R. Moreover, define a grid in Fourier space given by

u, = (n—5)A,, forn € {0,...,N — 1} and impose the restriction,
2w
AN, = —.
N

The convertible bond value will be obtained by computing the intermediate bond values backward in
time. At time step T, the bond value is known and given by

Veonv (T,z;) = ﬁconV(Ta ;).

For each time step ¢; < T, the continuation value of the corporate bond can be computed using the
approximation of the Fourier transform. Assume that the scaled value of the bond at time ¢, is known
and given by V;, ., = Veonv(ti41, ). For time steps ¢;, I € {1,...,M — 2} it holds that

Clti,zj) m e "™ F ! [F[Via](w)ox, (—u)] (),

where the numerical approximation of the Fourier transform is given in Theorem 4.1. To obtain the
value of the option at time ¢; the relation,

evi fore® < a,
a+C(t,z;) fore® > a,

‘7conv(tla$j) = {

can be used if t; € T and Veonv (1, ;) = C(t;, ;) otherwise. At time step to, there will be no coupon
payments. Hence, it holds that the value of the option will be equal to its continuation value, i.e.

Voonv(to, Xr(to)) = Clto, Xr(to)).

As a consequence, the values Veony (o, X (o)) for different values z; on the grid can be obtained by
performing the Fourier scheme,

Veonv(to, z;) = e~ "2 F 1 [F[Vi](u)dx . (—u)] (x;).

An approximation of the corporate bond value Viony (to, X (o)) at the initial time ¢, can be computed
using the relation; -
Vconv(tO; XF(tO)) = FVconv(thXF(tO»a

where the values for Veony(to, Xr(to)) corresponding to different values of I’ can be obtained by using
interpolation with respect to the grid z;.

4.3.2. Convertible bonds under stochastic interest rates

This section will continue under the assumption of stochastic interest rates, where the dynamics of the
short rate process {r(t)},, follow the Hull-White dynamics, as described in Chapter 2. Similar to the
approach in one dimension, the continuation value of the bond will be used to obtain the bond value
at time ¢,. However, to ease computations, the continuation value of the bond under the ¢;,; —forward
measure will be used.

Lemma 4.1. Let
— tl+17’ S S
(b, Xp(t) = E [ e+ 0 vconv<tl+17XF<tl+1))‘ftl],

be the continuation value of the convertible bond under the equivalent martingale measure Q, where F;,

is the filtration at time t; with respect to the processes { X (t)},~., and {r(t)},~, and where Veon,(t;, X r(11))
is the value of the convertible bond at time t, forl € {0, ..., M—2}. The continuation value C(t;, X r(t,))
of the bond under the t,., —forward measure is given by

C(t1, Xp(t)) = Pt t1g1) B [Veonv(tis 1, Xe(tizn)) | Fry] -
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The proof of Lemma 4.1 is given in Appensdix D.8.

To be able to compute the continuation value of the bond under the CONV method, the approach
of Ballotta and Kyriakou is considered [3]. As in Section 4.3.1, the Fourier approximations will be
done based on the scaled payoff and continuation value. As the decomposed interest rate process
{F(t)},>, is stochastic, the value of the zero-coupon bond P(t;,¢;11) for I > 0 will also be stochastic.
To remove the dependence on the stochastic state variable 7(¢;) for I > 0, the transformation proposed
in Section 2.3 will be applied. Recall the transformation under which the characteristic function will be
free of state variables as

Z”‘(tl+1) = f(tl"’l) - g’l“(lf(tl)% (4 3)
Z(tiv1) = Xp(ti) —g(7(t), Xr(t)), '

where B(1) = l(143*"”), gr(7) = ze~"At and g(z,y) = y+B(A;)z. Under the variable transformation
K

given in Equation (4.3), the continuation value can be written as a convolution with respect to the
transformed variables g, (7(¢;)) and g(7(t;), Xr(t;)).

Theorem 4.4. Let Z, and Z be two random variables defined as in Equation (4.3). The continuation
value C(t;,7(t;), Xr(t;)) = C(t;, Xr(t;)) as defined in Lemma 4.1 is related to the continuation value
C(t1, 9-(F(t))), 9(F(t;), Xr(t;))) under the transformation g,(x) = xe="*t and g(z,y) = y + B(A)z via,

C(t,7(tr), Xr(t1)) = C(t, 9-(F(t1)), 9(7(t1), Xr(t1))),

where the convolution under the transformation is given by

C(tr, gr(F(t1)), 9(F (1), X (1)) _
Pt ti41)

/]1%2 Vconv(tlJrl, Zr + gr(F(tl)>7 z+ g(f(tl)a XF(tl>))fZ,.,Z(Z7 Zr)d<zr7 Z)

A proof of Theorem 4.4 is given in Appendix D.10. To apply the convolution method, define two grids
in asset space, z; = (j — 5) Ay and y, = (k— §) Ay, for N = Ny = Ny €N, j, k€ {0,...,N — 1}
and A;, A, € R,. For ease of computation, it is assumed that both grids have the same number of
steps. Within the different steps of the algorithm, the interpretation of the grids might be different. Both
the x; and y;, grid will serve two interpretations. The grid z; will correspond to both the values of the
interest rate process #(t) and the transformed interest rate process g, (7(t)). Similarly, the grid y;, will
correspond to the transformed asset X (t) and its transform ¢(7(¢), X#(t)). Moreover, define grids in
Fourier space given by u,, = (n — §) A, and w,, = (m — §) A, forn,m € {0,..., N—1} and impose

the restrictions,

2 2T
AA, = —, AyA, = —.
N YN

The corporate bond value will be obtained by computing the intermediate bond values backward in
time. At time step T, the bond value is known and given by

‘7COHV(T7 yk) = Hconv (T7 yk) .

Given the scaled corporate bond value at time ¢,1, Viy1 = Veonv(tit1,yx), the scaled continuation
value under the transformation (g, (z), g(z,v)), C(t;,z,y) = %W can be obtained using

the approximation of the Fourier transform and its inverse.

Theorem 4.5. The continuation value under the transformation given in Theorem 2.5 can be computed
using the two-dimensional Fourier transform,

O(tlv Lj, Yrk) = Fil[F[VlHK“m wm)¢Z,Zr(_unv —wm)](xj, k), (4.4)

where ¢z 7 is the characteristic function corresponding to the transformed variables Z, and Z over
the time interval - = A,.
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The proof of Theorem 4.5 is given in Appendix D.11. The continuation value é(tl, z,y) is computed

with respect to the transformation g(x;) and g(z;,y). To obtain the continuation value C(t;, z;,yx) =
FC(t;,zj,yx), interpolation and the relation for the zero-coupon bond is used,

C’(tzaﬂfj,yk) = CA(T)_B(T)%C'(U,gr(ffj)»g(xj,yk))~ (4.5)

As values of g(z;,y,) may lie outside the grid defined by yy, linear extrapolation is used to obtain the
values for g(z;,y,) outside the grid y;. Using the obtained values for C(t;,yx) = C(t,zj,yx), the
approximated continuation value under the decomposed interest 7(¢;) and transformed log-face value
Xr(t;), the value of the corporate bond can be computed using,

evr for e¥s < a,
a+ C(t,y,) forevs > a,

Vconv(tla Zlk) = {
when t; € T and Veonv(t1,yx) = C(t1, yx) otherwise. At time step t,, there will be no coupon pay-
ments. As in the one-dimensional case, it holds that the value of the option will be equal to its continu-
ation value, i.e. ) B

Vconv(th XF(tO)) = C(th XF(tO))'

As a consequence, the values Veony (o, X (o)) for different values z; and y;, on the grids, the continua-
tion value C'(z;, yx) under the transform g,.(z,) and g(z;, yi.) can be obtained by performing the Fourier
scheme as given in Equation (4.4), and using interpolation to obtain the continuation value C(xz;, yx)
at time ¢y. An approximation of the corporate bond value Viony(to, X (to)) at the initial time ¢, can be
computed using the relation;

Veonv(to, X7 (to)) = FC(to, Xr(to))-

4.3.3. Callable convertible bonds under stochastic interest rates

Given the Fourier approach discussed in Section 4.3.1 and Section 4.3.2, the valuation algorithm can
easily be extended to obtain values for the callable convertible bond. This section will continue under
the assumption of stochastic interest rates. The derivations of the callable convertible bond under con-
stant interest rates are analogously derived by combining the results of this section and Section 4.3.1.
Consider a callable convertible bond with face value F' and conversion factor 4. Note that the payoff
at maturity T' of the callable convertible bond is only dependent on the convertible feature, as the bond
can not be called at maturity 7. Hence, the payoff of the callable convertible bond at maturity 7" is equal
to the payoff of a convertible bond and defined by,

Heornv(T, A(T)) = min(A(T), max((1 + «)F,vyA(T))). (4.6)
The corresponding payoff scaled to the face value F' is given by,

Heony(T, X p(T)) = min(eX* ™) max(1 + o, yeX# (1)),

For every pre-mature date ¢y < t; < T, the bond may be called or be converted. Assume that the call
price K (t) corresponding to the callable feature of the bond can be written as a time-dependent penalty
function § with respect to the face value F of the bond, i.e.

Furthermore, assume that the coupon, callable and convertible dates coincide, 7 = 7¢all — eonv,
The call notion period, corresponding to the bond is given in the indenture of the bond and is denoted
ast. e R,.

Both the bondholder and the management of the company will try to find their optimal exercise moment
to exercise their option. For the management of the company, the optimal exercise moment is chosen
in such a way that the value of the bond is minimized. The strategy of minimizing the bond value will
optimize the wealth of the shareholders, which is a direct result of the capital structure of the company.
To apply the CONV method, the continuation value under the ¢, measure need to be computed.
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Lemma4.2. Let V. (t, Xr(t)) be the callable convertible bond value at time t € [to, T for a given value
of the transformed process X (t). Let the continuation value of the callable convertible bond under the
call notice period t. be defined as in Definition 1.5. Then the continuation value C°"(t;, X (t;)) under
the t,,-forward measure is given by,

tiy1+te

Oca”(tl, XF(tl)) =FE|[e /u T(S)dS%C(tl_,_l + e, XF(tl+1 + tc)) ' ]:tl:| (47)

= P(ti, tro1 + to) B (Voo (tin 4 te, Xp(tipr +t0) | Ful -

The proof of Lemma 4.2 is analogous to the proof of Lemma 4.1 given in Appensdix D.8 and will
therefore not be restated. The bond will be called as soon as the discounted future bond value is
expected to exceed the call price of the bond increased with the accrued coupon payments. As the
call dates and the coupon dates coincide, the accrued interest is equal to the coupon payment. As a
consequence, the call option will be exercised if

O (t1, Xp(t) > (B(t) + ) F. (4.8)

When the bond is called, the bondholder has to choose between the call prices increased with the
coupon payment and forced conversion. As the bondholder will try to maximize her wealth, she will
choose the maximum of the call prices increased with the coupon payment and the value upon con-
version.

Contrary to the management of the company, the bondholder will exercise her option to maximize her
wealth. The continuation value of the bond with respect to the bondholder does not take into account
the call notice period. Hence, the convertible continuation value is given by C(t;, A(t;)),

Cltn, Xp(t) = [ e %m0y (41 X (i) ’ f} 4.9)

= P(t;, t1 1) B [Vee(tier, Xp(ti1)) | Ful s

under the ¢, —forward measure and similar to the continuation value of the convertible bond as dis-
cussed in Lemma 4.1. To maximize her wealth, the bondholder will thus exercise if the immediate
payoff of the convertible option exceeds the continuation value, i.e.

C(tr, Aty)) < yFeXrt), (4.10)

As discussed in Chapter 3, at the moment of conversion the company value and the market value of
the equity of the company will coincide due to the capital structure of the company. As a consequence,
if the bond is converted at time #;, its corresponding payoff at conversion will be yFeX# (%),

The callable convertible bond value can be approximated following the pricing algorithm discussed in
Section 4.3.2. Note that, even when the call notice period is considered, the convolution argument
under the transformed variables Z, and Z still holds. Recall the defined grids in asset space, z; =
G-%)As;andy, = (k—§)A,, for N = Ny =Ny €N, j,ke{0,...,N—1}and A,, A, € R,.
Moreover, the grids in Fourier space are given by u,, = (n— %) A, and w,, = (m—%)A,, for
n,m € {0,..., N — 1}. The restrictions,

2w 21

AAL = —, AyA, = —,
u—x N7 w i N
will be imposed to enable the fast Fourier algorithm. As discussed in the previously described ap-
proaches (Section 4.3.1 and Section 4.3.2), a scaled problem will be solved to be able to efficiently
calculate the callable convertible bond values for a vector of face values. At maturity 7', the value of

the callable convertible bond is known and given by Heony (T, y1)-

The algorithm will continue backward in time. Assume that the values Vi1 = Vie(t141, yx) and Vi =
Vee(ti + te,yx) are known for all & € {0,...,N — 1} and recall their scaled variants are given by
Viy1 = FViyq and Vi, . = FV, . respectively. To emphasize the dependence of the algorithm on the val-
ues of the decomposed interest rate processes {7(t)},-.,, denote the continuation value of the callable
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convertible bond C(t;,7(t;), Xr(t;)) = C(t;, Xr(t;)) and Cean(t;, 7(t), Xr(t1)) = Coan(ti, Xr(t;)) as
given in Equation (4.9) and Equation (4.7) respectively. At each time step ¢y < t; < T, two continua-
tion values need to be estimated, Ceai(t, z;,yx) = FCean(ti,z;,yx) and C(t;, z;,yr) = FC(t;, x5, yx).
Both continuation values can be approximated following the convolution method. Using the results of
Theorem 4.5, the continuation value C(t;,z;,yx) = FC(t;, 9-(z;), 9(xj,yx)) under the transformation
(Z.,Z) = (Z,(ti+1), Z(t;+1)) can be obtained by computing

é(tlyxj7yk) ~ F[F_l[vﬁrl](um Wi )P 7,2, (—Un, =W At)](xj>yk)v (4.11)

where ¢z z_ (un, wm; Ay) is the characteristic function with respect to (Z,., Z) for - = A,. Using the same
approach as described in Section 4.3.2, the value of C(¢;, z;,yx) can be obtained using interpolation,
with linear extrapolation for the values that lie outside the grid. The bond value P(¢;, ;1) corresponding
to the value z; can then be used to address for the discounting. Similarly, the continuation value
C‘ca”(tl, x,y) = FCoal(ti, g-(x), g(z,y)) corresponding to the call feature, can be derived using a similar
approximation as discussed in Theorem 4.5,

Ceall(tt, 2, yx) = FFE " Vite) (Un, W) 0 z.2, (—Un, =W D¢ + )] (25, Yk),

however, using ¢z z, (un, wm; Ay + t.) to correct for the call notice period. The continuation val-
ues Cean(ti, x;, yx) can be obtained using interpolation with respect to the transformations g¢,(z;) and
9(xj, yr),

Coan(ti, zj, yi) = €W =BO% Coan(ty, g, (), (x5, i)

Based on the computed continuation values, the bond value at time ¢ty < ¢t; < T can be approximated.
If the company value does not provide sufficient resources to fulfill the obligations, the company will
default. Furthermore, if one of the conditions in Equation (4.8) or Equation (4.10) apply, the corre-
sponding option will be exercised respectively and the payoff of the option is known. Otherwise, the
option will not be exercised and the decision process will continue. Combining all possibilities, yields
that the scaled option value Vg(t;, 25, yi.) at time ¢; € 7 is given by

el for e’ < a,
max(ﬂ(tl) + «, fyeyk) for éCa||(Ij7 yk) > ﬂ(tl) + « and evx > a,
VCC(tl’ i Yk) = el for C‘(ﬁvjv yr) > vevt, eV > «
and Cean(z;,yx) < B(t) + «,
a+ C(zj, yr) otherwise.

When ¢, ¢ TP, the scaled value of the bond Vec(#;, x;, yi) at time ¢, reduces to C(x;, yy).

At the initial time ¢y, the bond will neither be exercisable nor payout any coupon payments. Hence,
the value of the bond will be equal to its continuation value at time ty. The scaled continuation value

C(z;,yx) can be obtained using Equation (4.11) and performing interpolation and linear extrapolation
on the plain (g, (z;), g(z;,yx), C(x;,yr)). Using the value for P(ty,,), the bond value can therefore be
approximated by,

Vee(to, X (to)) = FP(to, t1)C(ro, Xp(to))-

4.4. Cosine based approximation methods for valuing bonds
Besides the convolution approximation method, also a cosine-based method exists which can be used
to approximate the value of a financial derivative. This section will discuss the cosine method, which
is often referred to as the COS method. The one-dimensional COS method is already discussed in
detail by for example Oosterlee and Grzelak [32]. Hence for completeness, only the results of the
one-dimensional COS method will be stated.

Theorem 4.6. Let ¢x : R — C be the characteristic function corresponding to the one-dimensional
process {X(t)},5, Let N € Nandk € {0,...,N — 1}. Furthermore, assume that the interval [a, b|
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sufficiently covers the transition density function corresponding to ¢ x, such that it is almost zero outside
of the interval. Then, the one-dimensional COS formula is given by

G[Hm)jé e ox (2 ) et

where Z/ is the summation with the first term multiplied with one-half, Re[z] corresponds to the real
part of the complex number =z € C and Hj, are the cosine series coefficients of a function g, defined as

2 b y—a
Hy = b—a/a g(x) cos (kﬂb—a> dy.

A full derivation is given by Oosterlee and Grzelak [32].

The notion of the COS method given in Theorem 4.6 is extended to two dimensions by Ruijter and Oost-
erlee [33]. Following the results presented by Ruijter and Oosterlee, also a two-dimensional version of
the COS method can be given.

Theorem 4.7. Consider a two-dimensional characteristic function ¢x : R> — C. Let N;,N, € N
and (ki,k2) € {0,...,N1} x{0,..., Na}. Let [a1,b1] X [az,be] be an interval, sufficiently capturing the
transition density corresponding ¢ x, that is, the density function approaches zero outside the defined
interval. The two-dimensional COS formula is then given by

N1 LN> -1 i 3
ColH Re T BT e
[ k17k2 (z,y) ;Okzo |:¢X <b1—a17b2—a2 o
1 2
ki ko 1k27rb
_ —a2 | [
+¢X (bl—a17 bg—&g)e 2 ki1,k2>s

where the two-dimensional cosine series coefficients of the function g : R? — R are defined as

by b
Hy, iy = / / (z,y) cos ke —— L) cos ( kom 2 dzdy.
' b — a1 by — az

The derivation of the two-dimensional COS formula is given by Ruijter and Oosterlee [33]. The one-
dimensional and two-dimensional COS methods will be used to give an alternative Fourier approach
for valuing the corporate callable convertible bond.

4.4.1. Convertible bonds under constant interest rates

As with the CONV method (Section 4.3), first, the valuation method in a one-dimensional setting will
be discussed. Recall the same setting as defined in Section 4.3, where the time grid is defined as
t; = IA; for Ay = % such that i € {0,...,M — 1}. Furthermore, recall the coupon payment dates
TP and convertible dates 7", which all coincide with the time steps. Let v be the conversion factor
and let the coupon payments equal o F' for a fixed coupon rate o and face value F'. Assume a constant
interest rate () = r € R and assume the company value process is defined by {A(t)},, as described
in Section 2.2. Similar to the CONV method, define the transformation

Xp(t) =log (Ag)) — A(t) = FeXr®), (4.12)

where t € [to,T], Xr(to) = log(ﬁ) is the initial value, for initial value A(ty) = Ao of the process
{A®)}0-

The scaled payoff of the bond at maturity 7" under the transformation in Equation (4.12) is given by

Heony(T, X (T)) = min (X7, max(1 + a,7e¥+ (1)) (4.13)
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such that Heony (T, X (T)) = FHeony(T, Xr(T)). Denote the scaled value of the convertible bond at
time g < ¢t; < T as Veonv(ti, Xr(t;)). As the optimal exercise policy is to only consider the option to
convert at maturity 7', the intermediate values of the convertible bond are given by

eXr(t) for eXr(t) < qa,
a+C(t,ye) foreXrt) > q,

‘z:onv(thyk) = {
where C(t;, y) is the scaled continuation value of the convertible bond, such that C(t;, yx) = FC(t;, yx.)
for C(;, yx) defined as in Definition 1.3.

To be able to apply the COS method, the cosine coefficients V;(¢1) need to be determined, such that
the bond value can be approximated via,

Veonv(to, X (to)) = Fe "2 G[Vi(t1)](2), (4.14)

using the cosine approximation method G/[](z) as defined in Theorem 4.6. To obtain the cosine coeffi-
cients V. (t1), a recursive scheme is proposed which will determine all intermediate coefficients V;(¢;)
forl € {1,...,M — 1}. At the last step of the recursion, the coefficients Vj.(¢,) are approximated and
the bond value can be determined via Equation (4.14). The recursion will be performed backward in
time, starting at ty;_». Given the cosine coefficients, V. (¢;41) for i € {1,...,M — 2}, the continuation
value of the convertible bond can be approximated by applying the COS method,

Clt1, Xp(t) ~ e " G[Vi(tig1)] ().

From Theorem 1.1, it is known that the convertible bond will not be exercised at any of the intermediate
steps. Hence, the intermediate cosine coefficients for ¢; € 7P are only dependent on the default and
the continuation interval, i.e.

Vi(t1) = Dp(ti, D) + Pi(t1,C),

where the default and the continuation interval D U C are spanning the whole interval [a, b] and

2 *2 y—a
_ v
Dy (t;, x1, x2) b—a/xl e¥ cos (lmrb_a>dy,
2 *2 y—a
Pp(t;,x1,22) = / o CoS <k7rb a>dy+0k(tl,x1,x2), (4.15)

b—a J,,

2 *2 —a
Cr(ti,r1,22) = b_a/xl C(t,x) cos (k‘ﬂ'z a)dy.

When ¢; ¢ T°U, the value coefficients equal the continuation coefficients C}. over the whole interval
[a, b], i.e.
Vk(tl) = Ck(tl,a,b). (416)

The continuation interval C and default interval D can be determined based on the expression for
V(t;, Xr(t;)) at the intermediate times ¢;. As the company will default in case eXr(t) < o, the default
interval and continuation interval are given by,

D = [a,log(a)), C = [log(c), ).

The coefficients Dy (¢;, D) over the default interval D can be computed in closed form. The result is
given in Lemma 4.3

Lemma 4.3. Let Dy (t;,x1,z2) be given as in Equation (4.15), then for all I € {1,...,M — 2}, the
coefficients Dy(t;,x1,x2) are known in closed form and given by

Dk‘(tl;xla‘xQ) =

b_an(9617$2)7

where the function xy, is given in Lemma C.1.

Lemma 4.3 follows directly from Lemma C.1. Substitution of the COS approximation of C(t;, Xr(t;))
in Equation (4.15) and performing some basic analytical derivations, yield the following result.
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Lemma 4.4. The cosine coefficients for the continuation value C(t;, x) at time t; can be approximated
based on the cosine value coefficients V;(t;11) at time step t; 41 via,

Culinonaz) ~ e 3 Re o (5275 ) Vit Asalinan.a)|.
7=0

Here the coefficients A; 1. (t;, x) are known in closed form and given by

i, - _
Aj7k(tl,$1,$2) = —7(./4;_]@(7,‘[,331,.132) + AJ k(thxl?IQ))'
T s )

The coefficients Ajk(tl, x1,19) and Aj‘k(tl, x1,15) can be written in matrix form,

Ay Ay - An_, Ao A - An_1
- A, A : . A A :
Aj (tt“xl,wg) = ) 1 0 5 A;(tlvmlal?) = _1 g i . )
Al—N AQ AN—l A2N+2
where,
To — T n ] _ 07
b—a
Aj =1 i et o
- J .
J

The proof of Lemma 4.4 is given in Appendix D.12. The matrices A (i, 1, x2) and A w(t, w1, x2) are
Hankel and Toeplitz matrices which enables the possibility to compute them by use of the DFT defined
in Definition 4.2. The coefficients for Py (t;,z1,22) can now be computed straightforwardly using the
results of Equation (4.15) and Theorem 4.4.

Lemma4.5. Given the continuation coefficients given in Lemma 4.4, the cosine coefficients Py (t;, 1, x2)
are given by

Pk(tlvwlax2) =«

2
g V(@1 22) + Cilty, 21, 22),

where iy, is given in Lemma C.1.

The proof of Lemma 4.5 follows directly from the definitions of the functions ¢y (z1, z2) and Ci(t;, z1, z2).
To enable the recursion, only the coefficients for Vi (ty—1) are left for computation. Fortunately, the
coefficients V;,(tm—1) are known in closed form. The result is given in Theorem 4.8

Theorem 4.8. Let the scaled payoff function at maturity T be given as in Equation (4.13). The cosine
coefficients Vi (tr) at maturity T are given by the integral,

- a) dy,

—a

for a,b € R chosen as described in Theorem 4.6 and where H is given in Equation (4.13) is known in
closed form and given by

2 ("
Vi(T) = m/ Heonv(T, ) cos <k7rz;

Vi) = %a X (a,log(1 +a)) + (L + )y <log(1 + ), log (1 —’: a))

| o on(122).9]

Furthermore, the functions x; and v, are known in closed form and given in Lemma C.1.

The proof of Theorem 4.8 is given in Appendix D.13.
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4.4.2. Callable convertible bonds under constant interest rates

Denote the scaled value of the callable convertible bond attime t; by Veo(t;, X (t1)), such that Ve (t;, X (1)) =
FVe(t1, Xr(t;)) is the value of the callable convertible bond. At maturity 7', the value of the callable
convertible bond equals the value of a convertible bond as the callable option can only be exercised
prematurely. The scaled payoff of the callable convertible bond at maturity 7" is therefore given by
Hegony @s given in Equation (4.13). The value Vi.(t;, X (;)) of the bond at each intermediate time step

to > t; > T is defined by

eXr(t) for eXr(t) < q,
i max(B(t;) + a,veXr 1)) for Cean(ti, Xr(t)) = B(ti) + a and eX# () > q,
V;:c(tlaXF(tl)) _ ’yeXF(tl) for C'(tl,XF(t_l)) > ,yeXF(tl)7 eXF(tl) > a
i and Cean(t;, Xr(t)) < B(t1) + a,
a+C(zj,yk) otherwise,

where a € [0, 1] is the coupon rate, ~ is the conversion rate, $ is the call penalty function and the
continuation values for the convertible C(t;, A(t;)) and the call option C°(t;, X (;)) are given in Def-
inition 1.4 and Definition 1.5 respectively.

Similar to the convertible bond, the callable convertible bond values will be obtained by using the relation
given in Equation (4.14). Therefore, a recursive scheme backward in time will be presented to obtain
the cosine coefficients for V. (¢1). Note that the coefficients at maturity are known via Theorem 4.8. To
obtain the recursion scheme, assume that Vi (¢;+1) and Vi (t; + t.) are known. The objective is to find
cosine coefficients for ¢; € 7°°UP such that,

Vi(t1) = Di(t;, D) + G (1, Goan) + GS°™ (t1, Goonv) + Pr(t1,C),
for default interval D, call interval G¢y1, converting interval G.ony @and continuation interval C such that,

D U Geall U Geonv UC = [aa b]u

and where,
9 [ -
Dy (t1, 21, 22) = b—a/ e cos (kﬁi_Z) dy,
x3
2 Z2 —
Gty w1, 200) = “ / max(5(t) + o, ve?) cos (lmry a> dy,
b—a /., b—a
2 [t -
GP™(t, x1,02) = r— /ml ~ve¥ cos (lmrz — Z) dy, (4.17)
2 *2 y—a
Pk(tl;xla'rQ) = b—a a COS k’ﬂ'm dy+0k-(tl,1‘1,332),
z1
2 w2 y—a
Cr(ty, x1,2) _b_a/zl C(t;,z) cos (knrb_a>dy.

At time steps ¢; ¢ TP, the cosine coefficients can be computed according to Equation (4.16).

Note that, given the intervals D and C the coefficients D, and P, can be directly obtained by applying
Lemma 4.3 and Lemma 4.5 directly. The coefficients G and G can also be obtained by straight-
forward integration. The result is given in Lemma 4.6.

Lemma 4.6. The cosine coefficients Gza” and G7°", given in Equation (4.17), can be determined in

closed form and are given by
(60 + )i (1108 (12121
2

call (4 _ t
Gk ( l7x17$2) b—a +YXk <10g <W> 7$2>:|

YXk (71, 22) otherwise,

for x1 < log (M) ,
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and
2vxk (21, 72)
b—a ’

respectively, where the functions 1, and x; are given in Lemma C.1.

G(l::onv(tla T, 1:2) -

The proof of Lemma 4.6 is given in Appendix D.14. It is therefore left to obtain the interval G4 and
gconv-

Recall the optimal exercising policy for the call option and the convertible option discussed in Sec-
tion 1.2.4. Given the call option, the management of the company will exercise the call option if,

K(t) + aF — C%(t;, zcqy) = 0. (4.18)

Hence, solving Equation (4.18) yields the early exercise point zcai € [a, b] for which it is optimal to call
the bond. On the other hand, by solving,

Ct, X (1)) —yeX®) =0, (4.19)

the early exercise point z¢ony can be found for which it is optimal to exercise the convertible option.
As the options within the bond cannot be exercised both, the corresponding intervals Gy and Geony
need to be mutually exclusive. Moreover, both options will be exercised only if the value at immediate
exercise is large enough. Therefore, it will hold that,

D= [a710g<a)]7 C= [log(a>7$*]> gcall = [CL‘*7.'L'*], gCOI’]V = [l'*,b],

where
* .
T = maX(33conv,$call), Ty = mln(l‘conwxcall)-

The early exercise points z¢y and z¢ony can be found using a numerical solver for Equation (4.18) and
Equation (4.19). Note that the continuation value corresponding to the call option and the continuation
value corresponding to the convertible option can be approximated by,

Ceal(ti,z) =~ e "AHIGV(t + te)](2),
Cltr,z) =~ e " G[Vi(tip1))(x),

respectively, using the COS approximation method given in Theorem 4.6. Hence, the derivative for z

65;" and % Newton-Raphson can be used to obtain

can be determined. Using the derivatives for
the values for xcy and xony respectively.

4.4.3. Zero-coupon convertible bond under stochastic interest rates

The two-dimensional COS method for Bermudan-type options may become significantly more complex
and is considered beyond the scope of this thesis. However, if the convertible bond is considered
without any coupon payments, the problem reduces to one that is similar to the valuation of a European
type of option. Consider the transformation X given in Equation (4.12). If no coupon payments are
assumed, i.e. « = 0, the value of the convertible option V' (¢q, X (¢¢)) without any call option becomes,

— T T(s)As
Vconv(thXF(tO)) = ET {e fto (2)d HCOHV(Ta XF(T)) ‘ ]:0} )
under the equivalent martingale measure Q, where H is the payoff function of the convertible bond,
Heony(T, X (T)) = Fmin(eX* ™) max((1 + a),yeX* 1)),

where ~ is the conversion factor and F' is the face value of the bond. The value of the option can then
be approximated via the two-dimensional COS method, which is given in Theorem 4.7, with cosine
coefficients,

by by _ _
Hyy gy = / Heony(T, y) cos (km; “ ) cos <k277[;y a2 ) dxdy, (4.20)

1 Jay 1—a o — a2

for N1, Ny € N, (k1,k2) € {0,..., N1} x {0,..., N2} and bounds aq,b1,a2,b2 € R. In particular, the
cosine coefficients Hy, ,, can be computed in closed form.
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Lemma 4.7. Let Hy, 1, be given as in Equation (4.20), then the integrals can be computed in closed
form. In particular, it holds that

1 1
Hy, gy, = Fibg, (@1,b1) | Xky (a2, 0) + g, (O,log (7>) + Xk <10g (7> ,52)] ;

where F' is the face value of the bond, + is the conversion factor and v, and x, are given in Lemma C.1.

Proof. The proof of Lemma 4.7 follows directly by observing that the integrals can be split and therefore
can be written as multiplication. Applying Lemma C.1 for the interest rate part and using the results of
Theorem 4.8 yields the expression for Hy, ,. O

Lemma 4.7 and Theorem 4.7, yield the possibility to obtain the the value of the convertible bond with
coupon rate o = 0 numerically, where the characteristic function ¢ x of the process { Xr(t)},-, under
the Black-Scholes Hull-White model is used as given in Theorem 2.3. B



Numerical results

5.1. Introduction

The previous chapters have described the modeling of the callable convertible bond and numerical
methods to evaluate them. In this section, the numerical results will be presented. Numerical results will
be obtained for both the one-dimensional approach and the two-dimensional approach. First, to verify
the correctness of the characteristic functions, the two-dimensional densities will be approximated. In
particular, two density planes will be demonstrated; that of the Black-Scholes Hull-White model defined
in Section 2 and that of the transformed Black-Scholes Hull-White model under the transformation
defined in Theorem 2.5 (see Section 2.3.3). The density approximations are obtained by using the
Fourier approximation and are verified by the Monte Carlo techniques discussed in Chapter 3.

In the subsequent section, the value of different bonds will be computed. First, the convertible and
callable convertible bonds will be approximated under constant interest rates. A convergence scheme
will be presented to analyze the convergence of the COS and the CONV method. Moreover, the sen-
sitivity to the hyper-parameters will be discussed. Finally, the two-dimensional approach will be pre-
sented. Numerical results under the CONV method will be given. To conduct a convergence analysis,
the non-coupon paying convertible bond under the Black-Scholes Hull-White model will be discussed.
Also in the two-dimensional case, the hyper-parameters will be discussed.

5.2. Black-Scholes Hull-White density recovery

Using the CONV method, the density of both the jump-diffusion and the Black-Scholes Hull-White model
can easily be obtained. Let f; x be the density function of the Black-Scholes Hull-White (BSHW) model
under the decomposed interest rate process {7(t)},-, as defined in Section 2. Recall the definition of
the inverse Fourier transform, given in Definition 4.3. Following Theorem 4.2, the one-dimensional
density of the model can be obtained by computing the approximation F;'[¢; x|(z;) over the grids
z; = (j — §)A; and yr, = (k — §)A,, where is used that Ny = N; = N, where ¢; x is obtained by
combining Theorem 2.4 and the results given in Section 2.3.4. Specific values for a density f: x(x) can
be obtained using the approximation of the Fourier transform, given in Theorem 4.2 and via Monte Carlo
techniques discussed in Chapter 3. It remains to choose a grid size A, and A, for the approximations
under the Fourier approach. Note that if the grid size is too small, significant values of the density may
lay outside the grid which may result in bad approximations. On the other hand, if the grid size is chosen
too large, a denser integration grid will be needed to obtain accurate results. As a consequence, the
following rule of thumb will be followed.

Remark 5.1 (Simple integration grid size). Consider the two-dimensional grid given in Theorem 4.2.
To obtain sufficiently accurate results for the Fourier approximations, the grid size for A, and A, is
chosen such that

_ 2L$77\/T A 2Lya\/T

Ay ;
N Y N

45
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for L., L, € Ry the number of standard deviations away from the mean, o the volatility of the process
{X(t)};>, 1 the volatility of the process {7(t)},., and T the maturity. Furthermore, N € N is the
number of nodes included in the grid, where the same number of nodes is chosen for both grids.

When the grid sizes are set, the Fourier transform can be applied on the characteristic function ¢ x
to obtain a transition density from the initial values (7(to), X (o)) to the value (#(T"), X(T')). More-
over, when values for (#(T), X(T')) are directly sampled using the Monte Carlo method discussed in
Chapter 3, a reference density can be obtained to check the results. The obtained density is given in
Figure 5.1. To better compare the results, Figure 5.2 yields the contour plots of both the simulation

Density recovery of Kou's jump model
recovered by Fourier methods and Monte Carlo methods

I Inverse Fourier transform approximation
Il Monte Carlo methods

- 600
500
400
300
200
100

= x(X,y)

Figure 5.1: Three-dimensional plot of the density plane of the BSHW model with jumps distributed following Kou’s model. The
blue surface represents the results obtained via the inverse Fourier approximation. The red dots represent the results obtained
via simulation and binned such that a scatter plot in three dimensions could be made. The parameters of the BSHW model used
were; So = 1,0 = 0.25, p = 0.3, where the Hull-White model is given for parameters = 0.001 and x = 0.05 and with maturity
T = 1. The jump parameters under Kou’s model are given by A = 3, a1 = 50,22 = 33 and p; = 0.4. The parameters used
for the inverse Fourier approximation were setto N = 29 = 512 and L, = L, = 10. The simulations were computed using
M = 500000 paths with each N = 50 nodes.

and the Fourier inversion results. From the contour plots in Figure 5.2 it can be seen that the density
function is sufficiently captured by the Fourier approximation approach. Besides the jump-diffusion
proposed by Kou, also the jump model proposed by Merton is verified. The corresponding figures are
included in Appendix E.1. From these figures, it can also be seen that the BSHW model extended with a
jump-diffusion model proposed by Merton can be sufficiently captured using the Fourier approximation
techniques [29].

In addition, the transformed model described in Section 2.3.3 can be obtained by both Fourier and
simulation techniques. As the jump part of the model is independent of the diffusion part of the model,
the characteristic ¢z, ~ after the transformation (Z,., Z) can be multiplied with the characteristic function
concerning the specified jump model to obtain the transformed model with jumps. Moreover, due to
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Contour plot of the BSHW-jump model (Kou) Contour plot of the BSHW-jump model (Kou)
recovered with inverse Fourier approximations recovered using Monte Carlo methods
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(a) Contour plot of the results obtained using the inverse Fourier ap- (b) Contour plot of the results obtained using the Monte Carlo tech-
proximation. niques.

Figure 5.2: Both the contour plots of using the Fourier approximation and simulation techniques. The parameters used were
described in Figure 5.1.

the independence of the jumps, the transformation can be written as
Z(T) = Z7(T), Z(T) = Z9(T) + Z’(T),

where Z;(T) = X”7(T), as no transformation will be applied to the jump part. The simulation results
can therefore be obtained by applying the transformation,

Z(T)  =7H(T) = gr(7(t0)),
Z9T) = X(T) — g(F(to), X (to)),

where the functions g, and g are given by,
gr(z) = 2e™"7, g(z,y) =y + B(7)z,

for B(r) = 1(1 — e™"7). The resulting density recovery is given in Figure 5.3 for the transformation
extended with the jump model proposed by Kou [22].
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Density recovery of the transformed BSHW model (Kou)
recovered by Fourier methods and Monte Carlo methods

Il Inverse Fourier transform approximation
Il Monte Carlo methods
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Tz, 2(z;, 2)

(a) Density recovery of the transformed variables (Z,., Z) using Fourier and simulation techniques. The red dots yield the, binned, simulation
results. The blue surface corresponds to the numerical Fourier approximation.

Contour plot of the transformed BSHW-jump model (Kou) Contour plot of the transformed BSHW-jump model (Kou)
recovered with inverse Fourier approximations recovered using Monte Carlo methods
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(b) Contour plot of the numerical results obtained by using the Fourier (c) Contour plot of the numerical results obtained using the Monte Carlo
approximation approach. techniques.

Figure 5.3: Numerical recovery of the density of the transformed random variables (Z,., Z) with both the numerical approximation
of the continuous Fourier transform and simulation. The transformed BSHW model is extended with Kou’s jump model described
in Section 2.3.4. The parameters of the BSHW model are given by; Sp = 1,0 = 0.25,p = 0.3,7 = 0.001,x = 0.05and 7" = 1.
Furthermore, the jump parameters used were A = 3,1 = 50,2 = 33 and p; = 0.4. The hyper-parameters of the Fourier
approximation method used are N = 2% = 512 and L, = Ly = L = 10. The simulation is conducted with M = 500000 paths

each containing N = 50 nodes.

From Figure 5.3 it can be seen that the transformed density can be sufficiently captured using Fourier
techniques. Figure 5.3 also shows that the split of the jump and continuous part due to the indepen-
dence of the jump part is well captured under the transformation. For the transformed model, also
the density recovery is done when the Merton jump-model is incorporated. The results are included in
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Appendix E.2.

5.3. Numerical results under constant interest rates

Using the results of Chapter 3 and Chapter 4, the convertible bond under the structural model defined
in Chapter 2 can be numerically obtained. Assume a constant interest rate  and the process { X (¢)},,
as defined in Section 2.2. First, the less complex convertible bond without the call option will be com-
puted. The numerical results will be obtained under Kou’s jump model described in Chapter 2. As the
jump additions are independent, the results can be interchanged with each other jump model. The
parameters corresponding to the jump model are given in Table 5.1.

A pr a1 Qg
3 04 50 33

Table 5.1: Parameters used for the jump component in the structural model. The jumps are assumed to follow a double ex-
ponential distribution with parameters as given. The parameters chosen are based on the parameters given by Ballotta and
Kyriakou [3].

The diffusion and the interest parameter are given in Table 5.2.

r g SO
0.05 025 10

Table 5.2: The parameters used for the diffusion part of the structural model. Moreover, the interest rate is assumed to be
constant and given by r.

Following Section 4.3.1 and Section 4.4.1 the convertible bond prices can be obtained under differ-
ent numerical approximation methods. Furthermore, the results can be checked using the results for
simulation obtained in Chapter 3. The bond characteristics are given in Table 5.3

« ol T
001 03 5

Table 5.3: Parameters for the convertible bond characteristics.

The integration grids for the COS and CONV method are based on cumulants to sufficiently capture
the tails of the jump distribution.

Remark 5.2 (Cumulant based integration grid size). Consider the one-dimensional grid given in The-
orem 4.1. To obtain sufficiently accurate results for the Fourier approximations, the grid size for A, is
chosen such that

o 2E/Gln ) VG0 T)
xr — N bl
for L, € Ry, N the number of grid points, (2 and 4 the second and fourth cumulant function which is
given by

l aj 1og(¢X (uv T))

i J ’
i ou w0

Cj (uv T) =

for j € N. Furthermore, the integration grid for the COS method can be derived in a similar way,

_ —j;\/CQ(u,T) + /G, 1),
b = f,\/CQ(u,T) + <4(U7T)7

for L € R, . Note that L used for the COS method and L, used for the CONV method, may differ.

IS




5.3. Numerical results under constant interest rates 50

Cumulants for often used jump models are given by Oosterlee and Grzelak [32].

The coupon scheme is set semi-annual, which means that a yearly coupon payment results in two
coupon payments per year of half the coupon rate. Each year, the first payment of the bond is halfway
through the year and the second payment is at the end of each year. As a consequence, the coupon
and exercise dates are given by

1 1
Tcoup:Tconv:{Tl:2+2l’Wheret0<Tl§T, forle{O,...,M—l}}.

Note that the set 7" does not necessarily coincide with a chosen time grid. When the time steps do
not coincide with 7°UP  the first date is chosen that is included in the time grid and is directly after the
actual coupon date. The results of the CONV and simulation method are given in Figure 5.4. Often,
convertible bonds are based on the conversion factor 7. In 5.4 b, a single value F' = 4 is chosen to
compare the value of the convertible bond for different values of ~.

Convertible bond values for different Convertible bond values for different
face values under Kou's jump model conversion values under Kou's jump model
5.5
50 -=- HT,X(t) / -—- HIT, X(to)) /
CONV-method s Monte Carlo methods Vi
----- cOs-method ’/ —-- CONV-method /
—— Monte Carlo methods ’ 509 -eeen COS-method '/' ;
45 ~ S
i g S 7
x B3 4 ,r
s £ 45 Vs /
= = 4 K
v 4.04 © 4
=] S £ ,
2 = d e
> > / ’
B T I S
2 8 7
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-
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Face value F Conversion factor y

(a) A plot of the convertible bond values for different values of F'. The (b) A plot of the convertible bond for different values of v. The CONV
CONV method is based on a grid with L, = 10 and N = 2° = 512 method is based on a grid with L, = 10 and N = 2° = 512 grid
grid nodes. The COS method is performed with N = 2% = 64 grid nodes. The COS method is performed with N = 2¢ = 64 grid nodes
nodes and L = 10. and L = 10.

Figure 5.4: A plot of a convertible bond approximated by the CONV method. The approximated values using the CONV method
are compared to the approximated values using simulation as discussed in Chapter 3. For all methods M = 51 time steps are
considered. The simulations are conducted under N = 500000 paths. The blue dashed line corresponds with the payoff function
at maturity H(7, -) given in Equation (4.6), and therefore shows the value of the bond at immediate payoff.

From Figure 5.4 it can be seen that the CONV method and the Monte Carlo method give very simi-
lar results. In particular, the maximum absolute error of the comparison between the CONV and the
simulation results is 0.0125 over the different values of F. Similar results were obtained for the COS
method. Note that for small face values the bond will be converted almost definitely. When the face
value exceeds the conversion value yA(t), the payoff becomes linear in the face value F. Hence, for
larger face values the value of the bond will show more linearity. Figure 5.4 b shows that for low con-
version factors, the value of the convertible bond is almost equal to the discounted face value F, which
corresponds to accepting the face value at maturity 7. For large values of the conversion factor -, it
becomes more and more interesting for the investor to convert the bond. As a consequence, linearity
can be seen in 5.4 b for large values of the conversion factor ~.

Subsequently, values for the callable convertible bond will be computed. Using the approach described
in Chapter 4, the callable convertible bond values can be approximated using the CONV and the COS
method. Furthermore, the simulation method described in Chapter 3 can be used to verify the results.
The call option is assumed to be exercisable only on the coupon dates, i.e. 7% = T Furthermore,
it is assumed that the call payoff function is given by

K(t) = 1.2F,

where F is the face value of the bond. The results are given in Figure 5.5
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Callable convertible bond values for different face values
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Figure 5.5: A plot of the convertible bond for different values of F. The CONV method is based on a grid with L, = 10 and
N = 29 = 512 grid nodes. The COS method is performed with N = 26 = 64 grid nodes and L. = 10. For all methods M = 51
time steps are considered. The simulations are conducted under N = 500000 paths. The blue dashed line corresponds with the
payoff function at maturity H(T, -) given in Equation (4.6), and therefore shows the value of the bond at immediate payoff.

The results given in Figure 5.5 are very similar to the results for the Convertible bond. For small
values of the face value F', the bond will be converted almost certainly. Since the bond also contains a
callable option, the value of the callable convertible is lower than the value of a convertible bond without
a callable option. When the face value F' becomes larger, it becomes more and more interesting for
the investor to not convert and accept the call price upon call. If the bond is not called, the bond will
still not be converted and the face value will be accepted upon maturity.

The call interval G5 and the converting interval Gony are computed numerically. Both intervals are de-
termined by the early exercise point z¢ony and z¢z, Which are approximated using the Newton-Raphson
method. During the implementation of the COS method, it appeared that in particular the computation
of the early exercise point zy is highly unstable. Moreover, wrong estimations of the early exercise
point zcq Will result in wrong approximations of the intermediate cosine coefficients which then will re-
sult in wrong approximations by the COS method. As a consequence, for the callable convertible bond,
the convergence of the COS method is far less stable than the convergence of the CONV method.

To have a better insight into the convergence of both methods, the results for the CONV en COS method
are compared based on the convergence rate. As can be seen in Figure 5.4 and Figure 5.5, the ap-
proximation approaches yield good results for the Kou jump-model. The convergence of the algorithm
is numerically checked for both the CONV and the COS method. To compare the convergence, the
maximum absolute error between the simulation results and the COS and CONV method is taken. The
results are given in Figure 5.6. 5.6 a shows that the COS method does converge a bit faster to the
simulation results. It is known of the COS method, that it has exponential convergence, which is clear
from the figure [32]. Furthermore, both methods are not becoming more accurate when compared to
the Monte Carlo results. However, note that the simulation results are also approximations and there-
fore contain an approximation error with respect to the true results. From Figure 5.6 b it can be seen
that the COS and the CONV method also converge to each other, which together with the simulation
results, shows that both the CONV and the COS method converge to the true price.

A similar comparison can be made for the callable convertible bond approximations. From Figure 5.7 a
it can be seen that the COS method only has a slightly faster convergence for small d, where N = 2¢
and d € N. However, when d > 6, the CONV method shows much better convergence. In Figure 5.7 b,
it can be seen that the COS method shows no stable convergence over L, which may be related to the
unstable approximations of the early exercise point x¢y.

5.4. Numerical results under stochastic interest rates

In this section, the model is extended with stochastic interest rates. Using the results of Chapter 3,
the actual price can be approximated using simulation. Furthermore, also the CONV algorithm can be
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(a) Error analysis of convertible bond prices obtained with the COS and (b) Comparison between the COS and the CONV for convertible bond
CONV method and compared with the simulation results. approximations.

Figure 5.6: A plot of the convergence of the CONV and COS method. Both the COS and the CONV method were used to
compute values of a convertible bond for different values of . The CONV method is based on a grid with L, = 10. The COS
method is performed with L = 10. For all methods M = 51 time steps are considered. The simulations are conducted under
N = 500000 paths. The error was computed by taking the maximum of the absolute difference between the Fourier methods
and the simulation results respectively.

K n fr p
0.05 0.001 0.05 0.3

Table 5.4: Parameters used for the Hull-White process. The parameters are chosen based on expert judgment.

used to obtain approximations, where the approach described in Chapter 4 is used. The stochastic
interest rates will be computed under the Heath-Jarrow-Morton framework, which requires market data
as input for the forward curve. In this thesis, an artificial forward curve is assumed which is given by

Po(t, T) = e 77(T=t) (5.1)

where ry € R is a constant rate. The parameters for the Hull-White process are given in Table 5.4. The
remaining parameters are set equal to the ones given in Section 5.3.

Under the assumption that the zero-coupon bonds follow the price given in Equation (5.1), the function
Pkt becomes smooth. The differentiability of P enables the use of numerical differentiation to obtain
the forward rate function f,.(0, -), which is also smooth. Using the numerical differentiation techniques,
the function 6 from Equation (2.2) can be approximated. The corresponding approximations enable the
simulation, numerical integration, and computations of the interest rate process {7(t)},-,, 6(t) within
the characteristics function and intermediate bond prices via Equation (2.7).

The grid size in the two-dimensional approach is taken similarly to the one-dimensional approximations.

Remark 5.3 (Cumulant based integration grid size). Consider the two-dimensional grid given in The-
orem 4.2. For both of the grids, an equal number of integration points is chosen. To obtain sufficiently
accurate results for the Fourier approximations, the grid size for A, and A, is chosen such that

N LT, 2L,\/G(w, T) + /Ca(w, T)
T — N ) Yy N 9
for L, L, € Ry, N the number of grid points, ¢, the variance of the interest rate process, (; and (4 the
second and fourth cumulant function of the individual process { X ()}, which is given by

1071 ,T
G(w,T) = G(w, T) = Og(ggj(w )

)
w=0

for j € {2,4} and the characteristics function ¢x (w,T) corresponding to the one-dimensional process
{X(t)},>, under constant interest rates. The variance of the interest rate process {7(t)},- is given
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(a) Error analysis of convertible bond prices obtained with the COS and (b) The convergence scheme of the COS and the CONV method for
CONV method and compared with the simulation results for different different values of L and L respectively. The computations were con-

grid sizes N. ducted using N = 2'3 = 8192 grid points for both the COS and the
CONV method.
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(c) Error analysis of convertible bond prices obtained with the COS and
compared with the CONV method for different grid sizes N.

Figure 5.7: A plot of the convergence of the CONV and COS method. Both the COS and the CONV method were used to
compute values of a callable convertible bond for different values of F'. The CONV method is based on a grid with L, = 10.
The COS method is performed with L = 10. For all methods M = 51 time steps are considered. The simulations are conducted

under N = 500000 paths. The error was computed by taking the maximum of the absolute difference between the Fourier
methods and the simulation results respectively.
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Convertible bond values for different face values under Kou's jump model
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Figure 5.8: A plot of the convertible bond for different values of F'. The CONV method is based on a grid with L, =2, L, =8
and N = 213 = 8192 grid nodes. For the CONV Mcgony = 20 time steps were considered. The Monte Carlo method was
conducted under N = 500000 paths with each Myc = 51 nodes. The blue dashed line corresponds with the payoff function at
maturity H (T, -) given in Equation (4.6), and therefore shows the value of the bond at immediate payoff.

by [32].

772 2kt
"(t) = —(1 —e ™).
C() = 5-(1—e>)
As in the one-dimensional case, first, the convertible bond without the callable feature is considered.
The results are given in Figure 5.8.

From Figure 5.8 it can be seen that, when NV = 213 grid points were considered, the resulting approxi-
mations using the CONV method are still considerably off. To obtain better approximations, the number
of grid points should be considered greater than N = 2!3. However, due to the interpolation step in
the algorithm, higher N cannot be approximated as this will result in a memory error. The interpolation
needs to be done on the surface with more than 22 x 2!3 nodes, which becomes too large. Using
different configurations for L, and L, yields similar results. For the callable convertible bond, similar
behavior is observed. The results are given in Figure 5.9.

Callable convertible bond value under
the Black-Scholes Hull-White model

5.00 4 —— CONV method
Monte Carlo methods
4.75 4 —==- HIT, X(ty)

4.25 1

4.00

V(to, X(to))

3.75 1

3.25 4

300 === =T

Figure 5.9: A plot of the callable convertible bond for different values of F'. The CONV method is based on a grid with L, = 1,
L, = 8and N = 2!3 = 8192 grid nodes. For the CONV method Mcony = 20 time steps were considered. The Monte Carlo
method was conducted under N = 500000 paths of each Myc = 51 nodes. The blue dashed line corresponds with the payoff
function at maturity H(T), -) given in Equation (4.6), and therefore shows the value of the bond at immediate payoff.

If the coupon rate is chosen equal to zero, such that the bond does not pay any coupon payments,
the pricing problem of the convertible bond becomes one that is very similar to a European type of
option. As discussed in Section 4.4.3, the bond value can then be obtained via the COS method in
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two dimensions. Furthermore, the CONV method can also be used where the intermediate steps will
disappear and the value of the bond can be directly obtained via Theorem 4.5 and Equation (4.5). The
results are given in Figure 5.10.

Convertible bond value with @ =0
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Figure 5.10: A plot of the value of a non-coupon paying convertible bond for different values of . The CONV method is based
onagridwith L, = 1, Ly, = 8 and N = 2'3 = 8192 grid nodes. The COS method is applied with N = 213 = 8192, L; = 10
and Lo = 10. The Monte Carlo method was conducted under N = 500000 paths, each with M = 51 nodes.

The possibility to use the COS method allows for a more extensive convergence analysis. These results
are given in Figure 5.11.
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(a) Error analysis of convertible bond prices with o = 0 obtained with
the COS and CONV method and compared with the Monte Carlo re-
sults for different grid sizes N.

(b) Error analysis of convertible bond prices with o = 0 obtained with
the COS and compared with the CONV method for different grid sizes
N.

Figure 5.11: A plot of the convergence of the CONV and COS method. Both the COS and the CONV method were used to
compute values of a convertible bond that pays no coupon payments. The CONV method is based on a grid with L, = 1 and
Ly = 9. The COS method is performed with 7.1 = Lo = 10. For all methods M = 51 time steps are considered. The simulations
are conducted under N = 500000 paths. The error was computed by taking the maximum of the absolute difference between
the Fourier methods and the simulation results respectively.

From Figure 5.11 a it can be seen that the COS method converges much more rapidly than the CONV
method. The rapid conversion was expected from the one-dimensional case. Contrary to the one-
dimensional case, Figure 5.11a shows a much slower convergence of the CONV method in the two-
dimensional case. The slow conversion is consistent with the observation done in Figure 5.9 and
explains the insufficient approximations. Figure 5.11b seem to indicate that the COS and the CONV
method are converging, however very slow due to the slow convergence of the CONV method. At the
tail of Figure 5.11 b the convergence seems to stop. Yet, it is known that the CONV method does not
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Figure 5.12: A plot of the maximum absolute error between the CONV and COS obtained values compared to the values obtained
by Monte Carlo methods for a zero-coupon convertible bond. The values are computed for different L, L,, Ly and Ly as given
in Remark 5.3 and are given by L; and Ls over the z- and y-axis. The amount of nodes is set to N = 210 = 1024. The
simulations are conducted under N = 500000 paths, each with N = 51 nodes.

necessarily yield exponential convergence, and hence does not necessarily yield a linear relationship
between the log of the absolute error and the number of grid points N [14].

To ensure the correct chosen hyperparameter L, and L,, the convergence of the CONV method for
the zero-coupon convertible bond is computed. The results are given in Figure 5.12. From Figure 5.12,
the best hyper-parameters are indeed low values for L, and L,, around 10.



Conclusion

6.1. Conclusion

In this thesis, a structural default model is used to value callable convertible bonds. The structural
model in this thesis is proposed to follow a jump-diffusion process and is extended with stochastic
interest rates. In particular, the jump models proposed by Kou and Merton are discussed. For the
model including stochastic interest rates, the Heath, Jarrow, and Morton framework was introduced to
enable the possibility to directly model the forward rates from quotes observed in the market. Within this
thesis, artificial zero-coupon bond quotes were used to compute the parameters of the zero-coupon
bonds. Though, given a sufficient smooth curve for the forward rate quotes, the model can also be
used directly on market quotes.

This thesis discussed different valuation methods as proposed by Longstaff and Schwartz, Lord et al.
and Oosterlee and Grzelak applied to the valuation of callable convertible bond. The proposed meth-
ods include Monte Carlo methods and Fourier methods. In particular, the Fourier techniques, which
include a convolution method (CONV) and a cosine-based (COS) method, enable fast and efficient
computation possibilities. Whereas the Monte Carlo methods and the CONV method are already used
in different articles, the COS method was not yet applied to the callable convertible bond valuation [3,
1]. As the COS method has been proven to be an efficient algorithm for approximating the values of
financial derivatives, this thesis uses the COS method to compare its convergence to seek more in-
sights into the convergence of the CONV method. Monte Carlo methods are used to verify the obtained
approximations.

For the problem considered under constant interest rates, this thesis shows that the COS method can
be derived and applied. For the COS method to be applied to the callable convertible bond problem,
exercise and continuation cosine coefficients need to be computed for intermediate steps. The compu-
tation of the cosine coefficients, to be able to approximate the bond value, entails some more complex
steps and makes the total approximation method more error-prone. The cosine coefficients depend
on the early exercise points, which are the boundary points between early exercise intervals and the
continuation interval. The early exercise points are obtained using a numerical root-finding algorithm,
which was chosen to be the Newton-Raphson method. Contrary to the conversion interval, the early
exercise point corresponding to the call interval was observed to be sensitive to the initial value of the
root-finding algorithm. The sensitivity will make the COS method less robust with respect to the CONV
method.

For small values of the grid size, the COS method showed to converge much faster than the CONV
method. For larger values of the grid size, the CONV method showed to catch up with the COS method
to become almost equally accurate. Especially when the early exercise points are not considered and a
convertible bond without a call option is proposed, the CONV and the COS method showed to converge
very rapidly to a common price, which can be assumed to be the true price of the convertible bond.
The results also showed that, contrary to the COS method, the CONV method was robust under the
choice of the hyper-parameter concerning the integration grid. For the COS method, it was shown that
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a bad choice of the hyper-parameter could lead to a bad approximation.

Including stochastic interest rates will make the valuation problem more complex. An algorithm for using
the CONV method in two dimensions was proposed by Ballotta and Kyriakou to be able to compute
the bond values efficiently [3]. Although the two-dimensional CONV method shows to converge to the
value obtained under Monte Carlo simulation, the results are still off for grid sizes of intermediate size,
e.g. N = 2'3. Results seem to indicate that the amount of grid points is not sufficient for the proposed
integration interval and that therefore more grid points are needed. As the two-dimensional algorithm
depends on the use of interpolation heavily, and the CONV method is based on the assumption that
the grid points are a power of two, each higher order grid will result in an interpolation over four times
the size of the previous grid surface. As a consequence, a much greater amount of computer memory
is necessary to compute these interpolations and can therefore be a problem for computations under
limited resources.

To conduct a more thorough error analysis in the two-dimensional case, the problem was reduced
to the valuation of a zero-coupon convertible bond. This reduction yielded the possibility to omit the
computation of the intermediate bond values and introduced a problem similar to a European-type
option. From the results of the zero-coupon case, the COS method showed a more rapid convergence
towards the approximations obtained by the Monte Carlo methods than the approximations obtained
using the CONV method. Furthermore, when taking the hyper-parameters into account, the CONV
method showed less robust features than the COS method. Only for a small range of L, and L,
convergence is obtained for the CONV method. On the other hand, the COS method clearly shows
convergence for a much wider range of hyper-parameters L, and L. Though the COS method shows
a much better and more robust convergence, it should be mentioned that the one-dimensional case
showed that for early exercise products the COS method shows less robustness which is not taken into
account in this comparison.

6.2. Further research

Different aspects of this thesis yield possibilities for further research. First, the results of this thesis give
rise to a calibration method for the calibration of structural models based on the COS method. As the
COS method shows to be robust and efficient for non-early exercise bonds, more advanced structural
default models such as the CGMYB and the NIGB jump-diffusion models can be calibrated with bond
data. Whereas Fang et al. showed the application of the COS method to the calibration of structural
default models by using credit default spreads, this thesis shows a way to also calibrate structural
default models based on bond quotes. However, as only a small selection of companies have credit
default swaps quoted, this may not be an ideal way to calibrate structural default models in general.
A greater selection of companies finances their investments with debt. Therefore, there is a greater
market for bond data. Using the COS method approach as presented in this thesis, further research
can be done in light of the calibration of different structural Levy models. Although this thesis yields
the tools to be able to calibrate structural default models based on bond quotes, the actual calibration
algorithm was not presented and is therefore left for further research.

Secondly, as discussed in Section 6.1, the COS method applied to the valuation of callable convert-
ible bonds does indicate some sensitivity with respect to the approximation of the early exercise point
concerning the call option. In this thesis, the Newton-Raphson method was used to obtain early exer-
cise points for constructing intervals used in the computations of the cosine coefficients. Though the
Newton-Raphson method does yield sufficient results, its use affects the robustness of the algorithm
due to the sensitivity to the initial guess necessary for the Newton-Raphson method. Further research is
necessary to overcome the problem of sensitivity with respect to the initial guess. Possibly more robust
root-finding algorithms can be used to obtain a more robust COS algorithm for the callable convertible
bond.

Finally, as the COS method seem to have a better convergence, it may be interesting to derive the two-
dimensional COS algorithm for valuing callable convertible bonds. Ruijter and Oosterlee has shown a
two-dimensional algorithm that can be used to obtain continuation coefficients for the Heston model.
A similar approach can be used to obtain coefficients for the Black Scholes Hull-White model. The
two-dimensional COS approach will enable a way to use the COS method in approximating (callable)
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convertible bond values under the Black Scholes Hull-White model. Being able to do efficient compu-
tations under the Black-Scholes Hull-White model, enables the application of efficient computations to
the class of early-exercise hybrid products.



Concepts

A.1. Economic assumptions

In general, three different categories of assumptions concerning the general economy can be distin-
guished, namely behavioral, market, and model assumptions [21]. Behavioral assumptions describe
how the participants within a market will act on changes within the economy. On the other hand, market
assumptions prescribe the market conditions and the characteristics of the securities which are traded
on the market. Finally, model assumptions concern all assumptions that apply directly to the modeling
of the assets within the market [21]. Different parties on the contract of a contingent claim may have dif-
ferent interests. This discrepancy in interest will result in different behavior concerning the possibilities
within the contract. A fair price for the claim may therefore be difficult to derive. To exclude any ambi-
guity in the behavior of different parties concerning a contract, this section will describe the behavior
of the market and its participants. Particularly, this section will conclude with the assumption regarding
the capital structure of companies participating in the market. The capital structure is an important
assumption within structural default models, as it describes how debt and assets are related and how
the capital structure may change upon conversion. Furthermore, specific model assumptions and the
dynamics of the underlying assets, are discussed in Chapter 2 and will therefore not be repeated here.

Suppose an economy that includes a market on which securities can be traded. Furthermore, assume
investors who trade in that market and suppose there exist companies that can participate in this market
to be able to finance investments.

Assumption A.1 (Rational investors). The economy consists only of rational investors. A rational
investor will always try to enhance her wealth.

One of the main assumptions within derivative valuation is the no-arbitrage argument. The no-arbitrage
argument will prevent the existence of the so-called free lunch, i.e. there are no risk-free profits for the
considered stochastic quantities [32]. A more detailed discussion on arbitrages is given by, for instance,
Shreve [35].

Assumption A.2 (No arbitrage). The market does not allow for an arbitrage opportunity.
As the investor’'s main concern will be enhancing her wealth, the company will be interested in the

wealth of its shareholders. Here, the assumption from Ingersoll Jr is followed:

Assumption A.3 (Rational management). The company is managed rationally, that is, the manage-
ment of the company will always pursue to enhance the wealth of its common shareholders within its
possibilities.

Prices of claims can be dependent on the costs within the economy in a complicated way. Therefore,
a perfect market is assumed.
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Assumption A.4 (Perfect markets). The market within the economy is perfect, i.e. there are no taxes,
and transaction costs and all investors have equal information [21].

When an investor takes a long position in a security, she buys the security. Buying the security will yield
the value of the security for which she has bought the security as equity in her portfolio. On the other
hand, when an investor takes a short position in a security, she borrows the asset and immediately
sells it. Selling the asset will yield the value of the asset for which it was borrowed as debt within her
portfolio.

Assumption A.5 (Frictionless markets). Within the market, there are no restrictions on borrowing
money and taking so-called short positions.

The securities and claims on the securities within the market will be modeled in a continuous-time
model.

Assumption A.6 (Continuous time trading). Within the market, securities can be traded in continuous
time.

Finally, there is also an assumption made on the capital structure of the company. As the company
value may depend on the amount of leverage it uses to finance its investments (for instance due to
taxes), the value of the company may not entirely be determined by the liabilities and assets alone. To
overcome this problem, the assumption better known as the Modiagli-Miller theorem will be assumed.

Assumption A.7 (Capital structure). It is assumed that the Modiagli-Miller proposition 1 holds, that is,
the value of the company does not depend on its capital structure [21, 31, 29].

Assumption A.7 will assure that due the limited liability of corporations, the company value A(¢) at time
t can be decomposed in,
A(t) _ Vdebt(t) + Vassets (t), (A.1)

where V9b(1) is the market value of the debt of the company at time ¢ and V/35%¢%(¢) is market value
of the equity of the company at time ¢ [21]. Equation (A.1) states that the value of the company can be
decomposed into the market value of the debt and the market value of the assets of the company (for
example its shares) [21]. Hence, it is assumed that the company is financed out of debt (for instance
bonds) and equity (for instance shares).



Derivations

B.1. Kou’s density function
In this section, it will be derived that the density function proposed by Kou and Wang as density for the
jump size

fi(x) = prane” " L p>01 + paaae™ i<y,

suchthatp;+ps =1, p1 > 0,p2 > 0, @1 > 1and ay > 0, is indeed a density function [23]. First note that
f is a positive function, as p1, p2, @1 and as are strictly positive numbers. Moreover, g(z) = e**,a € R
is a positive function and the sum over positive functions is also a positive function. As the indicator
function, 14, () over aset A is also a positive function and the multiplication over two positive functions
is also positive, it follows that f; is a positive function. Next, consider the integral of f; over the support;

e} 0 00
/ fJ(l‘)dJ} :/ pgagea2xd$+/ plale_alxdm. (B1)
oo —0 0
Using that
j—i(m) = qe’”,

for g(x) = e**, it follows that Equation (B.1) can be rewritten as

—p1 [ T2 +pa e 220 = p1Ape =1,

which concludes the argument and therefore f; is a density.

B.1.1. The cumulative distribution function
By definition, the cumulative distribution function is given by

Foe) = [ hals)ds 62)

To compute the integral given in Equation (B.2), the density function f; is rewritten in two cases;

| progem@® if >0
f](fE) - { pgageo‘ﬂ if <0’

where p; + pa = 1. First, the case = < 0 is integrated. Integrating f,(x) for z < 0 yields,

z z
/ fJ(S)dS = / pgageazsds = po [eazs]zzﬂim — eragm.
— 0 oo
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On the other hand if z > 0

/_; fr(s)ds = /_OOO fr(s)ds + /o:t £1(s)ds

=p2+/ proge” “°ds
0

als]s:z

=1—p1+pi[—e°] 2,

=1- plealIv
where it was used that p; + po = 1. This yields the following CDF;

1—pre=@® if x>0,

Fy(w) = { poe®2” if z<0. (83)

B.1.2. Simulating from Kou’s density

There are different ways to simulate from a known density function, e.g. by rejection sampling or directly
from a known CDF. In this section, the CDF F;(z) in Equation (B.3) will be used to sample realizations
from the random variable J. To be able to sample from F;(z), the following known result will be used
(see for example [28]). Denote the uniform distribution over the interval [0, 1] by unif (0, 1), such that
the CDF of U ~ unif (0, 1) is given by

Fy(u) =QU < u) =u.
Let X be a continuous random variable and let the general the inverse of the CDF of X be given as
Fit(u) = inf{z : Fx(z) > u}.

Write X = Fy!(U), the general inverse of the CDF of X over the continuous uniform random variable
U, then for the random variable X holds that (see [28])

QX <2)=Q(Fx'(U) <2) =Q(U < Fx(2)) = Fx(x).

As a consequence, realizations of X can be sampled using the uniform distribution. To sample from
the distribution of X, the following algorithm can be used;

1. Sample n,. realizations g, u1, ..., u,,.—1 Of the uniform distribution U.
2. calculate x; = F~!(u;) fori €0,...,n, — 1.

The computed value of z; is a realization of X.

It is therefore left to find the general inverse of F';. Write F;(x) = y, and distinguish between the cases
x < 0andx > 0. First, let z < 0, then F;(x) = pe®2* and therefore

1
y = pe*?’ <— —log (y) .
as

As z < 0, it has to hold that

1
log<y><0 — £<1 — y<p2=1-—p;.
(e5)] D2 b2

On the other hand, if z > 0,

1-— 1
yzl_ple—alx y:ealx 10g< D1 )7
«Q Y

and therefore

1
log(lp1 )zo — 1p1 >1 e pi>loy « y>1—pi.
y
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As a consequence, the generalized inverse of F; is given by

=+ log (I)I) if y > po,

aq 1 _y

+ log <y> if y<po,
2 P2

B.2. Log transform of the jump diffusion process

In this section, the derivation of the log-transform of the jump-diffusion process {A(t)},, will be given.
To find the log-transform, Ito’s lemma will be applied to find the dynamics of the log-transformed process
{X(t)},~,- First, Ito’s lemma for jump-diffusion processes will be given. Here, only the lemma will be
stated. Proofs can be found in the rich literature about the subject, see for instance [35]. Afterward,
the specific derivation for the log-transform of the process {A(t)},-, will be derived.

Fril(y) =

with po =1 — p;.

Theorem B.1 (Ito’s lemma for jump-diffusion processes). Assume that P(t) follows a Poisson process
with intensity parameter \. Let A(t) follow a jump diffusion process given as

dA(t) = pu(t, A()dt + o (t, A()dWa(t) + g(t, A())dP(2),

where u(t, A(t)), o(t, A(t)) and g(t, A(t)) are adapted functions and W 4(t) is a Brownian motion under
the measure Q [32]. Let f = f(t, A(t)) be a sufficiently differentiable function. Then for A = A(t) it
holds that
of of 1 2 0% f
ot + u(t,A(t))a—A 57 (t, At ))aAQ dt

(1, A) STAWa(1) + 71, A )+ A1) — (A )] 0P(), (BA)

df =

where A_ is the left limit of the process A(t) at time t [32]. Let A°(t) denote the continuous part of the
process A(t), such that
dAC(t) = pu(t, A(t))dt + o(t, A(t))dWa(t).

Then Equation (B.4) can be rewritten to [35]

Wt + a1 L0 (a0 1 (7t 4-) + A1)~ f(A )] @)

where the last term concerns the discontinuities.

df = 5

An intuitive explanation of Theorem B.1 is given by Oosterlee and Grzelak [32]. Using Theorem B.1, the
log-transform of the process {A(t)},-, will be derived. Consider the jump-diffusion process as given
in Equation (2.1), i.e. -

dA(t)

A (r(t) — AE [/ —1]) dt + ocdW4(t) + (e’ — 1) dP(¢), (B.5)

where {P(t)},-, is a Poisson process with intensity parameter ), .J is a random variable representing
the jump size and {W4(t)},-, is @ Brownian motion under the measure Q. Assume that {W4(¢)},~,,J
and {P(t)},~, are mutually independent. Note that {r(¢)},-, is also modelled as a stochastic process,
with Brownian motion {W,.(t)},~,.- {Wa(t)},~, may therefore be a dependent Brownian motion that

can be decomposed in
Wa(t) = pW,(t) + /1 — p2Wa(t

with {W,.(t)},.,and {Wa(t)},., two independent Brownian motions under the measure Q (see Sec-
tion 2.2). Finally, recall the continuous part of Equation (B.5), which is defined as

dA%(t)
dA(t)

= (r(t) = AE [¢/ — 1]) dt + odWa(2),
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as discussed in Section 2.2.

Let f(t, A(t)) = X(t) = log(A(t)), then following Ito’s lemma for a jump-diffusion processes yields

0 0 1 02
af = | s A 25— Zo% AL | o

(1, A) SHAWA (1) + £ (gt A) + A1) — F(A)]dP(D),

where g(t, A(t)) = e’ — 1. Note that

af P
i 0 and 94z = 0,
and hence for A = A(¢) holds that,
_ O e 1O Loy N
df(t, A() = 57dA7 + 5 -5 (A7) + [f(9(t. A-) + A-) — f(A-)]dP(D).

Computing the function f in the discontinuity of the process {A(#)}, vields,

flgt, AL)+A_) — f(A_) =1log (A_ (¢! —1) + A_) —log(A_) = J.

Therefore the system df (¢, A(t)) = dX(¢) can be written as

dX(t) = (r(t) —AE [e/ —1] - ;&) dt + odWu(t) + JdP(t),



Additional Lemmas

C.1. Functions y and v

Lemma C.1. Let the coefficients functions x; and ¢; be given as

T2 o
Xk (21, 22) :/ e¥ cos <k:7ry a) dy,
o b—a

Ui (x1, T2) :/ eY cos <k7r‘z_z> dy,

then both functions are known in closed form and given by

d— — ,
cos | k7 “ e’ — cos kwc a4 e
i (21, 22) 1 b—a b—a
kZ1,22) = ——— 35 k d— k _
1+ bk—ﬁa> +b_ﬂasin(kwb_Z)ed+b_7rasin<k7rg_2)ec

b—al . d—a ) c—a
(1, 72) :{ = {sm(kmba)—sm@mba)] k#0,

d—rc k=0.

The validity of Lemma C.1 follows directly from a result given by Oosterlee and Grzelak [32].
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Proofs of theorems

D.1. Proof of Theorem 2.3

The proof of Theorem 2.3 includes two steps. First, the model is placed inside the class of affine
diffusion models. Secondly, the characteristic function is derived.

Proof of Theorem 2.3. Recall the system of stochastic differential equations defined by the Black-
Scholes Hull-White model,

o] = [ 5e ay our=] Lawsio] e

where {V_V?(t)} o and {W2(t)},., are two independent Brownian motions under the equivalent mar-
t -

tingale measure Q, k, n, o, p are the speed of mean reversion, interest diffusion, volatility and correlation
parameter respectively, and where 6 is the mean reversion function given in Equation (2.2). The system
in Equation (D.1) can be written in the form,

dX = p(t, X (t))dt + o (t, X ())dW (1),
where

X = (0. X1 wte. x(0) = "0 T

o= [, o] w0 0]

and such that the affinity conditions are given by (see Theorem 2.1)

u(t, X () = ao+aX(t),
r(t, X(t)) = ro+riX(t),
(o(t, X))o (t, X(t)7),; = (co)ij+ (c1)i;X;(t),

forrg € R, r1,a9 € R, a1,cog € R"™™ and ¢; € R"*"*" (see Section 2.3). Furthermore, r is the
interest rate process with respect to the discounting within the system. Under the BSHW model, the
discounting is done by the Hull-White process and can be written in the form

rlt, X(0) = ro+oTx0) =[] [0

Hence ry = 0 and r; = [1 0]7. Furthermore, note that o (¢, X (t)) does not contain any factors in X and
hence, ¢; = 0. Moreover, for o = o (t, X (1)),

cw=00T =" 0 " ap = " nop = nt nop
0 op o/1=p2| [0 oy/1-p? nop o?p*+o%(1— p?) nop o? |’
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The affinity condition for the drift term can be written as

sz (90 - [46]+ [ 5] oo

It can therefore be concluded that the system defined in Equation (D.1)is indeed affine. Moreover, the
affine coefficients are given by

a KO(t) a = |7E 0
0 — _%0_2 ) 1 — 1 K
ro =0, ry = (ﬂ , (D.2)
2
_|m nop _
Co = |:770'p 0_2 :| , C1 = 0.

The discounted characteristic function under the measure Q can be derived by solving the complex
ordinary differential equations. This concludes the proof of the inclusion of the model within the affine
class of diffusion models.

The proof continues with the derivation of the discounted characteristic function. Let ¢ denote the
characteristic function of the system, where ¢ is given by

¢(U,t,T) = EQ ei‘ftT T(s)d8+iUTX(T) ‘ -Ft:| )

for u = [uy ug]?, X (t) € R? and X (t) = [r(t) X (¢)]. As shown in [32], the discounted characteristic can
be written in closed form, such that it is given by
(b(u’ t, T) — eA1(U1,1L2,T)+A2(U1,UQJ')T'(t)JrAg(Ul,UQ,T)X(t)7

where 7 = T — t and the functions A = [4, A3]” and A; are given by the complex ordinary differential
equations (ODEs),

A
dil = —79+ ATao + %ATCOA,
dr
?TA = r taTA+ LA A,
.

such that the initial conditions are given by A (u1,u2,0) = 0, Az(u1, us,0) = iug and As(u,us,0) = ius.
The affine parameters (r;, a; and ¢; for j € {1,2}) necessary for these derivations are known and given
in Equation (D.2). First, the latter multi-dimensional ODE will be computed. Denote As = As(ug,ug, 7)
and Az = Az(uq,us,7), and write the system of ODEs in matrix notation,

dAs
| =Bl [0 o] 2]
dAs 0 0 0| |As|’
dr

and recall that ¢; = 0 and therefore the last term vanishes. The ODE concerning As is therefore given
by

dA

=SB0 = As =C,

dr
for a constant C' € R. Using the initial condition yields,

143(’(1,17 Ug, 7') = iUQ.
Using this result, the ODE concerning A, is given by

A A
dd—Q:—l—F—fiAg—&—Ag:—l—fiAg—FiuQ <— dd—Q—&—/cAQ:—l—l-iuQ.
T T
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Multiply both sides by a test function ¢ and recognize that

dgﬁAg _ dgﬁ dA2
ar e T

As a consequence, it has to hold that

1 _
gﬁAgzmpAg — /—dgpz//@'dT — log(p) =k +C = p=Che",
T ¥

for Cy = e® and C € R a constant. Hence, the original ODE can be written as

dA . dpA .
P—2 + KAy =p(-1+1iuy) <= i = (=1 +iug).
dr dr

Integrating both sides, yield,
pAy = /Coe'”(—l + iug)dr
= Cp(—1 —&—iug)/e’”dT

. 1
= (—1 + 1u2) ;Coe"” + CoCy

1
— (Cpe"TAy = (*1 + 1'LL2) EC@CKT + CoCh
— A2 — ﬂ + CQC_KT
K

where Cy = (—1 + iug)Cy. Using the initial condition As(uq, us,0) = iug, yields

-1 1
iul = ﬂ + C
1—
= (O = iu+ w
Hence, the function A is given by
1—i iug — 1 iug — 1
AQ(U],U27T) = |:1u1 + (1U2):| e T + M E iule_"m— + (111/27)(1 _ e_K‘T).

K K K

It remains to solve the ODE corresponding to the function A,

dA 1
=1 —ro + ATao + *ATCOA
dr 2

s, 2L

1 1
9( )AQ - *0’ Ag + = [77 A2 + 2770’pA2A3 +o AQ]

which will be written in the convenient form;

aa,
dr

and where 0 is given in Equation (2.2). Note that the RHS of Equation (D.3) is not dependent on a
function of A1, hence integrating both sides yield the indefinite integral terms,

L(r) = /9

IQ(T) = As)/ldT,
(1) =%ﬁ/£m
ILi(r) = ’I’}O’pAg/AQ(T)dT.

1 1
= K0(t)A2 + 502(14% — A3) + 577214% +nopAzAs, (D-3)
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For the moment, I, (7) will not be derived further. The second integral, I5(7), can be computed and is
given by

L - L,
Ia(r) = 502(—u§ —iug)T + Oy = 5021u2(1u2 — 1)1+ Cy,

for the corresponding integration constant C € R. For the third integral, I3(7), first compute A3(7),

o 1 2
Ai(r) = <iU1em + 71’&2/{ (1- em))

I P e I 2iU1(iU2 — 1) e (IUQ ; ]_)2
K K

= —uje (e™"7

72117) 4 (1 _ 2671@7 4 e72n'r)'

Hence, integrating yields,

o (i — 1
/A%(T)dT = —u%/e_Q’”dT + 2711“(1”2 ) /(e_’” —e 2T)dr

K

. _ 1 2
(lu2ﬁ2 ) /(1 —2e7"T + e 2T )dr
— 7ﬁef2m7‘ + 2iu1(iu2 7 1) 7167”’— + ie72lvr
2K K K 2K
juy — 1)2 2 1 A
(1u2 ) T+ ZerT 767257 + 03
K2 K 2K
2 . . . 2
_ UT _ _okr 1u1(1u2 B 1) —2KkT —KT (17_L2 — 1) — KT —2KkT
= g s Z 1) (oo gemnry (2L (g | gemnr o)

+ CA(?n
for the integration constant C; € R. As a consequence, the integral I5(7) is now given by

2 2 . .
-n UT okt 1’U,]_(1’U,2 — 1) —2KT —KT
Ig(T) — ? |:_2[{e + T (e - 26 )
. _ 1 2
(111:22 - ) (QHT + 4eFT _ e_QKT):| + 037
K
where C3 = %C’g. The fourth integral, I,(7), is given by

iug — 1
WUPA:s/Az(T)dT = nopiug [iul /e‘“TdT + (11@7)/(1 — e_’”)dT]
K

iUQ — 1)7_ + (1U2 — 1)CKT:| + 04
2 b

. i
= nopiug {—ule’” + (
K K K

for the integration constant C; € R and which can be rewritten in the form,

r) = 10 [

p us — 1) (k7 4+ €7"7) — kiuge 7] + Cy.

It remains to compute the first integral 7; (7). Rewriting the integral, yields,
I(7) = kiug /O(t)e’“dr + (iug — 1)/0(t)(1 —e "Tdr
= (kiug — (lug — 1))/9(t)e*’“d7 + (lug — 1) /Q(t)df.
First, the indefinite integral in the first term will be evaluated,

/ 6(t)e " "dr — / 0(T — r)e—""dr, (D.4)
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where the definition for - = T — ¢ is used. Make the following observation. For an integrable function
g, its indefinite integral is given by

/ g(B)dt = G(t) + C,

for the corresponding integration constant and the anti-derivative G of g. Furthermore, by the funda-
mental theorem of calculus, it also holds that

G(t)z/o g(z)dz.

Hence, by substitution,

/ g(t)dt = / t g(2)dz + C, (D.5)

0

for corresponding integration constant C' € R. It follows from the results of Equation (D.4) and Equa-
tion (D.5) that,

/G(T —7)e” "Tdr = / O(T —)e ""dr + Cs,
0

T

for some integration constant C5; € R. The integral / 6(T — 7)e~""dr can be computed numerically.
0
Moreover, by directly applying Equation (D.5) to the second integral term given in I;(7), it holds that,
T T—T1 T
/H(t)dr = / (T — 7)dr + Cs = —/ 0(s)ds + Cg = / 0(s)ds + Cs,
0 T t

for integration constant Cs € R and using the variable transformation s = T' — 7. Recall the definition
of 6 under the Heath-Jarrow-Morton framework as given in Equation (2.2),

0 2
o(t) = %afr(o,t) + £(0,) + 2%(1 _ et

where f,.(0,t) is the instantaneous forward rate at time ¢, = 0 and maturity ¢. The integral with respect
to 6 is therefore given by

To d 1 T a d T d ,,72 T Cone d
/t (s)sfgft gfr((),s)er/t fr((),s)s+ﬁ‘t (1—e )ds,
where 5log P
7,0, 5) = —y(o,s). (D.6)
S
From the fundamental theorem of calculus, it holds that,
1/T8f(0 $)ds = S (£,(0,T) - £,(0,)) (D.7)
K . 88 ™ b) - K s ) ks l) . .

By substitution of the relation given in Equation (D.6), the fundamental theorem of calculus can be
applied once more,

T B T 9 1log Pt B Pot(0,7)
/t f-(0,8)ds = —/t 5 (0,s)ds = —log [Pmkt(o,f) } . (D.8)

The last integral can also be evaluated in closed form,

T772 2kt 772 r 4 2kt
(1 e 2t)gp = 2 1dt — ~2nt gy D.9
/t%2< e2n) 2/ / (D.9)

772 1 26T 2kt
= — (T -t — (e7 =" —e )| .
2K2 {( )+2I€(e ¢ )]
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Combining the results of Equation (D.7), Equation (D.8) and Equation (D.9) yield the closed-form ex-
pression for the indefinite integral over 6,

2

T
/t f(s)ds = %(fT(O,T) — f+(0,t)) — log {IM} + 477? (26(T — t) + €T — e=2%1)

Combining all the results, yields,
Ar(uy,ug, 7) = 11 (1) + Io(7) + Is(7) + I4(7)
T T
= (kiug — (iug — 1))/ (T — z)e” "*dz + (iug — 1)/ 0(s)ds
0 t

1
+ §a2iu2(iu2 - r

2 2 . .
1ug (lug — 1
+ n |: uy 672/&7' + ul( U2 ) (672/{7

o 267117)

2 2K K2
(lu — 1)2 —KT —2KT
+227 (QHT —+ 46 — € 2 )
+ 770521“2 [(iug -1) (/m' + e_m) — ﬁiule_m} +C,

where C € R is the integration constant resulting from combining all individual integration constants.
Using the initial condition, A(u;,us,0) = 0, only the terms containing an exponent will remain, from
which the integration constant can be derived. Note, that the terms obtained from the integration con-
stant will have an opposite sign in the term. Moreover, the integrals will be zero. Hence,

T T
A1 (ug,ug, 7) = (kiug — (lug — 1))/ (T — z)e™"*dz + (lug — 1)/ 0(s)ds
0 ¢
-+ %UinQ(iUQ — ].)T

2 . . _ 1
+ ,'77 |: uy (1 o e—2n7) + 1u1(1u2 ) (1 + e—2n7 o 26—&7’)

2 2K K2
. _ 1 2

+% (2&7 +4e T — e 2T 3)}
no piug

+

K2 [(IUQ B 1) (HT +e "~ ]') - Hiul(l - eim‘r)] )

where the integral over 6 is given by

T 2
/t 0(s)ds = = (£,(0,T) — £,(0.1)) ~log [M} S (T ) e T ),

and the integral term / 6(T — 7)e~""dr can be computed numerically. Furthermore, the function A;
0
and As are given by,

(iu2 - 1)

Az(ul,UQ,T> = iue " + (1—6_’“—),

Ag(ul,’LLQ,T) = iUQ.

D.2. Proof of Theorem 2.4

The proof of Theorem 2.4 is very similar to the proof of Theorem 2.3. Though, for completeness of the
thesis, the whole derivations will be given in this section. Also, the proof of Theorem 2.4 is divided into
two steps. First, the affinity conditions are verified, then the characteristic function is derived.
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Proof of Theorem 2.4. The affinity conditions for the decomposed interest rate system are very similar
to the derivations under the original Hull-White dynamics. Recall the Hull-White interest rate dynamics
decomposed into a stochastic mean reversion process {7(t)},, and deterministic function v;

r(t)  =7(t) + (), t

P(t) =roe "t 4+ /1/ 0(z)e "(=2)dz,
0

di(t) = —k7(t)dt +ndW2(t).

The BSHW system under the decomposed dynamics is therefore given by,

dr(t) | _ KT (t) n 0 dW,.(t)
{dXC(t)] = {f(t) +o(t) — ;02] di + [Up oV/I- ,02] [dWA(t)} : (0-10)
for independent Brownian motions {W’"}tzo and {Wa},., (t). Define the vector X (t) = [F(t), X(t)]

containing the stochastic factors of the system defined in Equation (2.14). The affinity condition for the
discounting part of the system is

r(t, X(t) =ro+r{ X(t)=[10]" [;;(ft))} '

Hence 7o = 0 and r; = [1 0]T. Furthermore, the drift condition is given as

ult, X(1)) = [f(t) +I:/1f((tt))f 502] = Lp(t) ’ ;(;2] - [f 8] [)T(((?)} = a0 + a1 X (7).

As the system in Equation (2.14) has a similar diffusion matrix as the system under the original Hull-
White dynamics, the affinity coefficients corresponding to the system under the decomposed interest
rate are the same. Hence, the system under the decomposed interest rate, defined in Equation (2.14)
is included in the affine class of models. Moreover, its affinity coefficients are given by

_ 0 |-~ 0
W= y(t) - Lo2]” “=11 ol
1
ro =0, Ty = [0} ;
2 (o2
“©= L]?ij 7702/’} ’ “a=0

Hence, the model under the decomposed interest rate process {7(t)},- is also included in the affine
class of diffusion models. This concludes the first part of the proof.

In the second part of the proof, the discounted characteristic function corresponding to the system
given in Equation (D.10) will be derived. The corresponding complex differential equations, defining
the discounted characteristic function, are then given by;

dA
di = —79 + BTGO + %BTCOB,
d; (D.11)
4 =t a]B+ 3B"¢, B,
-

for functions AT = A(u,w,7) and BT = [B; By]" = [Bi(u,w,7) Ba(u,w,7)]" with initial conditions
A(u,w,0) = 0, Bi(u,w,0) = iu and By(u,w,0) = iw and where 7+ = T — t the time till maturity 7.
Substitution of the results obtained in Equation (D.11), yields therefore the following expression for the

function B;
dB;

dr | [-1 -k 1] [B
i |~ o] [0 ol [ o

dr



D.2. Proof of Theorem 2.4 74

Hence, for the function B, the following relation must be satisfied,
dB;
dr

with initial condition By = iw and therefore it holds that

:O7

By (u,w, ) = iw.

Using the closed form function for By, the relation for the function B; can be written as,

dB dB dB
o 1 kBi4iw &= — 2 4+ kB =iw—1 < o— + prB; = p(iw — 1), (D.12)
dr dr dr
for a test function ¢ = ¢(7). From the chain rule for differentiation, it is known that
dBlcp ng dBl
= 7B —_—
dr dr ! T dr’
from which it can be seen that d
g% _
dr pE;

must hold in order to solve Equation (D.12). As a consequence, it must hold that
o(1) =€"7C, (D.13)
for some constant C' € R. Substitution of the result in Equation (D.13) into Equation (D.12) yields,
dBip

ar e"C(iw — 1).
Integrating with respect to r,
Cliw—1
(pBl = C’(iw _ 1)/6'”(17’ — (lw )em- + Cl,
for a constant C'; € R and rearranging the terms, yields
iw — 1
B, = w + Coe™ 7,
KR

with C> € R the combined constant following from C; and C. Using the initial condition B; = iu, the
following expression for By (u,w, 7) can be derived,

! + iu] e = W7 ! [1—e "] +iue ™.

Bi(u,w,7) =

K

iw—1 { iw —
+ .
K

It is left to obtain an expression for A. The differential equation for the function A states that

dA 0 1 n*  nop| [B
& ~ Pl [w(w - 502} TalB Bl Lwn o? } {Bj |

which can be rewritten in a more convenient form,
1 1
A(u,w,7) = /BQ’(/)(t)dT + 502/33 — Bodr + 57]2 /B%dT + nop/BlBng. (D.14)

It, therefore, remains to compute the remaining integrals. Note that, with respect to 7, B forms a
constant function, hence,

/Bgi/)(t)dT = iw/¢(t)d7.
Note that using Equation (D.5) from the proof given in Appendix D.1, it holds for the indefinite integral,

/u}(t)dT/w(TT)dT/OTsz)dHCS, (D.15)
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for some integration constant C; € R and where the relation 7 = T' — ¢ was used. Under the HIM
framework, the function ¢ is known in closed-form and given by [32]
,'72

Y(t) = e ro+ £r(0,t) — £-(0,0)e"" + ?e_“t(cosh(mt) —1),

for the initial value of the short rate process r(ty) = ro and {f..(¢)},-, the forward rate process. This
enables the possibility to compute the integral in Equation (D.15) numerically. For the second term in
Equation (D.14), it holds that

1 1

502 / B2 — Bydr = 5O—in(iw — )7+ Cy,

for a constant C, € R. Furthermore, the integral with respect to the third term in Equation (D.14) yields,

1 1 iw— 1 2

fn2/deT — 7772/ {lw (1—e ") +iue " | dr (D.16)
2 2 K
1

. _ 1 2 . _ 1
2772/ (1w > ) (1—6_'”)2—1— 1w (l—e_"”)iue_’”—|—(iu)26_2””d7'.

K K
The first term in the integral, yields,

2 1 _
/(1 —e "M)dr = / 1-2e " +e 2 dr =7+ e " — —e 7 + (4,
K 2K

for C; € R. Moreover, the third term within the integral given in Equation (D.16) yields,

1 1 _
/(1 - efHT)efﬁTdT —_ /efnr o 672n7d7_ — _ e kT 4 7672/{7 4 02’
K 2K

for Cy € R. Furthermore, the last term from the integral in Equaiton (D.16), can be written as

1 ) =
/e—QKTdT _ _76—2/‘&7 4 037
2K

for C3; € R. Combining the results for the individual terms of the integral given in Equation (D.16),
yields,

1
5772 / Bidr =
2 . 2 . . . 2
n (MU - 1) — KT —2KT (MU - 1)1U —2KT — KT (1U) —2KT
3 |:M’ (27_I€+4e — € )+T [e — 2e ] 7We +C5,

combining the individual constants C;, C», Cs. The last term of the integral given in Equation (D.14)
is given by,

iw—1
napiw/BldT = 710piw/ a [1 — e*"”] +iue” "Tdr
K

i i
= nopiw { wﬁz (kT +e ") — Ze_m] + Cé,

for C5 € R. Combining all the results for the function A, yields,
Alu,w,T) = /BQ1/J(t)dT + %UQ/BS — Bod7 + %7}2/3de + nap/BlBng

= iw/ (T — 2)dz + %oziw(iw -1
0

2 . 2 . . . 2
n (lw B 1) — KT —2KT (lw B 1)1u —2KT (lu)
+2|:2/€3(2TK+46 - ¢ )+T[e 2K

2K

e—QK,T

— 26_"{7} —

i i .
+ nopiw [ d s— (kT +€7"7) — ue_’”} +C,
K K
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where C' € R follows from combining all the individual integration constants. Using the initial value
A(u,w,0) = 0, corresponding to the differential equation, yields that A is given by,

Alu,w,T) = iw/ Y(T — z)dz + %Uziw(iw - )T (D.17)
0
9 /s 9 .
n (lw - 1) — KT —2KT (lw B l)lu —2KT — KT
— | (2 4 — — -2 1
+ 5 { 573 (27K + 4e e 3) + Y [ € + }
. 2 . N .
77(1212 (e=2n7 — 1)} + nopiw {“"HQ Liwr+e—1)— %(e,m ~1,

where the integral / (T — z)dz can be computed numerically using the expression [32],
0

P(t) = e "rg + £.(0,t) — £.(0,0)e™ " + Z—ze_“t(cosh(mt) —1),

for the function ¢. Therefore, the discounted characteristic function of the system defined in Equa-
tion (D.10) can be written in the form,

bryxe (y w, 1, T) = AW+ B () 70+ Ba(uwsw )X (0)

Moreover, the function A; is given as in Equation (D.17) and B; and B, are given by

K

iw—1
Bi(u,w,7) = m [1—e "] +iue "7,
By(u,w,7) = iw.

D.3. Proof of Lemma 2.2

The proof will be based on a slightly simpler lemma.

Lemma D.1. The characteristic function under the T-forward measure Q7 is related to the discounted
characteristic function under the measure Q via the value of a zero-coupon bond at time t maturing at
time T, i.e.

E [e- /7 @t wXM) | 5| = p(g, )BT [l Mrexm) | £].

Proof of Lemma D.1. The conditional expectation of a function under the equivalent martingale mea-
sure can be transformed into a conditional expectation under a different, equivalent measure. Consider
the discounted characteristic function,

(D.18)

- . i(ur(T)+wX(T)
E [ef S r(s)dsH(ur(T)+wX (T)) ‘ .7'—15} =M@E [e( ) | ft] ;

M(T)

in terms of the money-market account { M (¢)},-, under the equivalent martingale measure Q. Define
the Radon-Nikodym derivative as
dQ”  M(t)P(T,T)
dQ  M(T)P(t,T)’

for the T-forward measure QT and the value of a zero-coupon bond P(t,T) at time ¢ with maturity 7.

(D.19)
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Substitution of the Radon-Nikodym derivative given in Equation (D.19) into Equation (D.18), yields,

VR ei(ur(T)—‘erc(T)) - o ei(ur(D)+wX (1)) g
t = t
(v Tt | =M [ e
i(ur(T)+wXC(T)) M(T)P(T T)

_ € ) T

=0 [ e %

_ / ei(u7'(T)+wXC(T)) P(t,T) dQT

R2 ( T)

= P(t,T)E" { iur(T)+wX (1)) ‘ ft} :

where was used that P(T,T) = 1 and that P(¢,T) is F; measurable. O

Using the Lemma D.1, the proof of Lemma 2.2 is straightforward.

Proof of Lemma 2.2. Given Lemma 2.1, the discounted characteristic function under the interest rate
process {r(t)},-, can be decomposed, such that the resulting expression is expressed in terms of the

process {7(t)},, i-e.
E {e— S r(s)ds+i(ur(T)+wX C(T)) ‘ ]_-t] — e~ [T v(e)ds+uy(D | {e— S #(s)ds+i(ur(T)+wX C(T)) ‘ ]_-t] .
Applying Lemma 2.2 to the left hand side of Equation D.3 yields,
E [e I rnassiurMenxXm) | 7] = pg, TET [ellr@+ux M) | £,
Also at the right hand side of Equation D.3, the decomposition given in Lemma 2.1 can be applied,
ET[ i(ur(T)+wX (1)) ‘ ]_-} _eﬂuw(T)ET{ i(ur(T)+wX (1)) ‘ ]_-t}_
Combining the results yield,
Ele™ ft 7 s)ds+1(ur(T)+ch(T) ’ j—":| —ejt s)ds— 1u1p(T)]E |:e ft rs)ds+1(ur(T)+ch(T) ’ f:|
_ ef’f s)ds— 1uw(T)P( )ET |:e (u7(T)+wXC(T) ‘ ]:ti|
_ eft dsP(t T)]E [ i(ui’(T)erXC(T)) ’ ftj| )
Hence, it holds that
e Sl w(s)dsg [e— S 7 (s)ds+i(ui(T)+wX C (T)) ‘ ]_-t}

SRR e 7

which concludes the proof. O

D.4. Proof of Lemma 2.3

The proof follows from the results of Section 2.3.1, Theorem 2.4 and Lemma 2.2.

Proof. From the results of Lemma 2.2, the characteristic function of the system given in Equation 2.14
can be written in the known, closed form, solution for the discounted characteristic function under
the equivalent martingale measure Q. Direct substitution for the terms P(¢,T) and the discounted
characteristic function as given in Theorem 2.4 yields,

ET [ei(uF(T)+wXC(T)) ‘ ]:t:| —e” ftT P (s)ds+A(u,w,7)+Ag (u,w,)7(¢)+Hw X © (t) (D20)
. efy,T P (s)ds—A(7)+B(7)7(t)

— e~ AM+BMF()+A(uw,7)+ Az (u,w,7) (1) Hw X (t)
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The expression in Equation (D.20) can be rewritten in a deterministic part and a stochastic part de-
pending on 7#(t) and X (t). By substitution of the expression for A, in terms of the function B, Equa-
tion (D.20) becomes

]ET ei(uF(T)+wXC(T)) ‘ Ff:| _ efA(T)+B(T)F(t)+A(u,w,T)+A2(u,w,T)F(t)Jrinc(t)
— e—A(T)—i—A(u,w,T)eB(T)F(t)+A2(u,w,T)F(t)-‘rinc(t)

_ e—A(T)+A(u,,w,T)eiue*”f(t)ﬂw(xo(f,)+B(T)f(t))’

where the decomposition of As in terms of B(7) given in Equation (2.13) from Section 2.3.1 was used.
O

D.5. Proof of Theorem 2.5

Proof of Theorem 2.5. Recall the definition for the functions g¢,- and g, given by
gr(z) =2e™"", g(z,y) = y + B(7)z,
and define the variable transformation
Z,(T) = #(T) — g (7(t)), Z(T) = X(T) — g(7(1), X“(¢)).

From the result of Lemma 2.3, the characteristic function of the variable transformation is know. As the
values g, (7(t)) and g(7(t), X¢(t)) are F; measurable, they can be taken outside of the expectation.
Computing the characteristic function of the proposed variable transformation under the T-forward
measure yields,

¢z,.2(u,w,t,T) =E" [ei<uZT<T)+wZ(T)) ‘ ft}

— o iugr (F(1) —iwg (7(t), X () g T [ei(uf(T)-ﬁ-’ch (1)

7]

— e—iugn(7(1) —iwg (7(£), X © () g = A(T)+ A(w,w,7) giug, (7(t))+iwg (7(£), X (1))

_ eA(u,w,T)fA('r)’
which shows that the variable transformation is chosen in such a way that the resulting functions g,.(7(t))
and g(7(t), X“(t)) cancel out the requirement of the state variables to compute the characteristic func-

tion. O

D.6. Proof of Theorem 4.1

In this section the proof of Theorem 4.1 will be given. As the Fourier transform is considered in a
probability sense, the Fourier transform will be addressed as the characteristic function of a density.

Proof of Theorem 4.1. Let f be a density function and consider Definition 4.1 for its continuous Fourier
transform. Following the described approach, define the the truncated interval [—L, L] for which f(z) ~
0 if € R\[-L, L]. Furthermore, let N € N and consider a partition z,...,zy_1 of N — 1 intervals
[zj,z;41] forj € {0,..., N —1} such that the Newton-Cotes integration rule with trapezoidal integration
weights is given by

F[f](u) ~ Z / e f(x)dz (D.21)

N-1

. 1, j
> et f () — 5 (€77 f@o) + ™ flan-1)) |

Jj=0

~ A,

where A, = x;41 — z; is the interval length. Next, specify the partition as an equally spaced grid
zj = (j— %) A, forachosen A, € Ry. Letu, = (n— &) A, and impose the restriction,

AyA, = = (D.22)
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Note that by definition the multiplication of the grid nodes now yields,

N N
Tjup =] — = | Az {n——= | Ay (D.23)
2 2
(NN N
=y Wy tigty

' N
:27r7}\?—<j+n—2>7r.

Recall the discrete Fourier transform, defined as

N-1

612 #

7=0
Substitution of Equation (D.23)into Equation (D.21), gives

N-1

Rl () = Ay | 3 %2 (1700 % f(a) -

N =

j=0

(e"no f (o) + eiu"’mN‘lf(xN—l))]

= A [P ED, () (-1F) = g (€5 flao) + o flan )|
= F[f](un),
where the Euler identity e — 1 = 0 is used.

An approximation of the inverse Fourier transform is derived in a very similar way. Denote the Fourier
transform of an integrable function as ¢(u) = F[f](u) and recall the inverse of the Fourier transform

from Definition 4.1,

1 .

— / e " ¢p(u)du.

2’/T R

First, a truncated interval [ L, L] is determined such that the Fourier transform ¢ is almost zero outside
the interval. Let N € N. Define a partition over the interval, u,, forn € {0,..., N — 1}, with interval
length A, = u,11 —u,. Next, the Newton-Cotes integral rule is used to obtain an approximation of the
integral,

F[9](z) =

i —zux
onF~! Z o(u
Unm

Z eiunx(b(un)du . % (eiuow¢(uO) + eiuN1$¢(UN1))]

Specifically define the grid A, = z;41 —z; is the interval length. Next, specify the partition as an equally
spaced grid u,, = (n— §) A, and let z; = (j — &) A, for a chosen A, € R,. Furthermore, impose
the relation specified in Equation (D.22). As the same argument concerning Equation (D.23) holds, it
can be derived that

2 ol(0) = A (1707 (0(un) (1)) - 5 (5% 6(un) + 5 ofuy-) |

= 27713‘_1[10](“71)»

where the inverse discrete Fourier transform is defined as

N-1

Dj_l (Un) _ Z 672271' & U,

n=0



D.7. Proof of Theorem 4.2 80

D.7. Proof of Theorem 4.2

Proof of Theorem 4.2. Recall the Fourier transform in two dimensions,
Falfl(w) = [ e fe)de
RZ

for a density function f and = = [z y],w = [u w], € R?. Consider an interval [— Lo, Lo] x [—L1, L;] for
Ly, L, € R for which the density function is almost zero outside the interval. Furthermore, consider
partitions z; = (j — f2)A,, A, € Ry and y, = (k— &) Ay, A, € Ry where the partition (z;, yx)
spans the interval [—Lg, L] x [-L1, L1] and Ny, N; € N. The truncated multidimensional integral can
be approximated by the use of the Newton-Cotes integration rule. Applying trapezoidal weights results

No—1 ,zj;iq ) Ni—1 oy )
Rulflonw)~ Y0 [ e 3T [ e yyaya o
j=0 “%i k=0 “Yk
No—1 Ni—1 1
A2 Ay | D emykfm,yk)Q(emyOf(xj,yoHemw1f<xj,ym_1>>]
A,A ‘ Ni—-1 . uTo ) .
- = [ 2 o,y = =5 (0 (@0, g0) + € (@0, yy 1)
k=0
‘ Ni—1 ) eiuwN071 . .
4" TNy -1 Z elwykf(ianflvyk)_T (€™ f(ang—1,Y0) + €PN fFlan,—1,yn, 1)) | -
k=0

Here, the results of the one dimensional given in Equation (D.21) is applied in both the z; and the y;,
grid. Rearranging the terms in Equation (D.24)yields,

Ay =0 k=0

—_

N;—1 N;—1
-3 (ezuxg Z eiwykf(x07yk) + eiuTNg -1 Z eiwykf(xNg—layk)

k=0 k=0

No—1 No—1
+etwyo Z ezuwjf(xj7y0) 4+ etWyN -1 Z €zuxjf(xj,y1\]1,1)

j=0 j=0
1, . o
+ 4 (e"moe™™ o f(zg,yo) + €70 YN F(z0, yny —1)
e N1tV f (N g, ) 4 €N e YN F (g YN, —1) -

To incorporate the FFT, the discrete Fourier transform is incorporated in the approximation. Define two
Fourier grids u,, and w,, such that u, = (n — L) A, and w,,, = (m — &t) A, for A, and A,, subject
to the condition

2T 2T
AA,=—,and A A, = —.
Ny Y Ny

For u,z; and y,w,, the same derivation can be made as in the one dimensional case and is given in
Equation (D.23). Substituting the expression in Equation (D.23) for u,,z; and y,w,, into Equation (D.25)
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and using the Euler identity yields,

W ~ ( l)n+m+N1+NoDnm(f(xj,yk))

1

=5 (1m0 Dy (£ (0, 1)) + (—1)™ 5 %01 Dy (F (-1, 38))

Ng _ Ng . _
(=) e Dy (£, 90)) + (—1) E v By (£ (v, 1)) )

+ (emacoez‘wyo F(zo, o) + €m0 WUNI =1 f (g yn 1)

P

et TN WO f (g g, yo) + €M TNo—L et YN F(z N g, YNy 1))

_ FZ[f](umwm)
AgA, ’
where an adjusted discrete Fourier transform is used, which is given by
No—1N;—1 N
P (F(5,98)) = Do (o) (— 1)) = 37 57 27 (4R () (—1)449.
7=0 k=0

Using the same steps in the derivation, also an approximation of the two-dimensional inverse Fourier
approximation can be given in terms of the discrete Fourier transform. By following these steps, the
corresponding approximation is then given by

4L e S D (g, )

Ng = _ No =_
—5 (D7D (B(un,wo)) + (—1)FF D5 (B(un, wi, 1)
H=DRE D (o, wn)) + (—1)FF D (91, wm)) )
(D.26)

Jri (e mom+won) g (ug, wo) + e~ 0T HUN 1Y) g (ug, Wi, —1)

e o T UOY) oy wg) 4 e N0 TN ) By, g, w, 1))

4r? __
= o F el ).
Within Equation (D.26), the adjusted inverse discrete Fourier transform is used, which is given by

No—1Ni—1

D]—; (¢(una wm)) = Dj_li (¢(unvwm n+m Z Z _1277 N0+T’:)¢(un,wm)(—1)”+m.

) )

n=0 m=0

O

Higher order Fourier transforms can be obtained by extending the derivation to higher order integrals.

D.8. Proof of Lemma 4.1

The proof of Lemma 4.1 is very similar to the proof of Lemma D.1.

Proof. Recall the time grid ¢, = [A, defined in Section 4.3. The continuation value C(¢;, X (;)) at time
t; of a convertible bond is defined as

— tl+1 s S
Clt, Xpt)=E |e Ju &%y (41 Xp(tih1)) ‘ ]-"tl], (D.27)
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where {r(t)},-, is the interest rate process, {Xr(t)},-, is the company process under the log-face
transform defined in Equation (4.1) and V (t;11, Xr(t;+1)) is the value of the convertible bond at time
t1+1 € (0,T] for maturity T. Recall the value of the money-market account M (¢;) at time ¢; defined in
Definition 1.2,

. V(tiy1, Xp(t
E [e_ft POV (4, Xp(tige)) ‘ ]—‘tl} = M(t)E [ (t1+1, Xr(ti41) ‘ ]-"tl] .
M(ti41)

Define the Radon-Nikodym derivative as

dQf+r M (t)P(tig1,ti1)
_ , D.28
00~ Mt Pl o) (D-28)

for the t,,1-forward measure Q%+! and the value of a zero-coupon bond P(t;,¢,.1) at time ¢, with ma-
turity ¢;41. Substitution of the Radon-Nikodym derivative given in Equation (D.28) into Equation (D.27),
yields,

V(tit1, Xr(tit1)) ‘ } V(tie1, Xr(tiv1))
Mt)E F | = ¢ d
(t) M (t;41) t M(tr) - M) Q
_ M(tl)/ V(tig1, Xr(tie1)) M (1) Py, tie1)
R2

d ti41
M (ti41) M (t,)P(t,t141) 0

P(t;, ti41) ;
— | V(tr, Xp(t)) =MD gt
/RQ (11 X (t101)) g 20

= P(t;, iy )E" " [V(tig1, Xp(ti)) | Frol s
where was used that P(¢;,1,t,41) = 1 and that P(t;,t;+1) is 7, measurable. O

D.9. Proof of Theorem 4.3

Proof. Assume that the condition
Ixp(@lT)) = fxp (v —2),

holds for the discounted density fx,.(x) corresponding to the process { X(t)},-,. Furthermore, define
the variable transform z; = x — x;. Combining the expression fx,. (z — ;) with the variable transforma-
tion, yields,

e"“AtF[C'l](u) :/eixluél(tl,l‘l)dl'l
R
:/em“/I_/(tHl,a:)fXF(x—xl)dxdxl
R R

R

ei’”“ / V(tl+1, 21 + -Tl)fXF (zl)dzldml

ell@==) / V(tiy1, ) fxp (21)dzde

/e””“V ti41,T dl‘/ lzlquF(Zl)le
R R
= FVi](w)ox, (—u).
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D.10. Proof of Theorem 4.4

Proof. Writing the continuation value of the corporate bond under the transformation defined in Equa-
tion (4.3) with respect to the log-face form yields [3],

C(t1,7(t), Xr(t)))

:Etl+1 Vt ,’V't 7X ¢ J___
P(ti, ti41) [V (g1, 7(tigr), Xp(tig)) | Fo]

= E" [V(tir1, Zr + g,(F(ten), Z + 9(F(0), Xr(1) | Fo]
= [RQ V(tl+17 Zr + gr(f(tl))a z+ g<7:<tl)’ XF(tl)))meZ(Z’ Zr)d(zﬁ Z)

C(tr, 9 (F(t)), g(F(t), Xr(tr)))
P(ty,t141) .

O

The transformed continuation value forms a convolution between the future bond value and the transi-
tion density of the transformed variables Z and Z,.. The formed convolution can be computed in Fourier
space and the corresponding continuation value can therefore be recovered using the inverse Fourier
transform.

D.11. Proof of Theorem 4.5

Proof. Recall the results of Theorem 4.4, which will be given in shorthand notation,
O(tla l’, y) = / V(tl-‘rla ZT‘ + JC, z + y)fszz(Z? Z?")d(zrv Z)
]RQ
Denote V; = V(t;,x,%). Indeed, if considered z¢ = z,. +z and yo = z + ¥,
i(uz+wy)
e C(ty,z,y)d(zx,
FalCil(u,w) _ /. G 2,9 9)
Pt t141) Pt ti41)

_ / i) / Vaome(ti1s 20 + 22+ y)f 2,2 (20, 2)d (20, 2)d(2, y)
R2 R2

_ /2 /2 elwl@o—zn)+wlwo =D [t a0, y0) Fz,.2 (2 2)d (20, 2)d (0, 30)
R R

= /2 ei(uxo+wy0)f/conv(tl+l7xOvyO)d(x07y0) /2 eii(uzr+w2)fZT,Z(z’!‘aZ)d(ZT‘vz)
R R

= F2[W+1](u7 ’LU)(ZSZNZ(—U, —U}),
where ¢, z(u,w) = ¢z, z(u,w,t,T) is the characteristic function corresponding to the stochastic vari-
ables (Z,, 7). O

D.12. Proof of Lemma 4.4

Proof. Recall the definition for the continuation coefficients Cy,

Chlty, 1, 32) = —2 / C(t,,z) cos (kﬁz - “) dy, (D.29)

b—a —a

where the continuation values can be approximated by

N—-1
_ / k o z—a
Clty, Xp(t) ~ e ;) Re {qsx <b_”a> elkﬂa} Vi(tier), (D.30)

following Theorem 4.6. Substitution of Equation (D.30) into Equation (D.29) and interchanging sum
and integral yields,

N-—-1
/ 'ﬂ'
Cr(t, o1, 9) ~ €774 ; Re {¢X (b]—a) Vj(tl+1)v4j,k(tz,$1,xz)} ,
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where ) 2
Aj(ty, x1,22) = ) /I1 eV =4 cos (lmri_j) dz.
In particular, the complex identity, _
e'” = cos(z) +isin(z), (D.31)
holds for z € R. Hence,
Ap i (t1,x1,22) = 2 /mzcos 72— %) cos (kri—2
k,] Ly L1,y L2 _(bfa) o .7 bfa bfa
tisin (72— ) cos (krZ"% ) da. (D.32)
b—a b—a

Recall the cosine and sine multiplication rules;

cos(f — ) + cos(8 + ¢)

sin(f + ¢) + sin( — ¢)

cosfcosyp = 5

, and sinfcosy = 5

Combining the rules for the cosine and sine multiplication and the integral given in Equation (D.32),

yield,

1 T2
Ak7j(tl7.1‘1,332) = (b — a) / cos ((]

r—a . . r—a
—k)wba> —|—1sm<(g—k)77ba>

. x
+ cos ((]+k)7rb_a

Using the identity in Equation (D.31) and computing the integrals yields,

Ak,j(tlax17x2) -

where

A};j(tl7xl7$2) =

and

A;j(tM—QJCl,M) =

J

i .
— (At mnwo) + Ay (3, w2))

T2 — 1.

Pyl Jj=k,
R = RS L)
G-k T
QlHRT =S  iGHk)m Rt
- otherwise.
(4 +Fk)

a) +isin ((] + Ek)w

T—a
b_a)da:.

Note that in particular the matrices /ljfk(tM_Q, x1,x2) can be written in a simple way, namely,

Ay A

o A_ A

AT (tar—g,ma,0) = | 70 7
AN

where,

Aj(tar—2,T1,22) =

which concludes the proof.

An_1 Ay Ay
e A A
s AT (tar—g, w1, 22) = _1 2
Ay An_1
To —Tq . )
2 Lir 7 =0,
b _'.Z'afa . r1—a
RIS TS s .
‘ J#0,
J

An_1

Aon 2
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D.13. Proof Theorem 4.8
Proof. Recall the definition of H (T, z),

A(T,x) = e’ for z < log(1 + «),
" I max(1 + a,ve®) forz > log(1 + a).

Furthermore, for the payoff in case of a non-default event, it holds that

1+« forx<loggltag

max(1l + a,ve®) =
( ) {e” for x > log ”T"‘

Therefore, the total domain [a, b] can be divided into three subdomains on which the payoff functions

hold,
[a,log (1 + a)]U {log(l +a),log <1+a>} U [log (1 + a) ,b] = [a, b].
—_—— Y Y
¢ 1+« yer
The Integral
2 b T—a
Vie(T) = 5 a/a H(T,z)cos (k’ﬂ'ba> dz,

can thus be divided into the sub-integrals,

2 log(14«) . T —a
Vk(T)b_a[/a e cos(kﬂb_a

log(+£2) r—a
dz+ (14 «) / cos | km dz
log(14+a) b—a

b —
+7/ e” cos <k7rx a> dx
log(L£2) b—a

~

Applying Lemma C.1 yields directly,

Vi(T) = —— {Xk(a,log(l +a))+ (1+ a)i <1og(1 + ), log (1 : a)>

b—a
1
e e (45).)]

which concludes the proof. O

D.14. Proof Lemma 4.6

Proof. The coefficients G°™ (;, z1,x2) follow directly from the definition of x; given in Lemma C.1.
The scaled payoff function of the callable convertible option, given that the bond is called, is given by,

Hean(ty, 2) = max(B(t;) + «,ye").

The bondholder will choose a forced conversion if,
B(t) + a <~ve® < z > log <ﬁ(tl)V+Q> —d.

Hence the coefficients corresponding to the call payoff are given by,

2 d _ xro _
G\t 21, 29) = b—aa /xl B(t) + acos <k7rz_ Z) dy +/d ~ve¥ cos (kﬂ'Z_Z) dy.

Note that in the case that x; > d, the first integral is zero and only the second integral is considered
overt the total interval [z, z2]. Applying Lemma C.1 completes the proof. O



Figures

E.1. Black-Scholes Hull-White density under Merton’s jump model
The figures below show the numerical results for the density recovery of the Black-Scholes Hull-White
(BSHW) model under Fourier and simulation techniques. The BSHW model is extended with discon-
tinuous jumps, which are modeled using the Merton jump-diffusion model [29].

Density recovery of Merton's jump model
recovered by Fourier methods and Monte Carlo methods

I Inverse Fourier transform approximation
Il Monte Carlo methods

600
500
400
300
200
100

fr x(x,y)

(a) A three-dimensional plot of the BSHW model, extended with jumps following the jump-diffusion model proposed by Merton. The red dots
represent the results, binned, using simulation. The surface corresponds to the results obtained using Fourier techniques.
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Contour plot of the BSHW-jump model (Merton)
recovered with inverse Fourier approximations

Contour plot of the BSHW-jump model (Merton)
recovered with inverse Fourier approximations
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A7 in
(b) Contour plot of the numerical density recovery of the BSHW model (c) Contour plot of the numerical density recovery of the BSHW model
extended with the jump model proposed by Merton. The results are extended with the jump model proposed by Merton. The results are
obtained by using the approximation for the inverse Fourier transform. obtained by using simulation as proposed in Chapter 3.

Figure E.1: Different plots that show the result of the numerical approximation of the BSHW model extended with discontinuous
jumps as proposed by Merton [29]. The model parameters were set to: Sp = 1,0 = 0.25,p = 0.3,n = 0.001,x = 0.05
and T' = 1. Furthermore, the jump parameters were A = 3, 1; = —0.03 and o; = 0.03. The hyper-parameters concerning
the Fourier approximation were chosen: N = 2° = 512 and L, = L, = 10. The simulations were obtained by simulating
M = 500000 paths, each containing N = 50 nodes.

From Figure E.1 it can be seen that the BSHW density is sufficiently captured by the Fourier approxi-
mation.

E.2. Transformed Black-Scholes Hull-White density under Merton’s

jump model
The figures below show the numerical results for the density recovery of the transformed Black-Scholes
Hull-White (BSHW) model under Fourier and simulation techniques. The transformation used is de-
scribed in Section 5.2. The BSHW model is extended with discontinuous jumps, which are modeled
using the Merton jump-diffusion model [29]. From Figure E.2 it can be seen that the transformed
BSHW density is sufficiently captured by the Fourier approximation.
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Density recovery of the transformed BSHW model (Merton)
recovered by Fourier methods and Monte Carlo methods
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Il Monte Carlo methods
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(a) A three-dimensional plot of the transformed BSHW model, extended with jumps following the jump-diffusion model proposed by Merton. The
red dots represent the results, binned, using simulation. The surface corresponds to the results obtained using Fourier techniques.

Contour plot of the transformed BSHW-jump model (Merton)
recovered using Monte Carlo methods

Contour plot of the transformed BSHW-jump model (Merton)
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(b) Contour plot of the numerical density recovery of the transformed (c) Contour plot of the numerical density recovery of the transformed
BSHW model extended with the jump model proposed by Merton. The BSHW model extended with the jump model proposed by Merton. The
results are obtained by using the approximation for the inverse Fourier results are obtained by using simulation as proposed in Chapter 3.

transform.

Figure E.2: Different plots that show the result of the numerical approximation of the transformed BSHW model extended with
discontinuous jumps as proposed by Merton [29]. The model parameters were setto: So = 1,0 = 0.25,p = 0.3,7 = 0.001,x =
0.05and T" = 1. Furthermore, the jump parameters were A = 3, u; = —0.03 and o; = 0.03. The hyper-parameters concerning
the Fourier approximation were chosen: N = 2° = 512 and L, = L, = 10. The simulations were obtained by simulating
M = 500000 paths, each containing N = 50 nodes.
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