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Abstract

This thesis presents a novel approach to the pricing of green bonds, a growing segment in financial mar-
kets with an emphasis on environmental sustainability. Unlike traditional financial instruments, green
bonds uniquely incorporate environmental considerations, particularly carbon price (¢;), along with tra-
ditional factors like the short rate (r,), into their valuation. This integration is increasingly relevant in
today’s economy, reflecting a shift towards sustainable finance. The core of this research involves
applying advanced numerical methods, including the Finite Difference Method, Crank-Nicolson dis-
cretization, GMRES and Bi-CGSTAB, in order to develop and analyze pricing models for both green
and conventional bonds. The study aims to assess how environmental factors impact the efficiency of
these numerical techniques and to compare the outcomes with conventional bond models.

The research reveals that green bonds, compared to conventional bonds, present unique numerical
challenges, notably requiring more iterations for convergence in iterative methods GMRES and Bi-
CGSTAB because of the high carbon price volatility (¢.) and the 'Greenium’ phenomenon. Moreover,
the comparative analysis showed that while Bi-CGSTAB outperforms GMRES in the green bond model,
the opposite is true for conventional bonds. This study not only contributes to the theoretical understand-
ing of green bond pricing but also offers practical insights for financial analysts and investors navigating
this evolving market.

Keywords: Green Bonds, Bond Pricing, Zero-Coupon Bond, Short Rate Modeling, Numerical Meth-

ods, Crank-Nicolson, GMRES, BiCGSTAB, Environmental Finance, Sustainable Investing, Compara-
tive Analysis, Financial Modeling.
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Introduction

This thesis explores the innovative field of green bond pricing, introducing a novel model that incorpo-
rates environmental factors, a feature that sets these bonds apart from traditional financial instruments.
The research focuses on the application of advanced numerical methods, including the Finite Differ-
ence Method, Crank-Nicolson discretization, Generalized Minimum Residual method and Biconjugate
Gradient Stabilized method, to solve the pricing models for both green and conventional bonds. The
aim is to evaluate the impact of environmental factors on the efficiency of these numerical methods
and compare the results with those obtained from conventional bond models.

1.1. Bonds

Bonds are a fundamental financial instrument, representing a loan made by an investor to a borrower,
which typically includes entities like corporations or various levels of government. They are essential
for entities to finance projects and operations, particularly when large sums are required that exceed
the capacity of average banks. Bonds are debt instruments. In a bond agreement, the issuer (bor-
rower) commits to pay back the face value of the bond on a specified maturity date, along with interest
payments (coupons) at agreed intervals (e.g., semiannually, annually). This interest rate, known as the
coupon rate, forms part of the return that bondholders earn for lending their funds. Bonds are a key
asset class in the financial market, commonly referred to as fixed-income securities. They differ from
stocks (equities) in that bondholders have a creditor stake in the entity, as opposed to an equity stake
like stockholders. This distinction means that in the event of bankruptcy, bondholders are prioritized
over stockholders for repayment, although they rank behind secured creditors. The liquidity of bonds
varies, with many being negotiable and transferable in the secondary market, which affects their mar-
ket price and can significantly diverge from the face value. The most common types of bonds include
municipal, corporate, and government bonds, each serving different financial and strategic purposes
for both issuers and investors. Therefore they play a crucial role in the financial system, allowing large
organizations and governments to raise capital efficiently and offering investors a way for lending funds
with a structured return.

Definition 1 The most basic form of a bond is the zero-coupon bond (ZCB), B(t,T), which pays the
investor 1 currency unit (the face value, F'V) at maturity time T, i.e. B(T,T) = 1 [24]. ZCB’s do not
yield any payments to the bondholder before maturity T
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B(T, T) =FV =€1

I >
t=0 T
Figure 1.1: Cash flow for a zero-coupon bond, B(t, T'), with FV = 1 and maturity T’

Definition 2 The coupon bond (CB), provides periodic payments c;’s (coupons) in addition to the face
value F'V at maturity [24]. The coupons are paid to the holder of the bond at a finite set of dates
{t1,t2,...,t,} C [0,T]. The amount of the coupons depends on the coupon rate o € [0, 1], which is a
percentage of the face value. This rate can be fixed, but can also be dependent on future market rates.

B(T,T) =FV+c, =€l +c,

C1 C2 Cn—1
‘ /\/
t=0

Figure 1.2: Cash flow for a coupon bond, B(¢,T), with F'V = 1, coupon = ¢; and maturity T’

v

Continuing with the exploration of bonds, an important concept in understanding the bond market is
the yield curve (figure 1.3). The yield curve is a graphical representation that plots the interest rates
of bonds of different maturities for similar quality bonds. The yield curve is a key focus for economists
and investors as it offers significant insights into the future trajectory of the economy. It serves as a
predictive tool for shifts in economic growth, inflation, and interest rates. A ’normal’ yield curve, char-
acterized by significantly higher long-term rates compared to short-term rates, often suggests robust
economic growth and increasing inflation. In such situations, the central bank might increase interest
rates to temper the economy and keep inflation in check. When the yield curve is inverted, this typically
suggests an upcoming recession. This scenario arises from investor expectations that the central bank
will lower interest rates to boost economic activity.

Yield curve

5% — normal

4% — \

2% — flat

2% —

1% — inverted

0% T T T T T T

0 5 10 15 20 25 30

yield

time to maturity
(years)

Figure 1.3: Yield curves
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1.2. Green Bonds

Adding to the spectrum of bonds are Green Bonds. Green Bonds are specifically designed to sup-
port climate-related or environmental projects. They provide investors with an opportunity to finance
projects that have a positive environmental impact, such as renewable energy, energy efficiency, sus-
tainable waste management, and clean transportation initiatives. The green bond market [2] has grown
rapidly since the first green bond issuance by the European Investment Bank (EIB) in 2007. Initially,
the market was dominated by banks and public institutions, but in recent years, corporate issuers and
governments have become increasingly active. The key feature that distinguishes green bonds from
other types of bonds is the requirement that the funds will be invested in environmentally sustainable
projects. Issuers of green bonds include governments, municipalities, and corporations, aligning their
funding needs with environmental objectives. This creates a win-win situation, where investors receive
the benefits of financial return—while also contributing to environmental sustainability. The growing de-
mand among investors for sustainable investment opportunities is causing a trend where green bonds
often trade at a premium compared to conventional bonds. Investors are increasingly willing to accept
lower yields for the opportunity to contribute to environmentally beneficial projects. This phenomenon
is called the 'Greenium’ [25]. On the other hand, a significant concern with green bonds is the risk of
‘greenwashing’, where issuers might exaggerate or misrepresent their environmental impact. This is-
sue arises when companies inaccurately label projects as environmentally friendly to meet green bond
criteria, potentially compromising the integrity of green bonds. It is essential for investors and regulators
to carefully verify the actual environmental benefits of these projects, ensuring that the funds raised are
truly directed towards genuine green initiatives.

1.3. Related Literature

In this subsection | present some of the related literature that was most important during the research
that formed this thesis. The study by Bhutta et al. (2022), cited as [2], provides a foundational under-
standing of green bonds, setting the stage for a deeper investigation into their unique characteristics
and market dynamics. This is complemented by Hachenberg and Schiereck [16], who investigate the
pricing differences between green and conventional bonds, laying the groundwork for a deeper ex-
ploration of these instruments. Moreover, the phenomenon of 'Greemium,’ described in Pietsch and
Salakhova’s work ([25]), adds an some important information to our understanding of the price of green
bonds. In chapter 2 we will delve into the world of pricing of financial instruments. We start with a sub-
section providing preliminary mathematics. The stochastic calculus part comes from Oosterlee and
Grzelak’s "Mathematical Modeling and Computation in Finance” ([24]) and Bertsekas and Tsitsiklis’s
”Introduction to Probability” ([1]). The linear algebra part is obtained from Vuik and Lahaye’s "Scientific
Computing” ([32]). Option theory and other financial engineering concepts, such as risk-neutral pricing,
are elaborated in works like Oosterlee and Grzelak’s ([24]), Hull’s "Options, Futures, and Other Deriva-
tives” ([18]) and "Interest Rate Derivatives: Models of the Short Rate” ([17]), and Résonyi’s "Arbitrage
pricing theory and risk-neutral measures” ([26]). Then we will explain start introducing the stochastic
modeling of short rates, where we got the information from works of Cox, Ingersoll, and Ross ([11])
and Vasicek ([31]). These models are an essential element in the valuation of financial instruments like
bonds. Hereafter we used [28] for developing the model of conventional bond and [35] and [34] for de-
veloping the model of the green bond coupon rate. From Dong et al [13] and Feng et al [14] we obtained
important information about the volatility of the carbon price which we will extensively analyse in chap-
ter 4. In chapter 3 we introduce the finite difference method and apply the finite difference method with
knowledge obtained from Vuik and Lahaye’s "Scientific Computing” [32]) and the book from Domingo
Tavella and Curt Randall [28]. In chapter 4 we will solve the obtained matrix equations that underlie
the financial models with iterative solvers GMRES and Bi-CGSTAB, where Saad’s "lterative Methods
for Sparse Linear Systems” ([27]) and again Vuik and Lahaye’s "Scientific Computing” ([32]) have pro-
vided the necessary tools. Combining this diverse literature, this thesis presents a multidimensional
understanding of the mathematics behind (green) bond valuation.



Pricing Financial Instruments

In financial engineering, we encounter an intersection of probability theory, stochastic processes and
economic theory to price all kinds of financial instruments. We will start this chapter with a section
where we introduce important mathematical definitions and theorems, both from stochastic calculus
and linear algebra. In the subsequent sections and chapters will will use them to develop financial
models and analyse them.

2.1. Preliminary Mathematical Concepts

In this section we review some basics in stochastic calculus and numerical mathematics. We will define
a Wiener process and outline several of its key properties. Hereafter, we develop the It6 integral, a
crucial instrument for establishing 1t6’s formula. This formula enables us to compute derivatives of
functions involving Wiener processes. Using this formula, we are able to derive the model of Black-
Scholes and the models for a conventional and green bond. We also show some important matrix
properties that influence the efficiency of numerical methods.

The following definitions and theorems all are cited from [24] or [32].

Definition 3 A stochastic process is a collection of random variables defined on a common probability
space (92, F, P) and indexed by a set T'. Specifically, it is a family {X (t) : t € T'} where:

* ¢ typically represents time and can be discrete (e.g., t =0, 1,2, ...) or continuous (e.g., t > 0).
» X (t) is a random variable for each t, which represents the state of the process at time t.
* The common probability space (), F, P) captures the inherent randomness of the system.

The process is often denoted as X (t,w), where t € T is the time index and w € () is a specific outcome
from the sample space.

Definition 4 (Wiener Process) A stochastic process {W (t) : t > 0} is called a Wiener process (or
Brownian motion) if the following conditions hold:

1. This process starts at 0, i.e. Wy = W (0) = 0.

2. For allt > 0, W, is normally distributed with mean equal to zero and variance equal to t, i.e.,
Wi ~ N(0,t).

3. It has independent increments, i.e. for 0 < ty < t; < --- < t,, the random variables Y; =
W (t;) — W (t;_1) are independent for all i € {1,...,n}.

4. Itis an almost surely continuous path.
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Definition 5 (Stochastic Differential Equation) A stochastic differential equation (SDE) is a differential
equation that incorporates a stochastic process. Its general form can be represented as:

dXt = a(Xt, t)dt + b(Xt, t)th (21)
where:

* dX; denotes the change in the process X;.

* a(Xy,t) is the deterministic drift term.

* b(Xy,t) is the stochastic volatility term.

» W, is a standard Wiener process or Brownian motion

The geometric Brownian Motion (GBM) model is widely recognized as the predominant process for
modeling asset prices in finance. In this model, the asset price’s logarithm follows an arithmetic Brow-
nian motion, driven by a Wiener process denoted as W (t).

Definition 6 (Geometric Brownian Motion) The asset price S(t) is said to follow a GBM process, when
it satisfies the following SDE:

dS(t) = pS(t) dt + oS(t) dW (t), with S(te) = So.

where W (t) is a Brownian Motion, . denotes the drift parameter, i.e. a constant deterministic growth
rate of the stock, and o is the (constant) percentage volatility parameter. This can also be written in
integral formulation:
t i
S(t) = So +/ wS(z)dz —|—/ oS (z) dW (z).

to tO
The amount by which an asset price differs from its expected value is determined by the volatility pa-
rameter o. Volatility is thus a statistical measure of the tendency of an asset to rise or fall sharply within
a period of time.

[t&6’s lemma plays a crucial role in the realm of stochastic processes, particularly to handle the Wiener
increment dW (t) as dt approaches zero. By this lemma we can derive solutions to SDE’s and formulate
PDE’s used for pricing various financial instruments.
Let us consider the following SDE (Stochastic Differential Equation), corresponding to the 1té process
X(t),

dX(t) =p(t, X(t))dt +a(t, X (t)) dW(t), with X(t9) = Xo. (2.2)

With stochastic process X (¢) determined by (2.5), another process Y (t) can be defined as a function
of t and X (¢), i.e., Y(t) := ¢(t,X). Y (¢) is a stochastic process and its SDE (Stochastic Differential
Equation) can also be determined.

To derive the dynamics dY (t) for Y (t) = g(t, X'), we may take a look at the 2D Taylor series expansion
around some point (to, Xo), i.e.,

_0g 10%g 5 Og 1 0% o 0%g
—Edt+§@(dt) +87dX+§3X2dX +ataXdth+.... (2.3)

dg(t, X)

The equality in 2.3 can be simplified, by neglecting the higher-order di-terms, by writing,

g dg 1 93¢

dg(t, X) (dX)%  (2.8)
We need to make statements about the term d X d X, which, in the case of equation 2.2, reads:
(dX)?* = p2(t, X) (dt)? + a%(t, X) (dW)? + 2f(t, X)G (t, X) dW dt.

For this we make use of 1t0’s table (proof can be found in [24]):
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dt | dw(t)
dt 0 0
dW(t) | 0 dt

Figure 2.1: [t6 multiplication table for a Wiener process

Theorem 1 (Ité’s Lemma) Suppose a process X (t) follows the Ité dynamics,
dX(t) =p(t, X(¥))dt +a(t, X (t))dW(t), with X(to) = Xo,

where drift (¢, X (t)) and diffusion & (t, X (t)) satisfy the standard Lipschitz conditions on the growth of
these functions (see appendix).

Let g(t, X) be a function of X = X(t) and time t, with continuous partial derivatives, 2%, g;(% 9. A
stochastic variable Y (t) := ¢(t, X) then also follows an It process, governed by the same Wiener
process W (t), i.e.,

(09 dg 1 0%

aQ(t,X)> dt + g—;(r(t,X)dW(t).

Definition 7 In probability theory [30], an event, A, is a member of a o-algebra, X, of subsets of a
sample space (). A probability measure, P, is a normed measure over a measurable space (2, Y); that
is, P is a real-valued function which assigns to every A in 3, a probability, P(A), such that (a) P(A) > 0
forall A € %, (b) P(Q) = 1; and (c) P is countably additive, i.e., if { A;} is any collection of disjoint events,

then
P (U Ai> = ZIP(AZ-).

In probability theory, the following theorem is a key principle that describes the transformation of
stochastic processes when there is a shift in the probability measure. This theorem holds significant
value in the field of financial mathematics as it provides a framework for transitioning from the real-world
probability measure to the risk-neutral measure which we will discuss in subsection 2.2.1.

Theorem 2 (Girsanov for Wiener Process,[15]) Let {f:} be a square integrable stochastic process
adapted to F; such that Ep (&, (f)] < oo forall t € [0,T]. Then

t
Wt:Wt—/ fsds
0

is a Brownian motion with respect to an equivalent probability measure Q given by

T T
d(@:é’T(f)d]P’:exp{/O fdes—%/O ffds}dp.

Important to notice is that in this thesis 1V; is a Wiener process under probability measure
and that IV, is a Wiener process under probability measure Q

Now we will introduce some important concepts in linear algebra and numerical mathematics that we
will use to analyse the matrix equations we obtain in later chapters.

Definition 8 The matrix A is symmetric if and only if AT = A.
Definition 9 The matrix A is called positive definite (positive semi-definite) if and only if
Yu e RV \ {0} :uP4u>0 (u"Au>0). (2.4)

If the matrix is also symmetric, it is called a symmetric positive definite (SPD) matrix
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Definition 10 The non-zero vector v[¥l € C™\ {0} is an eigenvector corresponding to the eigenvalue
A, € C ifand only if
AvIFl = ) vlF]

The algebraic multiplicity of A, is defined as the multiplicity of the root of A, of the characteristic equation
det(A — A\I) = 0. The geometric multiplicity of \;, is defined as the dimension of the space spanned by
the corresponding eigenvectors. The set of all eigenvalues of A is called the spectrum of A and will
be denoted as o (A).

In [32], we also learn that matrix norms are often involved when analyzing matrix algorithms: If the
matrix used in solving equations is almost singular (meaning it almost does not have an inverse), the
solver might not work well. To quantify how close a matrix is to being singular, we need a way to
measure its "distance” from singularity. Using vector norms and norms induced by operators helps us
define such a metric.

Definition 11 /n the case of p = 1, p = 2 and p = oo, the following expressions exist that allow to
compute the matrix p-norm in practice:

m

|Allx = max Y |a;;| maximum absolute column sum
1<jsn &

IA]l2 \/Eixn)\i(ATA) = [ Amax(AT A)

n
|Alloo = max Y |a;;| maximum absolute row sum

1<i<m 4
Jj=1

The Frobenius norm of a matrix A is defined as

1Bl =

It can be viewed as the Euclidean norm of the vector obtained from all rows (or columns) of A.

From [32]: "Given the linear system Au = f, a small perturbation in the right-hand side vector f —
f+ Af will cause a perturbation in the solution v + Au. We will see later that the condition number of
the matrix A, denoted as k,(A), allows us to bound the magnitude of the perturbation Aw in terms of
the magnitude of the perturbation Af.”

Definition 12 The condition number measured in p-norm k,,(A) of an invertible n xn matrix A is defined
as
rp(A) = HAHPHA_I llp-

Observe that for any p, k,(A) € [1,00). By using the previous definition, we obtain that the condition
number in 2-norm can be expressed as

Amax(AT A)
ko(A) = | — .
2(4) \/ Amin(AT A)
Definition 13 The spectral radius p(A) of a matrix A € R"*" is defined as

=1,...,

Note that in general p(A) ¢ o(A). The computation of the spectral radius is not straightforward. The
following theorem gives an upper bound on the spectral radius.
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Theorem 3 Given || - | any multiplicative matrix norm, then
p(A) < [|All

Proof. Assume (), u) any eigenvalue-eigenvector pair of A. Then Au = \u, and thus by virtue of the
sub-multiplicative property

(Alllull = l[Au]l = [[Au]| < [[A[[[ju]] = [A] < [|A].
The result then follows from the fact that A was chosen arbitrarily.

Definition 14 The matrix A is called row diagonal dominant if and only if

n

|laii| > Z la;j| for i=1,....n
J=1,5#i

with strict inequality for at least one i.

2.2. Pricing Financial Derivatives

Financial derivatives are instruments whose value is dependent on the performance of underlying as-
sets such as stocks, bonds, commaodities, or market indices. The pricing of these derivatives is a piv-
otal concept in financial mathematics and risk management, involving complex models and theoretical
frameworks.

2.2.1. Risk-Neutral Valuation and the Market Price of Risk

Let us introduce a critical concept in derivative pricing, known as the risk-neutral valuation [18]. This
principle suggests that in the valuation of derivatives we can assume investors are risk-neutral. In such
a framework, investors do not demand higher expected returns for taking more risk. We name this
hypothetical world where investors are risk-neutral a 'risk-neutral world’. In reality, our world is not risk-
neutral; investors typically seek higher expected returns for taking higher risks. Using this risk-neutral
assumption leads to accurate derivative pricing for both our actual world and a risk-neutral one. This
approach conveniently deals with the challenge of determining the risk aversion levels participants in
the financial market. Risk-neutral valuation may appear counter-intuitive. Given the inherent risks in
options, should not individual risk preferences influence their pricing? Surprisingly, when pricing options
relative to the underlying stock’s price, the risk preferences of investors become irrelevant. As investors
grow more risk-averse, stock prices may fall, but the relationship between stock prices and option prices
remains constant. A risk-neutral world simplifies derivative pricing through two key characteristics [18]:

1. The expected return on any investment, such as stocks, aligns with the risk-free rate interest rate.

2. The discount rate used for calculating the present value of an expected payoff of a financial
derivative is also the risk-free rate.

The term that connects the real world with the risk-neutral world is called the market price of risk. It rep-
resents the additional return that investors require to compensate for the extra risk above the risk-free
rate. Mathematically, the market price of risk is used to transform the dynamics of asset prices from
their real-world expectations to those under risk-neutral conditions. It adjusts the drift dynamics of asset
prices in stochastic models, to equal the expected return with the risk-free rate. This transformation
is essential in implementing risk-neutral valuation, as it enables the use of risk-neutral probabilities in
pricing derivatives, ensuring that the prices are consistent with the no-arbitrage principle. Girsanov’s
Theorem (2.1) is fundamental in shifting from real-world probability measure P to risk-neutral measure Q
in financial modeling, especially for risk-neutral valuation of derivatives. It modifies asset price dynam-
ics, changing from a model incorporating a risk premium under P to one reflecting growth at the risk-free
rate under Q. This transformation aligns asset returns with the risk-free rate, crucial for no-arbitrage
derivative pricing. Girsanov’s Theorem also aids in determining the market price of risk, showing how
much extra return investors require for additional risk. Its application simplifies derivative pricing and
deepens understanding of market dynamics and risk preferences, making it a key componentin modern
financial theory.



2.2. Pricing Financial Derivatives 9

2.2.2. Option Theory

Financial derivatives are instruments that are based on the value of an underlying asset. Common
types are options, which are differentiated between call and put options. A call option gives the owner
the right to buy the underlying asset for a predetermined amount, K, whereas a put option gives the
owner the right to sell the underlying asset for a predetermined amount. We can also distinct between
European and American style options. European type options can only be exercised at the maturity
time ¢t = T, while, on the other hand American style options can be exercised at any time ¢t < 7. A
European call option is exercised when the asset’s price at maturity S(7T") exceeds the strike price K,
leading to a profit of S(T) — K as the asset can be immediately sold in the market. Conversely, if
S(T) < K, the call option is not exercised and becomes valueless, as the asset could be bought for
less than K in the market. For a put option this is exactly the other way around. So we can define
the following payoff function, V(T S) for the call option on an underlying asset S, strike price K and
maturity time 7" as

Ve(T,S(T)) = max{S(T) — K, 0}
For a put option we have

V,(T, S(T)) = max{k — S(T),0}
Figure 2.2 shows the diagram of the payoff of a call and a put option.

Call Option Payoff at Expiration Put Option Payoff at Expiration

Praofit (€)
Profit (€)

0
oo 25 5.0 75 10.0 125 150 17.5 0.0 0.0 25 5.0 75 10.0 125 15.0 175 20.0
Stock Price (€) Stock Price (€)

Figure 2.2: The payoff diagram of a call option (left) and a put option (right) with strike price K = 10

2.2.3. Black Scholes

One of the most fundamental models in derivative pricing is the Black-Scholes model [7]. Developed by
Fischer Black, Myron Scholes, and Robert Merton in the early 1970s, this model provides a mathemati-
cal framework for estimating the price of European-style options. It revolutionized the field by offering a
closed-form solution for options pricing, which was previously not available. The Black-Scholes model
is predicated on several assumptions: the markets are efficient, the underlying asset’s price follows a
log-normal distribution [1], stock pays no dividends, there are no transaction costs, and the risk-free
rate is constant. Moreover, the expected rate of return of the underlying asset is adjusted to be the
risk-free rate, so the derivation of the Black-Scholes PDE involves changing the probability measure of
the asset dynamics from the real-world measure P to the risk-neutral measure Q:

Stock Price dynamics under P: dS; = uS;dt + oS, dW;
Stock Price dynamics under Q: dS; = rS;dt + oS, dW,
Under risk-neutral measure Q , the formula for an European call option is given by ([7]):
Vo(t,S(t)) = S(t)N(dy) — Ke " T~ N(dy)
In (%) + (r+"§) (T —1)
oVT —t
dy=dy —oVT —t

dy =
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The formula takes into account the current price of the underlying asset S, the option’s strike price
K, the time to expiration (T — t), the risk-free rate r, and the volatility o of the underlying asset. N(.)
denotes the cumulative distribution function of the standard normal distribution [1].

This model is especially noted for its role in the development of the options market, as it provides a
standardized method to price options, enabling traders to estimate the fair value of options contracts.
To better describe the dynamics of the option price over time, the Black-Scholes PDE was found:

1% vV 1, .0V B
E+TS%+§USw_TV_O.

The derivation of this formula can be found in appendix A. Let us break down each term from a mathe-
matical perspective:

. %—‘{: The time derivative of the option price V, capturing how its value diminishes as expiration
approaches, known as 'time decay’.

. rStg—;:: The product of the risk-free rate r, stock price S;, and the rate of change of V' with
respect to S;, representing the option’s delta (A) [18].From a mathematical point of view this is a
convection term (first-order derivative), which is related to the systematic or directional movement
of the quantity being modeled.

. %0252 gzsz: This term is the most complex and significant part of the equation. It represents
the option’s gamma (I") [18], which is the rate of change of the option’s delta with respect to
the underlying asset’s price. The term includes the variance of the underlying asset o2, and S?,
indicating the option’s sensitivity to movements in S;. From a mathematical perspective this is
a diffusion term (second-order derivative), which is linked to random fluctuations, uncertainty, or

risk, and it captures the dispersion of values over time.
» —rV: Represents the financing cost of holding the option.

+ = 0: Aligns with the no-arbitrage principle, ensuring the option is priced to prevent risk-free profit
opportunities.

Let us now look at figures (2.3), (2.4) and (2.5) below. On the left we have generated the same asset
paths, S;, for different values of the parameters » and o and on the right we show the option value
for different values of time ¢ and asset S;. Figures (2.3) and (2.4) capture the impact of the volatility
parameter 0. We can see that with a higher volatility o, the option value V' increases. Especially
for options that are ’'out-of-the-money’ (OTM), where S; — K < 0, as they have a larger chance of
becoming profitable. Furthermore, when o increases, the diffusion term, %(7252 gQS‘Q becomes more
significant. This will contribute to a higher option price due to increased market uncertainty and risk
premium. Generally, near expiration options depreciate in value over time, but a higher volatility can
counteract this effect by maintaining or increasing their value. In figures (2.4) and (2.5) we can see the
effect of the risk-free interest parameter r. An increase in r has a nuanced effect on option prices. For
call options, as in our case, a higher r generally leads to increased prices due to a rise in the cost of
carry, making the option to buy the underlying asset more attractive. For put options it will be the other
way around. Additionally, the increased r enhances the present value of the option’s payoff due to the
discounting effect, which influences its overall price. But the impact of r also varies based on the strike
price, and time to expiration. For example, deep in-the-money (ITM), S; > K, call options might see a
bigger price increase with bigger » compared to OTM call options. Also, options with a longer time to
maturity are more sensitive to changes in r than short-term options because they have more time for
compounding.
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Call option surface
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Figure 2.3: Stock price and call option value. Parameters: Sop = 100,K = 100, »r = 0.05, o = 0.05
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Figure 2.4: Stock price and call option value. Parameters: Sy = 100,K = 100, » = 0.05, 0 = 0.2
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Figure 2.5: Stock price and call option value. Parameters: Sy = 100,K = 100, » = 0.1, 0 = 0.2

Another common type of option is the following, the barrier option.

Definition 15 Barrier options are a type of exotic options [18] where the payoff depends on whether
the underlying asset’s price reaches a certain level (the barrier) during the life of the option.

A barrier option can be categorized as either a knock-out or knock-in type, or a combination of these.
In the case of a knock-out barrier option, the option becomes worthless if the underlying asset reaches
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a specified price level, the barrier. This caps the potential gains for the holder and limits the losses for
the issuer of the option. Alternatively, in a knock-in barrier option, the contract initially holds no value
and only becomes valuable when the underlying asset reaches the specified price level. In this thesis
we will use a double knock-out barrier option to describe the coupon value that green bond investors
receive over time. In section 2.4 we will further describe how this mechanism can incentivize green
bond issuers to perform well.

140

130
B N R e T
110

& 100

70

] 02 04 0.6 08 10
time

Figure 2.6: Stock price path and two barriers

2.2.4. Short Rates

Short rate models are fundamental in bond pricing, offering a comprehensive framework for understand-
ing bond value fluctuations over time. They play a crucial role in modeling the interest rate, which is a
fundamental in determining the present value of a bond’s future cash flows: the coupon payments and
the face value repayment. Additionally, they exhibit an inverse relation with bond prices, as explained
by [6]. When interest rates experience an increase, bond prices generally decline, and conversely,
when interest rates decrease, bond prices tend to rise. For instance, assume we have a bond that has
been issued with a fixed coupon rate. When market interest rates increase, new bonds are issued with
higher coupon rates, which reduces the attractiveness of older bonds with lower coupons. To account
for the lower coupon rate, the price of the older bond decreases. Conversely, in the scenario of falling
market interest rates, the older bond’s higher coupon rate becomes more appealing, resulting in an
increase in its price compared to newer bonds with lower coupon rates. This is a measure of a bond’s
sensitivity to interest rate changes. A bond with a longer duration is more sensitive to interest rate shifts.
Traditionally, interest rates are often modeled as deterministic functions of time:

1. Constant Deterministic Short Rate (r > 0):
In this scenario, where the short rate is a constant r, the bond price B(t, T') must fulfill the equation
e"T=YB(t,T) = B(T,T) = 1. Consequently, this results in

B(t,T)=e "I  0<t<T.

Bond Price Plot for Constant Deterministic Short Rate

100 1 — B(L T) = expl-r(T-t)}

099

Bond Price B{t, T}
=
0
]

=
o

0.96

00 02 o4 06 08 10
t (Time to Maturity)

Figure 2.7: Bond price for constant short rate »
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2. Time-dependent Deterministic Short Rate (r;):
When the short rate r, varies with time but is deterministic, the bond price B(t,T') is shown to be

Bt,T)=e J'mds o0<t<T.

Bond Price Plot for Time-Dependent Deterministic Short Rate

100 { — B(t. T)=exp(-[ r(s)dsfromtta T)

Bond Price B{t, T)

095

00 02 o4 06 08 10
t (Time to Maturity)

Figure 2.8: Bond price for time-dependent short rate r

but this approach is expanded in more sophisticated models where rates are represented by a
stochastic instantaneous short-rate process r;.

3. Stochastic Short Rate model r;:
These models are represented by the following stochastic differential equation:

dry = m(t,ry)dt + n(t,re)dWy,

where m(t, ;) and n(t, r;) are the drift and the diffusion term of the short rate process, respectively,
and W a Brownian Motion. In 1997, VaSi¢ek [31] proposed that the real-world instantaneous spot
rate follows an Ornstein-Uhlenbeck process with constant coefficients, described as

dry = a(f — ry)dt + odWr,

where S respresents the long-term mean of the short rate, « is the reversion rate parameter
and o the overall level of the volatility. In this model, a notable characteristic is its tendency for
mean reversion. This means that when the short rate becomes larger than the long-term average
(r+ > f3), the drift becomes negative and will drive the short rate back to the long-term mean with
rate «. On the other hand, when the short rate falls below the long-term mean (r; < ), the drift
term becomes positive, and elevates the short rate back to g again. The value of « indicates the
speeds of this adjustment towards the long-term mean.

Another important model to describe the short rate is the Cox-Ingersoll-Ross (CIR) [11] model
dry = a(f — ri)dt + o/redW;

We can see it has the same drift factor, a(5—r;) as in the VaSi¢ek model, signifying mean reversion
towards the long-term mean 3. However, in this model the diffusion term o is multiplied with /7,
which precludes negative values for r,: As the interest rate nears zero, the volatility term o/,
also approaches zero, negating randomness and keeping the rate non-negative. High short rates
correspond to increased volatility, which is a desired property. When 2a3 > o2, Feller proved that
this guarantees a strictly positive short rate (r; > 0) [11]. When we change to risk-neutral measure,
Q, following Girsanov’s Theorem we obtain the following SDE for Vasi¢ek

dry = (a(B — 1) — \eo)dt + odWy,

and for CIR .
dry = (a(B — 1) — A\po/Te)dt + 0/TedWr,
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rit)

rit)

where in both models the constant ), represents the market price of risk. Let us now look at the
parameters «, 5, o and A, and the effect they have on the two short rate models. In figures (2.9)-
(2.15), we plotted both models with the same parameters setting and the same randomness
W;. We observe that the short rate under the Vasicek model can become negative and that the
damping factor ,/r; has significant effect on the volatility factor in the CIR model. In figure 2.14,
we can see that when « is increased, the variation of the short rate decreases.

0.200

0.175

0150

0125

0.100

0.075

0.050

0.025

0.000

0200

0175

0150

0.125

0.100

0.075

0.050

0.025

0.000

The change in 3 by € in the VasiCek model gives

CIR short rate paths for different o values

— o=01
o=0.15
— o=0.2

0.0 05 1a 15 20 25 30 35 40
time (t)

e

Vasicek short rate paths for different o values

04

03

0z

01

oo

— o=01
o=0.15
— o=02

0.0 0.5 10 15 20 25 30 s 40
time (t)

Figure 2.9: CIR (left) and Vasic¢ek (right) short rate paths for different values of o
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Figure 2.10: CIR (left) and Vasicek (right) short rate paths for different values of «

T(tiJrl) = T‘(ti) + OZ(B +e— ’I“(ti)At + O'\/EWiJrl

and for the CIR model
’I“(tH_l) = ’I"(ti) =+ Oé(ﬂ +€— T(ti)At + o/ ’I”(ti) V AtWH_l

So for both models this results in a similar change in the short rate of e« At (figure 2.15).
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Figure 2.11: CIR (left) and Vasi¢ek (right) short rate paths for different values of 8

An other interesting short rate model is the Hull-White [17] model, where parameter 5 becomes
time dependent, 3(t). In this thesis we will mainly focus on the CIR model but also make some
comparisons with the Vasi¢ek model.

2.3. Conventional Bond

In this section we will derive and analyse the pricing model of a conventional bond. It is important to
recognize that a coupon-bearing bond can be decomposed as a portfolio of zero-coupon bonds [20].
Each coupon payment can be treated as a zero-coupon bond maturing at its respective payment date.
So for a coupon bearing bond B..(t, r; T) maturing at T' with cash flows CF; attimes ¢; fori =1,2,...,n,
where t; < t,--- <t, =T we can decompose it as

Bc(t,’l“;T) = ZCF% X B(t,?";ti)

i=1

2.3.1. Derivation of Pricing Model

In this section, we will derive the partial differential equation for a zero-coupon bond. We start by exam-
ining the dynamics of bond prices and their dependence on the short rate, which follows an Ito process.
This approach allows us to express bond price changes in terms of drift and volatility components. Uti-
lizing the no-arbitrage argument, we explore how bond prices are influenced by the market price of risk
associated with the short rate, which is not a traded security. Our analysis further includes the transfor-
mation of the bond price under the real world probability measure P to the risk-neutral probability mea-
sure Q [3], assuming the bond price only depends on the short rate. Employing 1t6’s lemma (Lemma 1),
we derive the dynamics of the bond price and align it with the initial bond price equation. This alignment
helps us determine the drift rate and volatility of the bond price process. We also construct a portfolio
consisting of bonds with different maturities and demonstrate how it can be hedged against interest
rate risks. This leads to a conclusion about the market price of risk being consistent across different
bond maturities, a key concept in a no-arbitrage market. We will follow the derivation as in [20]. So let
us start with the following dynamics for a bond price:

dB = up(t,r)Bdt + op(t,r)BdW; (2.5)
In the following equation we have a general SDE for the short rate r;, which is an It6 process:
dry = m(t,ry)dt +n(t,r)dWy, (2.6)

Here, dW, represents the differential of the Wiener process,m(t, ;) the drift and n(¢, ;) volatility of the
short rate. We are going to derive the bond’s PDE using the principle of no arbitrage. Given that the
short rate is not a tradable asset, it is expected that the PDE equation will include the market price of
risk in the short rater;. We will represent the bond price through the expected value under the real-
world probability measure and subsequently derive the Radon—Nikodym derivative [3]. This derivative
plays a important role in the shift from the real-world probability measure to the risk-neutral measure.
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We assume that the bond value B(t, ;) is not influenced by other external factors such as default risk,
liquidity, or other external variables. By the use of 1td’s lemma 1 we obtain the following dynamics for
B(t,r)

0B 0B 0’B 9
Now we fill in equation 2.6 and use Ité’s table (2.1) to obtain:
0B oB 1 ,0*B 0B
dB(t,T’) = (at —|—m(t,rt)5 + §n(t, T’t) 8’{‘2> dtﬁ-ﬂ(t,’f})gth (28)

The original equation 2.5 must match this SDE exactly:
dB = pp(t,r)Bdt + op(t,r)BdW,, (2.9)

Setting the drift and diffusion coefficients equal we obtain the following drift rate n (¢, ) and volatility
op(t,r) of the bond price:

_ (0B OB 1 ,9°B
op(t,r)B = naa—f (2.11)

Now we are going to construct a portfolio of two bonds. We buy one with value V; and maturity 77, and
sell the second with value V5 and maturity 75. We obtain the following portfolio denoted by II:

M=V — Vs (2.12)

Denote now up(t,r;T;) := pp, and op(t,r;T;) = op,, for i = 1,2. The variation in portfolio value over
a time interval dt, by looking at the bond price dynamics in equation 2.8, is as follows:

dll = (VlﬂBl —‘/Q/LBQ)dt-i-(VlUBl _VQO—BQ)th. (213)
We choose V; and V5 such that

Vi=—2B ., (2.14)
0B, — 0B,

Vo= By (2.15)
0B, — 0B,

Consequently, because the stochastic term in dII disappears, we arrive at

diﬂ _ HB10By; — HBy 0B, dt
II 0'52 —O'B1 '

(2.16)

Given that the portfolio does not include risk, to preclude any arbitrage possibilities, it is required to
earn the risk-free short rate such that

dll = rIldt. (2.17)
Combining these two equations, we obtain:
BB, =7 _ BBy 77 (2.18)
UBl O’B1
The stated equation is true for any maturity dates 77 and 75, indicating that the expression %
does not depend on maturity 7. Let us define this common ratio as A(t, r), expressed as:
up(r,t) —r
I = A(t, 7). 2.19
S A (2.19)

This term, A(¢,7), is the market price of risk for the short rate. It represents the additional expected
return per extra unit of risk for a bond. In a no-arbitrage market, all hedgeable bonds, regardless of
their maturities, should share this common market price of risk.
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If we substitute pp(¢,7) and op(t,r) into the equation above, we obtain the following governing differ-
ential equation for the price of a zero-coupon bond:
0B 0B 1 0°*B

—_ — —_ p— 27
ot + (m(t7rt) )\(t7rt)n(t7rt)) or + 271(15,7}) Or2

with final condition: B(T,T) = 1. If we have a known drift m(t, r;) and diffusion coefficient n(¢,r;), we
would still need an estimate for the \; to use this PDE. If the equation is not formulated this way, it
becomes unusable. Moreover, it is important to observe that in this PDE, the coefficient of %—’f acts
similar to the risk-adjusted drift in the dynamics of the short rate. Essentially, this is the same as
using the drift component from the short-rate dynamics under the risk-neutral measure Q. By applying
Girsanov’s theorem to equation 2.6, and transitioning from the Wiener process W, under measure P to
the risk-neutral measure Q, we derive a new SDE for r;:

dry = (m(t,re) — At m)n(t,r))dt + n(t, rt)th (2.21)

Here, the drift in the SDE is adjusted to account for short rate risk. When transitioning the bond price
drift from p(-) to r, it becomes essential to shift the dynamics of the short rate from m(t, r;) to (m(t, r¢) —
A(t,r)n(t,r¢)). In this thesis, we will use the CIR model for the short rate:

d'f't = Ot(ﬁ - ’l”t)dt + O'\/Eth (222)

We apply Girsanov’s theorem and obtain the following short rate dynamics under the risk-neutral mea-
sure:

—rB(t,r) =0, t<T, (2.20)

dry = (B — 11) — Aov/ro)dt + o/rdW, (2.23)
Consequently, we derive the PDE for the zero-coupon bond using the CIR model for the short rate:
oB aB 1 o2 823 B
On the boundary r; = 0 we solve the PDE
0B 0B

We know that when » — oo, the bond price B — 0. But this is not practical if we retain r as the
coordinate. In section 3 we will explain how to overcome this problem and how we can use rmnax = 1.0
as upper boundary.
A zero-coupon bond with Va$i¢ek as underlying short rate model would have the following PDE

OB OB 1 ,0°B

8t +( (6—7}) )\0)874—5 W_TB(t 7’) 0, t<T, (226)

2.3.2. Parameter Analysis

In this section we will dive deeper into the bond’s equation to better understand the effect of changes in
its parameters from both an economical and mathematical point of view. We will only break down the
bond’s PDE with CIR as underlying short rate, because the PDE following from VaSicek is very similar.
We have the following PDE:

aaf” (B—r) Agf)iﬁ ) %22 (t,r) =0, t<T, (2.27)

%’f: This is the time derivative of the bond price B. It captures the change in the bond’s price as
time progresses towards its maturity. In the context of bond pricing, this term often reflects the
time decay or the reduction in the bond’s price as it gets closer to its maturity, assuming other
factors remain constant.

s (a(B—ry) — /\a\/ﬁ)%: This term represents the combined effect of the mean reversion and
the market price of risk on the rate of change of the bond price with respect to the interest rate
(r). Here, (a(8 — 1) is the mean-reverting term, showing how the interest rate tends to revert to
its long-term mean § at a speed determined by «. The term \o,/r; adjusts this for the market
price of risk, reflecting the additional return demanded by investors for bearing risk. This term
can be seen as a "drift” term in the context of stochastic processes, indicating the systematic or
directional movement of interest rates.
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. %o%t %i?: This term includes the variance of the interest rate (02), which is a measure of its
volatility, and its level (r;). It measures the convexity of the bond’s price in relation to the interest
rate. In the context of bond pricing, this term is related to how the bond’s sensitivity to interest rate
changes (captured by the first derivative) as the interest rate itself changes. From a mathematical
point of view, this is a diffusion term, capturing the random fluctuations and uncertainty in interest
rates over time.

-rB(t,r): This term represents the cost of holding the bond. Regarding of bond pricing, this
concept can be seen as the potential missed return from choosing to invest in the bond rather
than investing the same amount in the risk-free interest rate.

= 0: The equation equating to zero aligns with the no-arbitrage principle in financial mathematics,
ensuring that the bond is priced in a way that prevents risk-free profit opportunities.

In figure 2.12 we can see the valuation of a coupon bond, with F'V = 1, maturity 7" = 4 and 5%
coupons paid every year under the two different short rate models. On the right we extended the short
rate domain to include negative values for the bond valuation under the VasSi¢ek short rate model. In
section 2.2.4 we already learned about the inverse relationship between bond prices and short rates,

which can be seen clearly in both graphs.
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Figure 2.12: Value of a Coupon Bond, CIR model (left) and Vasi¢ek model (right), « = 1.0, 8 = 0.05, - = 0.15, A, = 0.01,
T=4

For the following analyses, we decompose the coupon bond into zero-coupon bonds and analyse the
Face Value of 1 that has to be paid back at T' = 4. Let us start looking at the effect the volatility of the
short rate, o,., has on the bond’s price, for both models (figure 2.13). We can see that for both models,
a higher o,. consistently leads to an increase in bond price over the whole period. This effect is less
pronounced when we look at the valuation under the CIR model, due to the extra /7; in the diffusion
term. This increase in the value of the bond as the volatility rises, reflects the market's demand for
higher returns to compensate for the increased risk.
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Figure 2.13: Value of a Coupon Bond, CIR model (left) and Vasi¢ek model (right), « = 1.0, 3 = 0.05, A, = 0.01, 7 =4
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Now, let us consider the speed of mean reversion parameter, o. For both models we obtain similar
spreads for different values of « (figure 2.14). However, we can see that the value of the bond under
the VasSi¢ek model starts a bit higher, which comes from the possibility of having negative short rates.
Furthermore, with a smaller « the probability of having smaller short rates becomes higher and drives
up the value of the bond for both models.

Bond Value under CIR Short Rate model for different a Bond Value under Vasicek Short Rate model for different a
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Figure 2.14: Value of a Coupon Bond, CIR model (left) and Vasi¢ek model (right), 8 = 0.05, o = 0.15, A, = 0.01, T =4

In figure 2.15 we see that different values for the long-term mean, 3, show similar results in both
models. Important to notice is the big spread at ¢ = 0, due to the anticipated future short rate increas-
es/decreases.
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Figure 2.15: Value of a Coupon Bond, CIR model (left) and Vasi¢ek model (right), « = 1.0, o- = 0.15, A, = 0.01, 7 =4

Now, let us look at how this market price of risk in the short rate parameter, ., influences the bond’s
value. We can see that in both models, a more negative ), leads to a lower bond value (figure 2.16).
This is in line with the fact the investors require more compensation for taking additional risk, which
generally translates into a lower price for the bond.
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Figure 2.16: Bond Value over time, CIR model (left) and Vasi¢ek model (right), « = 1.0, 8 = 0.05, o, = 0.15, T =4
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2.4. Green Bond

In this section, we will develop a model for a green bond. As already stated, green bonds are specif-
ically designed to finance projects that have a positive environmental effect, differentiating them from
conventional bonds. A green bond does not only depend on the traditional financial metrics such as
the short rate, but also on environmental factors. An important indicator of environmental impacts in
the economy is the carbon price, primarily realized through the Emission Trading System (ETS). Our
model for the green bond will be structured to incorporate the carbon price, such that it dynamically re-
sponds to environmental factors. By doing so, the model aligns the financial performance of the bond
with its environmental impact, highlighting the green bond’s significant role in promoting sustainable
investment practices [22].

2.4.1. Carbon Pricing

Carbon pricing, also known as CO,, pricing, is a strategy adopted by nations to combat climate change.
It involves imposing a cost on greenhouse gas emissions, primarily from burning coal, oil, and gas,
which are significant contributors to climate change. The idea is to motivate emitters to reduce their
use of these fossil fuels [9]. This approach is broadly recognized and deemed efficient because it
tackles the issue of emissions being a negative externality, meaning they cause harm without being
directly priced in the market. There are typically two forms of carbon pricing: a carbon tax or a Cap-and-
Trade system, often implemented through an Emissions Trading Scheme (ETS) [21]. This mechanism
requires emitters to buy allowances for their emissions. Many economists consider carbon pricing
the most cost-effective method for reducing emissions. It aims to minimize the costs associated with
emission reduction, including both direct costs and the indirect inconvenience of using fewer fossil
fuel-based goods and services. Economics suggests that command and control regulation, where
the regulator decides who can emit and who cannot, is less efficient than market-based approaches
like carbon pricing [29]. This inefficiency stems from the regulator’s difficulty in accurately valuing
each emitter’s benefit from their emissions. In a Cap-and-Trade system, a market for permits helps
set the carbon price to ensure compliance with an established emissions cap. The government sets
this cap (e.g., 1000 tCO2 per year) and then distributes allowances, either freely or through auction.
These credits can then be traded privately and the price of these fluctuate in response to environmental
changes: When fossil fuel use and emissions decrease, driven by efforts in environmental sustainability,
this typically leads to lower demand for carbon credits in a Cap-and-Trade system, and consequently,
a decrease in carbon prices. On the other hand, worsening environmental conditions and increased
emissions push up the demand and price of carbon credits and [22] shows that higher levels of carbon
price can stimulate the advancement of innovative green technologies and enhance the efficiency of
emission reductions. This responsiveness makes carbon pricing a valuable indicator of environmental
health, signaling the effectiveness of climate change mitigation efforts.

2.4.2. Pricing Model

In this section, we develop a model that represents the (floating) coupon rate of a green bond based on
both the short rate and the carbon price. To develop this model we used the double barrier mechanism
from [35] and combine this with the derivation of the PDE in [34]. The model dynamically adjusts the
coupon rate in response to fluctuations in the carbon price by utilizing the mechanics of a European dou-
ble knock-out option on this carbon price. By aligning the coupon rate with environmental performance,
our model meets the increasing demand for sustainable investments, integrating financial returns with
environmental sustainability.

In our model, we consider that the short rate, r;, follows the CIR model with the specified stochas-
tic differential equation, and the carbon price, ¢;, is modeled using a geometric Brownian motion, as
described by the following equations:

dry = (B — r)dt + op/redW], (2.28)
dey = peydt + oo dWE, (2.29)

where W, and W are Brownian motions, with dWdW] = pdt. Here, «, 8, o, and o, are positive
constants, and p and u can either be positive or negative constants. As previously discussed, under
CIR, the standard deviation factor o/r; avoids the possibility of negative interest rates. In our model,
after each year, a coupon payment is made, the amount of which is determined by the prevailing coupon
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rate. The present value of these coupon payments in the i’th year is represented by V;(¢,, ¢). In order
to simplify notation while deriving our model just write V' for V;(¢,r,¢). We follow [5] and apply It6’s
lemma, to obtain

% = k(t,r,c)dt + s1(t,r,c)dWy + sa(t,r, c)dW/,
where
1 [oV ov oV 2V 1 5, ,0°V 1 , 9*V
k(t,r,c) = v ( 5 + g +a(B— r)a— + cpocarf 5%0 ez + 2orraﬂ) )
1 v
si(t,r,c) = VJCCE7 s2(t, 1 c) = VUr\/;E

Now, we consider forming a portfolio P by investing amounts z1, 22, x3 in bonds of maturities ¢, ¢,
and t3, respectively. Then, the rate of return on the portfolio will be free-risk,
dP

? =rdt

such that we have
x1k(t1) + z2k(ta) + x3k(ts) =,
x151(t1) + 2251 (t2) + 2351(t3) = 0, (2.30)
xlsg(tl) + $282(t2) + $382(t3) =0.
From 2.30 we can get
k‘(tl) — k(t2> —-Tr k(tg) —-Tr
s1(t ) s1(t2) si(t3) | =0,
s2(t1) s2(t2) s2(t3)
that is
k(t) — 7 = Aes1 + ArSa, (2.31)

where \.(t,7,¢), \:(t, r, c) are market prices of risk in the interest rate and the carbon price. We change
from real world measure P to risk-neutral measure Q using Girsanov’s theorem (2) on the SDE of the
carbon price, and find

BT g+ awe.

dW¢ =
Oc
This gives us
>\C(ta T, C) - M — rta
C

and

dey = pedt + ool dWE, under measure P,

dey = Prepdt + oo, dWE, under measure Q,

Now we use Girsanov’s theorem on the short rate r, and obtain

dry = a(f —ry)dt + op/redW], under measure P,
Ay = [a(B — 1) — Apop\/)dt + o/ Frd W] under measure Q,

Substituting £, s1, s2, A1 and A, into equation 2.31, we obtain the partial differential equation

%t + (uc — )\CUCC)—O;)C + (a(B—7) - )\TUT\/'F) oV (2.32)
9%V 82V 2V
1 22 —rV =
+ 5 (ac FEl +o s +20pacorf ) r 0, (2.33)

This PDE shares similarities with the Black-Scholes PDE for pricing European call options on two
assets [10]. Let us now consider the initial and boundary conditions for our PDE. The final condition
at time ¢t = T; for our model is defined by a European call option payoff. Our coupon rate is described
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in percentages, so we will use percentage signs in the final and boundary conditions. Specifically, the
coupon rate, at t = T; is given by max{cr, — K,0}% = (c¢r, — K)™% (= 0.01 - (¢c;, — K)*), where K
represents the strike price associated with the carbon price, and cr, is the carbon price at maturity time
T;. We set the face value of the green bond equal to 1, such that the coupon rate directly translates to
the coupon payment. For example, for a coupon rate of 5% (= 0.05), the coupon value is 0.05. Moreover,
we introduce the following lower and upper barriers of the carbon price, ¢min and cmax, Where we define
the coupon rate differently. At cqin, the coupon rate is set to 0, reflecting the minimum incentive for
emission reduction. Conversely, at cmax, the coupon rate is set to cmax — Ke™ "¢, aligning with extra
incentive of emission reduction. For a bond, we know that when r, — oo, that B — 0. So we introduce
a function hs(t,c) [28] such that we can handle this boundary condition with a much more realistic
Tmaz- FOF Tmin We introduce function hq (¢, c) to have both boundaries aligned. These functions are
only dependent on time ¢ and carbon price ¢, allowing us to model the boundary conditions in a way
that reflect the real-world dynamics of interest rates and carbon prices. Thus, on domain

D= {(t,?", C)|O S t S Ti7 Tmin S Tt S Tmax, Cmin S Ct S C’max}a

the complete model for the coupon rate at time T; becomes:

oV 1 ([ ,,0°V
or 2 Oc? " Or?

oV oV , , , OV PV -
E—i—(,uc — Ae0cC) a—}—(a(ﬁ —7) = ANoVT) —+= (02— +oir— + 2cpacorﬁm> —rV =0

where
1. hy(t,c) is obtained by solving the PDE:

W1 16228 1 (e — Ae0e€) 2 — rminV = 0,
Vi(tﬂ"mimcmin) =0,
‘/i(t7 Tmin; Cmax) = (Cmax - Kieirmint)%a
Vi(TiaTminvC) = (CT«; - Ki’ 0)+0/0

2. Similarly, hs(t, ¢) is obtained by solving the PDE:

B+ 5025 + (e = Ae0ee) G — rmaxV = 0,
Vi(tﬂ'max,Cmin) =0,

Vi(t, T'max Cmax) = (Cmax - Kie—'f'maxt)%’
‘/;’(TiyrmaX7C) = (CT,i - Ky, O)+%'

Under the Vasi¢ek model, to allow negative short rates, we would have obtained the following PDE:

av ov OV 1 4,02V L&V o2V
E+(,LLC*)\CO'CC)%+(OL(5*T)*>\TUT)§+§ <UCC W‘i’grw‘i’Qcpgcgr% —rV =0

2.4.3. Parameter Calibration

In this section we will calibrate the parameters using the maximum likelihood estimation technique [23].
Let ¢,, and r,, be the observations of ¢; and r; at time ¢t = ¢,,, t, = ndt (n =0,1,2,..., N). Discretizing
the SDE'’s of the CIR short rate and carbon price gives us:

Tn R Tp_1 + (B —rp_1)dt + op /T _1dW/,
Cn R Cp—1 + pCn—1dt + occpn_1dW¢

Let us now look at the definition of the bivariate normal distribution:
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Definition 16 (Bivariate normal distribution) Two random variables X andY are said to have a bivariate
normal distribution N (uux, uy , 0%, 0%, p) if their joint PDF is given by

Fv(ay) = ! Y — <x_“X)2+(W)z_Qp(fC—MX)(y—uy)
R 2noxoy\/1— p? 2(1 — p?) ox oy oxOy
(2.34)

where ux,uy € R, ox,0y > 0and p € (—1,1) are all constants.

We know that (dW ¢, dW]") both follow a normal distribution with (dW¢, dW]") ~ N (0,0, dt, dt, p). So we
can plug in our discretized SDE’s and find:

(rnycn) ~ N (rno1 4 (B — rp_1)dt, cno1 + pen_1dt, oir,_1dt, ooc_ydt, p), (2.35)
from which we can obtain an approximation of the conditional probability density function:

L X exp { 1 [(rn — (rn—1 + (B = rp_1)dt))?
2MO, Oy /rn_lcn_ldtm 2(1 - p?) 02rp_1dt
5 (rn, = (rn—1+ a(B — rpn—1)dt))(cn — (cn—1 + pcp_1dt)) N (cn — (Cpn_1 + pcy_1dt))?
’ 00011\l o232 dt

f(rna cn|r71—17 Cn—l) ~

where exp{z} = e”.

To calibrate all the parameters, we need to have real historical data. We extract historical data on the
yield curve spot rate of a 4-year-maturity government bond, represented as ., from data.ecb.europa.
eu. We can use this spot rate for r; because it provides a reliable benchmark for the risk-free interest
rate (short rate). Additionally, we gather historical carbon price data, c;, from icapcarbonaction.com.
We import and plot our obtained data in RStudio and obtain figures 2.17 and 2.18. In our analysis
we use the CIR model for the short rate and as you can see in figure 2.17, between 2015 and 2022
the yield curve spot rate was negative. As the CIR model does not allow for negative short rates, we
have chosen to exclude all the data from before 2022 for our parameter estimation. After performing
the maximum likelihood estimation in RStudio we obtain the following estimates for our parameters:

Parameter values
a 0.91
I} 0.0451
Oc 0.832
oy 0.179
I 0.058
p 0.2
— 8-
=
et
B,
(o]
@ 2-
@
S 1-
=
(%)
T 0-
@
>-1- l l l
2005 2010 2015 2020
Time

Figure 2.17: Yield curve spot rate, 4-year maturity - Government bond, rating triple A - Euro area
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Figure 2.18: EU ETS

2.4.4. Parameter Analysis

In this section we will discuss the terms and parameters involved in our PDE for the green bond’s
coupon rate. The analysis aims to deepen our understanding of both the mathematical model and the
interplay of economic and environmental factors. By doing so, we will learn about the dynamics that
drive the valuation of green bonds. We break down the terms involved in the PDE:

%‘{: This term represents the time derivative of the coupon rate V. It indicates how the coupon

rate changes over time, which could be influenced by market trends, nearing the green bond’s
maturity, or shifts in environmental regulations.

(pe — /\cacc)%—‘g: This term reflects the effect of expected changes in the carbon price ¢ on the
coupon rate. With uc denoting the drift of the carbon price, A.o.c adjusts this drift for the market
price of carbon risk. In short, this term captures the coupon rate’s sensitivity to fluctuations in the
carbon market.

(a(B—1) = Ao /T) %: Here, we see the impact of interest rate variations on the coupon rate.
The term «(8 — r) signifies the mean-reverting process of the short rate r, towards a long-term
average . The \,.0.+/r part accounts for the risk associated with the short rate changes.

1 (. 2.28%°V 2,.0%°V 8%V . ; ; ot
5 (Jcc 5 T O GE + 2cpacarﬁm : This complex term includes second-order derivatives,

illustrating the coupon rate’s convexity in response to shifts in both carbon price and interest
rate. The components ach%%’ and a?r%i‘{ measure the coupon rate’s sensitivity to changes in
carbon price and interest rate, respectively. The cross-derivative term ZCpUCUTW% signifies
the interaction between carbon price and interest rate variations.

—rV: This term signifies the cost associated with the coupon rate. It represents the opportunity
cost of the bond’s coupon rate compared to the return rate of an investment at the risk-free interest
rate r.

= 0: Setting the equation to zero aligns with the no-arbitrage principle in financial mathematics. It
suggests that the coupon rate is set in a manner that prevents risk-free profit opportunities, thus
maintaining market balance.

Now that we have a gained better insight of the dynamics of the PDE governing the coupon rate of the
green bond, we can analyse the parameters and assess which ones have the most significant influence
on the coupon rate. We take a green bond with maturity of 4 years and choose our parameters as
obtained in the previous section.

Parameter values
e’ 0.91

B 0.0451

Oc 0.832

or 0.179

1 0.058

p 0.2
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We start with analysing the first coupon, scheduled for paymentatt = 7; = 1. The graphs in figure 2.19
demonstrate the valuation of the coupon payment for a fixed short rate r;, and on the z- and y-axes the
time ¢ and carbon price ¢, respectively. As expected, we see the graph of a European call option, with
at ¢ = 1 the payoff V; (T4, ¢) = (¢, — K1,0)T%. When we look at the coupon value near cyax, We see
that in the left graph (where r; = 0.08), the coupon value is slightly larger compared to the right graph
with r, = 0.05. This can feel counter-intuitive to the typical bond price behavior, where an increase in
the short rate results in a lower value for the bond. This can be understood by considering the coupon’s
structure, which has the mechanism of a double knockout call option. This offsets the decrease in the

value of the underlying bond due to rising short rate.

Coupon Value V vs Time and Carbon Price for coupon att=T; and r=0.08

Coupen Value V1 vs Time and Carbon Price for coupon att=T; and r=0.05
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Figure 2.19: Difference in short rate r;

In figure 2.20 we see the value of the first coupon V; valued at ¢ = 0 (left) and ¢ = 0.5 (right), with on
the z— and y—axes the carbon price ¢; and the short rate r;, respectively. In both graphs we can see
again that the higher the carbon price, the higher the value of the coupon. The graph on the left shows
slightly higher values due to the extra time available for the carbon price to potentially increase.

Coupon Value v vs Carbon Price and Short Rate for coupon att=T; att=05

Coupon Value v vs Carbon Price and Short Rate for coupon att=T, att=0.0
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Figure 2.20: Valuation of coupon V; at different times ¢

Let us now look at the effect of changes in the parameter values on the coupon, V; (paid at T' = 1) of
the green bond. In figure 2.21 we see that a higher volatility (¢.) in the carbon price suggests a larger
range of potential future prices, which increases the coupon value at both ¢ = 0 and ¢t = 0.5. This is
due to the risk premium demanded by investors for having this extra uncertainty. The model indicates
that the possibility of upward movements in carbon price, and thus higher returns, weighs more heavily,
leading to an overall increase in the present value of expected coupon payments. As the payment
date is closer (t = 0.5), the effect of volatility subsides. This results in diverging coupon values across
different levels of o, showing reduced sensitivity to volatility as there is less time for price fluctuations

to occur.
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Coupon Value V; vs Carbon Price for Different o at t=0 Coupon Value V; vs Carbon Price for Different o, at t=05
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Figure 2.21: Sensitivity coupon V; for different values of o

Figure 2.22 shows that the carbon price drift parameter p significantly influences the coupon value,
with its effects more pronounced as the coupon payment date approaches. A positive 1 indicates
expected upward trends in carbon prices, obviously leading to higher coupon values, while a negative
1 suggests a downward trend, resulting in lower values. At ¢t = 0, there is a wider spread in coupon
values reflecting the market’s long-term expectations. However, at ¢t = 0.5, we can see that the spread
narrows, showing less sensitivity to the drift, as there is less time for the drift to influence the carbon
price.
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Figure 2.22: Sensitivity coupon V; for different values of p

In figure 2.23 we see the effects of different )\, values. This parameter reflects the market’s attitude
towards risk and its expectations about future carbon prices. We can see that negative values for
A suggest that the market is less concerned about the risk of changing carbon prices, leading to a
higher coupon value. In contrast, a positive \. indicates larger concern over declining carbon prices,
resulting in a lower coupon value. Moreover, we see that when the coupon payment date comes closer
(t = 0.5), the market’'s immediate risk assessment has a more pronounced effect, narrowing the spread
of coupon values.
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Figure 2.23: Sensitivity coupon V; for different values of A,

We can see in figure 2.24 that the correlation parameter p has a minimal impact on the coupon value V;
when assessed at both ¢ = 0 and ¢t = 0.5. This is because the coupon value is more directly influenced
by values of the other parameters rather than the interaction between carbon price and the short rate.
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Figure 2.24: Sensitivity coupon V; for different values of p

Now we will consider the second coupon, V,, which is due to payment after 2 years (t = T13). In
figure 2.25 we observe the same, but stronger, effects in response to different short rate values as we
have seen for coupon V; (figure 2.19). This is also the case when we look at figure 2.26 and compare
the values with 2.20. This is in line with what we would expect because the carbon price has more time
to increase, resulting in a higher payoff.
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Figure 2.25: Difference in short rate r;
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Figure 2.26: Valuation of coupon V4 at different times ¢

We can see in figure 2.27 that for the same varied o values, we obtain less dispersed coupon values.
Actually, because the time to maturity became longer, the lower values o. can have more impact on

the carbon price too, resulting in a higher coupon valuation.
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Figure 2.27: Sensitivity coupon V5 for different values of o

For coupon V; we can see something remarkable for a positive carbon price drift parameter 1 (fig-
ure 2.28). We observe that V5 exhibits a concave increase in response to higher carbon prices ¢;. This
is due to the compounding effects of the positive drift parameter 1 as result of the longer time period.
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Figure 2.28: Sensitivity coupon V> for different values of
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In figure 2.29, we observe a wider spread in values for the second coupon V; across different ). values,
compared to the narrower range observed for the first coupon V; in figure 2.23. This is because the
positive and negative \.values have a bigger impact on V; due to the longer period over which risk and
carbon price expectations can evolve. This makes 1, more sensitive to changes in A\, causing a wider
spread in its values compared to the shorter-term V7.
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Figure 2.29: Sensitivity coupon V5 for different values of A\,

Looking at figure 2.30, we can see that the effect of p, the correlation between the short rate, r; and
carbon price ¢; is negligible for coupon V; as well.
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Figure 2.30: Sensitivity coupon V5 for different values of p



Finite Difference Method

In this chapter, we will introduce the finite difference method, a pivotal numerical technique in approxi-
mating solutions to partial differential equations and ordinary differential equations. We will apply this
method on both bond’s PDE’s.

3.1. Theory

The finite difference method is a numerical technique used to approximate the solution of partial dif-
ferential equations and ordinary differential equations by discretizing the problem domain into a finite
number of nodes. The finite difference method replaces the derivatives in the differential equations
with their finite difference approximations. This is done in the time (¢) and space (x) dimensions, result-
ing in a system of algebraic equations that can be solved numerically. Key to understanding the finite
difference method is the distinction between explicit and implicit methods:

+ Explicit methods directly compute the future state (¢t + At) from the current state (¢). They are
generally simple to implement, but stability is a major concern. The step size must be chosen
with care; if it is not small enough, the solution may become unstable. The most basic explicit
method is the forward/explicit Euler method. When

+ Implicit methods compute the future state (¢ + At) by solving an equation that includes both the
current (¢) and future states (¢ + At). Although these methods are more stable than explicit meth-
ods, they often require solving a system of equations, which can be computationally intensive.
The most basic form is called the backward/implicit Euler method.

A method that combines the forward and backward Euler methods is called the Crank-Nicolson method
(figure 3.1, developed by John Crank and Phyllis Nicolson [12]. In the finite difference method we rep-
resent the partial derivatives in terms of solution values at discrete points within the domain of interest.
These points are organized into a multi-dimensional grid. The formulation of a finite difference solution
involves discretizing both the space and time derivatives, and the combination of these discretizations
forms the basis of the finite difference algorithm. Each dimension can have a different number of mesh
elements, reflecting the varying accuracy needs across different axes. For instance, let M represent
the number of mesh elements in the time dimension, and Ny, N», ..., N4 denote the number of mesh el-
ements in each of the d space dimensions. The grid will have (M +1) x (N1 +1) x (Na+1) x...x (Ng+1)
nodes, including those on the domain boundary I'. The grid size in each dimension is determined ac-
cordingly depending on the size of the domain. For example, for time interval [a, b], one often chooses
At = "*7“ This leads to the formation of a grid G}, with a multidimensional structure. A two-dimensional
grid can be described with the following equation and figure 3.1

1
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Figure 3.1: Representation of how the explicit method (upper left), implicit method (upper right) and Crank-Nicolson method
(low middle) work on the nodes of a grid.

Consider the two-dimensional function (¢, z) which depends on both time ¢ and space =. We denote
the step size in time as At and the step size in space as Az. For simplicity, we denote u(t, z) as w; ;
where ¢ refers to the temporal index and j refers to the spatial index. So u(t + At,z) and u(t — At, )
become u;41,; and u;_; ;, respectively. The same holds for space dimension z. When discretizing the
partial derivatives, we can use forward, backward and central differences. The following approximations
[32] provide discrete representations of the partial derivatives of u(¢, z) with respect to space and time.
Forward Difference:

» Time: %7; A HHLR - O(At)

* Space: 9% x “hItlMLL 4 O(Ax)

Backward Difference:

* Time: 2% ~ Mui2i=li 4 O(At)

* Space: 9% x Mhiztiizl 4 O(Ax)

x

Central Difference:

e Time: ou oy Witl,j—Ui-1,5 + O(Atz) and %u ui+1,j*2il«;,2j+ui—l,j + O(At2)

ot 2At otz
cO0U o Wil —Uq 1 2 % o Wigt1—2us j+us 1 2
* Space: G ~ o m=t 4+ O(Az®) and g &~~~y ni=t 4 O(Ax?)

As you can see, we denoted the second order derivative approximations under central differences
as they are useful in most applications due to their higher accuracy and symmetry. When choosing
a difference scheme for discretizing a PDE, stability and accuracy are key considerations. Stability
requirements may necessitate a specific scheme, especially in time-sensitive problems. For exam-
ple, explicit methods using forward differences need smaller time steps to maintain stability. Accuracy
needs, on the other hand, often favor central differences for their higher precision, particularly in spa-
tial derivatives. The choice between the schemes hinges on balancing these stability and accuracy
demands according to the specific requirements of the problem. When solving PDE'’s, a crucial aspect
are boundary conditions [32]. Boundary conditions ensure that the solution is well-defined and unique
within the problem domain. The following three types of boundary conditions are most commonly en-
countered in PDE problems:
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« Dirichlet: These conditions specify the value of the solution at the boundary of the domain. This
translates to directly assigning known values to the boundary nodes.

* Neumann: These conditions involve specifying the value of the derivative of the solution at the
boundary. These are a bit more complex to implement as they require approximating the deriva-
tive at the boundary using finite differences.

» Robin: Robin conditions are a combination of Dirichlet and Neumann conditions.

Incorporating these boundary conditions into the finite difference framework involves modifying the
finite difference equations at the boundary points. This often involves creating special cases in the
finite difference equations for nodes that are adjacent to the boundaries.

3.2. Conventional Bond

In this section we will apply the finite difference method to the PDE we obtained for a conventional
bond. When pricing financial derivatives such as a bond, we treat the time variable a bit differently. We
effectively go backward in time from the known final condition (maturity) to the present. We call this
‘financial engineer’s time’ [28]. For a zero-coupon bond, the value at maturity is known: it is the amount
to be paid back at maturity, the face value, F'V. Given this backward induction, let us now discretize
the PDE for the zero-coupon bond price by the Crank-Nicolson method. Under the CIR model for the
short rate, our PDE is equal to:

OB 0B 1 , ®*B
E—&—(a(ﬁ—r)—)\rarx/;)ﬁ—&—?a TW—TB—O (3.1)
B(T,r) = FV (3.2)

(3.3)

Let us consider the short rate, r; € [0, o0), boundary conditions. For the boundary conditions at rmin = 0,

we just solve
0B

OB

5 +af 5 = 0 (3.4)
The theoretical upper boundary condition B = 0 as r; — oo is not useful. This is because we want
to retain r; as a coordinate and this would make the grid of order of magnitude larger than necessary.
So we want to use a much smaller rnax and use the pricing equation itself on this boundary [28]. We
will use central difference for the time derivative and central differences for the interest rate derivatives.
Let M, N be the amount of time steps and short rate steps, and At =T7/M and Ar = (Tmax — min)/N
be the step sizes. Define B; ; to be the bond price at time ¢; = ¢ - At and interest rate r; = j - Ar.

Central difference for %—Jf gives us:
OBi—1/2j _ Bij—DBi 1,
= ’ O(At
at A ToBY
Central differences for 22 and 22 give:
(Q)Bifl/gj 1 (’9B»,1j (9B7 1 B‘,l j+1 —B‘,l j—1 B‘j+1 — B; j—1
oy =1, 2 ~ 1— 1, 1—1, Z 2 O(A 2
or 2 or * or 2 2Ar * 2Ar +O(Ar)
FBirjpy 1 (PBivy  9Biy\ 1 (Bt =2Bi1j+ Bioij L Bijn1 = 2B+ Bij
or? 2 or? Or? 2 Ar? Ar?

We substitute these approximations into the PDE 3.1, combine the terms that affect the same node on
the grid and obtain:

2

Ar Ar? Ar? 4 Ar Ar2

(B —1j) = A0\ /T B U2T’j) Bivy1+ <1 n At (027’]- N rj)> Bii,+ At (_oz(ﬂ —71j) = A\eOr\fT; a1y

(

20
o°r;

Ar?

_Oé(ﬂ—?“j)—/\rar\/ﬁ)B” 1+<1_At(o'2rj —|—7“‘>>B“ At(UQ'rj_FOé(ﬁ—Tj)—/\rO'r\/?Tj B
5 ij— i i, )

Ar 2 \ 2Ar2? 4 \Ar2? Ar

) + O(Ar?)

> Bi_1j+1

1,j+1

(3.5)

(3.6)
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We rewrite this equation to a more concise and readable way

—aBi_1,j-1+ (1= b)Bi_1; — ¢Bi_1j41 = aB;j—1 + (1 +b)Bi j + ¢B; j1, (3.7)

With

At <02rj a(B—rj) - /\TUT\/FJ)
4

“= Ar2 Ar

- At [ o%r;

b:_:z<2A$'+”>

P g 0'27“]‘ 04(6 - rj) - )\TUT Ty
4 \ Ar2? Ar

We can put equation 3.7 into the following matrix equation:

CB;_1=DB;+ K;_ 1+ K; (3.8)
where
Bia a1B; o
B;» 0
B; = : and K; = ; (3.9)
: 0
Bi N1 ¢n-1Bin
1-b  —& 0 ... 0
—Go 1—by —éy ... 0
C = 0 —a3 1—by . . (3.10)
: . . _oxos
0 . 0 —dan_1 1—byn_1
1+b & 0 . 0
Qs 14 by Co . 0
D=| o as  14+by . . (3.11)
: - - . n_s
O . O &N—l 1 + bN—l

To use the pricing equation itself on the boundary rnax we perform a Crank-Nicolson scheme that cou-
ples three grid points at the boundary [28]: We use central difference for %—’f gives us:

OBi_12; _ Bij—Bi1;
ot At
B

> give:

+O(AL)

. 2
Central differences for 22 and 2

OBi_1y2; 1 (0Bi—1; | OBy 1 (3Bi—1; —4Bi—1 -1+ Bi—1-2 | 3Bij4+1 —4Bij-1+ Bij»
Wy 4 > 2 ~ = 5 ? 5 s 5 5 P O A 2
or 2 ( or or 2 2Ar * 2Ar +0(Ar7)
823»_1/23- 1 82B'_1j 02ij 1 B'_1j72B'_1j_1+B'_1j_2 B‘j*QB‘j_1+B'j_2
? oy T 7 , 1, ~ 7 s ) , 7 s 7, 7, i, O A 2
or? 2 ( oz o ) 2 < Ar? - Ar? > +O(Ar7)
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3.3. Green Bond

In this section we will use the finite difference method on the PDE of the green bond coupon rate. The
difference with the conventional bond is that this PDE is two dimensional in 'space’: in the interest rate
r and the carbon price c. As for the interest rate, we use central differences for the carbon price partial
derlvatlves too. We can see that we also have the second order mixed partial derivative - 3 V Let

=T/M, Ar = (rmax — Tmin)/ N, Ac = (cmax — ¢min)/ P be the step sizes in the time, short rate and
carbon price, respectively. Define B; . to be the bond price at time t; = i - At, interestrate r; = j - Ar
and carbon price ¢, = k - Ac, forz_{l SMY,i={1,....N}, k={1,...,P}.

oV ov oV
o + (pe — Moec )§+ (a(ﬁ—r)—)\zar\/?) o (3.12)
o*Vv 32V o*V
+2< 3282 tor ey +2cpacar\f >—7'V—0 (3.13)
Central difference for 3‘/ gives us:
ovir Vit -V,
jét N Toly
Central differences for 2 and a s
i—1/2 i— i % i— i i
oV, / 1 5Vj,k1 ov}, 1 VJ+11k V}—llk n Vieie = Vit +O(Ar?)
or ) or or ) 2Ar 2Ar
L 1/2 i— i i i— i— i
AT 1 (Vi N Vi 1 (Viae — 2V +ViT 4 Vi = 2V + Vi oA
(’97 ) or2 or2 D) Ar? AT2
Central differences for 2 and ‘9  give:
i—1/2 i— i i i— i i
oV, / 1 8Vj,k1 ovyiy, 1 Vg,k-lu Vj,kil n Vierr = Vi +O(AR)
Jdc ) Oc Oc ) 2Ac 2Ac
l 1/2 i— i i i— i— i
0%V / 1 PV PV 11V e — 2V VD n Vi =2V + Vik + oA
802 2 oc? Oc? 2 A02 Ac?

We approximate the mixed partial derivative 2 Srbe °V - by central differences too:

PR (v
87"80 ) oroc + oroc

i—1 i—1 i—1 7 7 7
~ } ij1,k71 V —1,k+1 V+1 k—1 + Vg+1 k+1 + ijl,kfl - ijl,kJrl - Vj+1,k71 + Vg+1 k+1
)

4ArAc 4ArAc ) +O(ArAc)

We fill in the finite difference approximations and subsequently rearrange the equation and obtain:

~ i—1 ~ ~ i—1 —
Liemt = 12V 2l =i ViT gy — maVihy + (L= is) Vi =iV, — i Vj+1 po1 — Vi — Vi (3.14)
g1 TRV + nSVj—l,kH + ”4V 1+ (1+ ﬁS)ij + ”GV kb1l T 187V} j+1,k—1 T ”8V+1 T+ n9V+1 k41 (3.15)
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with

. At ckocorp\[T;

= 2 4ArAc

. At o2ck  pek — Moeck
ey <2A02 a 2Ac )
R At —Crocorp\/Tj

= ——

2

4ArAc
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2= 5 oA 2Ar
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2.2
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2Ac?
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2

4ArAc

We see that we have a nine-point stencil. For every timestep we obtain the following matrix equation:

With
Vll:,l
Vf,z
Vip
, Vi,
T P
V= Vipo and
VJ@71,1
VJ@—l,P—l
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.. —
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0 o
0
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23 >
. 1
0

Cvi—l —_ Dvl +Ki—1 +KZ
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—N3 0
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—f —f
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—Ng —Ng . 0
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(3.17)
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Now we will discretize the PDE’s h (¢, ¢), ha(t, ¢) for the boundary conditions at rmin, 7max, respectively.
In the previous section we applied the Crank-Nicolson discretization scheme to the conventional bond
equation (3.1). The boundary condition 4, (and ho with rmax), described by

AV 1, ,0% v B
5 39 52 + (pe — )\1000)% — TminV =0, (3.20)

exhibits a similar convection-diffusion equation. Therefore, we only present the final discretized form
for hy, avoiding the repetition of analogous discretization steps. For k1 (¢, ¢) we obtain

—2Vicik—1+ A =9)Vicrp — 2Vicrp1 = 2Vigp—1 + L+ 9)Vig + 2Vi g, (3.21)

With

At (cio2 pek — Alocck>

YT Az Ac

R At 0202

V=75 \aag T rmn

s g cia2 n [Ck — A\10Ck
4 \ Ac? Ac

We can put equation 3.21 into the following matrix equation form:

CV,_1=DV,+ K, 1+ K; (3.22)
where
Via 21Vio
Vi 0
V; = : and K; = : (3.23)
: 0
Vip_i tpaVip
1—§1 -5 0 0
—{,%2 1-— ’gg —Z9 0
C= 0 —23  1—13 (3.24)
. . . P
0 0 —Zp1 1—gp
1+ 21 0 0
T2 1+ 9o 29 0
. . . ) .
0 0 Tp1 1+9p1

To obtain the discretization and matrix equation for hy(¢, c) we just replace rmin by rmax everywhere.



Numerical Results

In this chapter, we will perform comprehensive analysis of iterative methods in mathematics, with a
specific focus on the Generalized Minimal Residual (GMRES) method and the Biconjugate Gradient
Stabilized (Bi-CGSTAB) method. We will apply these methods to the two distinct models we obtained in
the previous chapters: the conventional bond model and the green bond model. First we will introduce
and explain the GMRES and Bi-CGSTAB algorithms to get knowledge about how these methods per-
form under different circumstances, particularly when enhanced with preconditioners. This first three
sections primarily draw upon "Scientific Computing” by C. Vuik and D.J.P. Lahaye [32].

4.1. Direct methods

In the previous chapter we found systems of linear equations for the two different bond models. A
standard approach for solving systems like

Au=f 4.1)

is through direct solution methods. These methods serve as subdomain solvers in domain-decomposition
techniques and as solvers for coarse grids in multigrid approaches. Consequently, they continue to be
a crucial element in modern solvers. However, because they are computationally expensive, direct
methods alone are not suitable for the large-scale problems often encountered in scientific computing.
We show that the Gaussian Elimination method, utilizing an LU-decomposition, can be employed in our
conventional bond model: If we look at equation 4.1, this method involves two phases. First, the coeffi-
cient matrix A is decomposed into two matrices, L and U such that their product is equal to A € R™*".
Here, L and U are, respectively, lower and upper triangular matrices with L’s diagonal elements all
being equal to one. We obtain
LUu=f

Solving this linear system is straightforward, The process is executed as follows: LUu = f leads to
Ly = f, and then Uu =y is solved to find solution u. This results in a total computational cost equal to

n—1 n—1

Sk n—k+1) =3 (t—1) = §n3 + O(n?) flops.

k=1 (=1

Therefore, the efficiency of this method is greatly influenced by the problem size, which is why iterative
methods are favored for larger systems of linear equations.

4.2. Krylov subspace methods

In this section we look at the application of Krylov subspace method for iteratively solving large linear
systems of equations. The preference for employing Krylov subspace methods over direct methods in
large-scale systems is primarily due to their faster computational speed. Krylov subspace methods are
specifically engineered to eliminate the need for matrix-matrix operations, which are computationally

38
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intensive. Instead, these methods focus on matrix-vector multiplications. The iterative process in Krylov
subspace methods is represented by the sequence

{up}k>0, where u,—u as k— oo

The Krylov subspace of dimension k, denoted as K. (A, o), is defined by the span of {rq, Arg, ..., A¥=1ry}.
This subspace corresponds to the matrix A and the initial residual ry. The two Krylov subspace itera-
tive methods that we are going to use during this thesis are GMRES (Generalized Minimum Residual),
and Bi-CG (Biconjugate Gradient). These methods vary in their specific requirements and optimal use
scenarios:

* GMRES type methods: These methods say solution uy, is an element of K} (A;r¢) and are char-
acterized by long recurrences, but come with particular properties of optimality. Due to these
extended recurrences, there is a proportional increase in both the computational and memory
effort per iteration as the iteration count rises.

+ Bi-CG type methods: In these method, we also have that u;, € K (A4;r). However, these feature
short recurrences, but do not have an optimality property.

Another popular iterative method is CG (Congjugate Gradient). This method is highly efficient but
requires the coefficient matrix A to be SPD (def. 9.). Given that the matrices in our bond models are
not SPD the CG method is unfortunately not applicable and hence will not be further discussed.

4.3. The GMRES and Bi-CGSTAB methods

The Generalized Minimal Residual (GMRES) method is an iterative algorithm used for solving a system

of linear equations, particularly useful for large, sparse systems. It is especially effective when com-
bined with preconditioning techniques, which we will describe in subsection 4.3.1. The method is de-
scribed in [32] as follows: GMRES solves a linear system Au = f, where A is a non-singular matrix. The
method iteratively builds a solution in a Krylov subspace, K,, = K,,(A,7) = span{rg, Arg, A%rq,..., A" 1rq}.
The key idea is to find an approximate solution within this subspace that minimizes the residual in the
least-squares sense. Within the GMRES method, Arnoldi’'s method is employed to calculate an or-
thonormal basis, denoted as {vy, ..., v}, for the Krylov subspace K*(A;rq). The process follows the
modified Gram-Schmidt version of Arnoldi’s method, which is as follows:

Algorithm 1: Gram-Schmidt version of Arnoldi to form an orthonormal basis [32]

1 Start: Choose initial vector v, with ||v;|| = 1.
2 forj=1,2,...do

3 a. Sethl"j:<A’Uj7’l)7;>,i:172,...,j

4 b. Set @j+l = A’Uj — Zg:1 hi,jvi

5 | ¢ Sethjpi;= 05412

6

d. Set v, = it!
J+l hjt1,;

7 The entries of the upper k + 1 x k Hessenberg matrix H,, are the scalars hij.

In GMRES, the approximate solution u; = ug + 2 with 2, € K (A;rg) is such that

r =|f - Au = min ro — Az
17ll2 = 1If k|2 1 [0 2

As a consequence, 7y, is orthogonal to AK*(A;ry), so r. L K*(A; Ary). For the matrix Hy, it follows

that AVy = Vi, 1 Hy where the N x k matrix V4 is defined by Vj, = [v1, ..., vz]. With this equation, it is
shown that u, = ug + Vi yr Where y; is the solution of the following least squares problem:

|Ber — Hyyrll2 = min [[Ber — Hyyll2,
yeRF

with 3 = ||ro||2 and e, is the first unit vector in R**1. In the context of our bond pricing models, GMRES is
utilized to refine solutions iteratively, proving especially suitable for large systems where direct methods
are not feasible. Moreover, GMRES does not necessitate the matrix A to be symmetric or positive
definite, aligning well with the properties of our bond pricing matrices.
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The Bi-CGSTAB algorithm, with preconditioner M (see subsection 4.3.1), for solving linear system
Au = b has the following scheme:

Algorithm 2: Bi-CGSTAB Method

1 4 is initial guess; r° = b — Au°

2 7Y is arbitrary vector, such that (7°,7°) # 0, e.g., 7* = r°
3pi=a_1=w_1=1
avl=p7l=0

5 forj=1,2,...do

6 pi = (70, 1r%); Bisipi/pi—1) (i1 /wi—1)
7 pl=ri+Bi1(pt — w0
8 p=M1p

9 V; = Aﬁ

10 | a;=pi/(,0)

1 s=r"— q;v

12 if ||s|| is small enough then

13 Uir1 = Us + Oéiﬁ

14 quit

15 z=M1s

16 t= Az

17 w; = (t,s)/(t,t)

18 u Tt = w4 P + wiz

19 if w1 js accurate enough then
20 | quit

21 Pl =5 —wit

In fact, the algorithm follows Bi-CGSTAB for the explicitly postconditioned linear system
AM~ 'y =b,

but the residual vector and vector y, are transformed back to u’ and ri corresponding to the original
system Au = b. The benefit of these methods lies in their utilization of short recurrences. However, a
drawback is their semi-optimality property. Consequently, this approach requires the use of additional
matrix-vector products, and it is not possible to prove any convergence properties. Lastly, itis important
to compare the norm of the updated residual with the exact residual ||f — Auy||2. If a "near” breakdown
has happened in the algorithm, these values might vary significantly, sometimes by multiple orders of
magnitude.

4.3.1. Preconditioning

Iterative methods like GMRES and Bi-CGSTAB are often used with preconditioning to accelerate con-
vergence [8]. A preconditioner M of a matrix A is a matrix such that M/ —'A4 has a smaller condition
number than A. This results in the following equation

M~ tAu= M"'f

As a result, this will improve the performance of iterative methods. We will use the following precondi-
tioners:

» The Jacobi or diagonal preconditioner: Here matrix M is chosen to be the diagonal of matrix A,
so M = diag(A). This preconditioner is efficient for diagonally dominant matrices.
 Incomplete LU factorization: Here the factorization A = LU is computed, with L a lower triangular
matrix and U an upper triangular matrix. Then our preconditioner is M = LU and the equation
becomes
UL ' Au=U""'L"'f

The Jacobi preconditioner is less computationally expensive compared to ILU. This is because the
Jacobi method simplifies calculations by focusing only on the diagonal elements of matrix A, whereas
ILU involves a more extensive decomposition process.
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4.3.2. Convergence of Iterative Methods
In the subsequent sections, the convergence of the iterative methods GMRES and Bi-CGSTAB on
our bond models is examined. In this subsection we outline how certain matrix properties influence the
number of iterations needed for convergence. The analysis specifically focuses on the eigenvalue ratio,
diagonal dominance, symmetry of the matrix, and the effectiveness of ILU and Jacobi preconditioners.
Suppose our system looks like:

Au=f

Key factors influencing the convergence of this system include:

1. Eigenvalue Ratio: The ratio of the largest to smallest eigenvalues of A, or the eigenvalue ratio, is
a critical factor. A smaller ratio typically correlates with faster convergence for iterative methods.

2. Diagonal Dominance: The extent to which A is diagonally dominant affects convergence speed.
Strong diagonal dominance, where diagonal elements considerably outweigh off-diagonal ele-
ments in magnitude, often results in quicker convergence.

3. Symmetry: The analysis particularly considers the impact of symmetry in A. In general, a more
symmetric a matrix usually enhances convergence properties of iterative methods than less sym-
metric matrices.

4. Preconditioners: The application of ILU and Jacobi preconditioners is explored. A well-chosen
preconditioner can greatly reduce the number of iterations required by improving the condition
number or influencing the eigenvalue distribution of A.

Other factors, such as sparsity pattern, bandwidth, magnitude of non-zero elements, and perturbations
due to rounding errors, also influence convergence but are not the primary focus of this analysis. The
numerical study in this thesis is particularly geared towards understanding how the eigenvalue ratio,
diagonal dominance, and symmetry, along with the selected preconditioners, impact the efficiency of
iterative methods in solving large systems of linear equations.
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4.4. Conventional Bond Numerical Analysis

In this section, we delve into the numerical analysis of conventional bond pricing. Our focus is on un-
derstanding how changes in market parameters, influence the numerical behavior of our conventional
bond pricing model. By observing the eigenvalue ratios and the symmetry of the obtained tridiagonal
matrix, we aim to estimate the condition number and understand its implications on the matrix’s numer-
ical stability and complexity. Then we will look at the impact of these matrix properties on the efficiency
of the iterative solvers discussed in the previous section.

Itis important to note that the matrix obtained after applying the Crank-Nicolson finite difference scheme
to the conventional bond PDE is tridiagonal (4.4). This specific structure means that the ILU pre-
conditioner effectively becomes a complete LU decomposition, leading to a scenario where iterative
methods like GMRES and Bi-CGSTAB converge in just one iteration. Due to this significant difference
in the matrix structure and the efficiency of the iterative methods, we have decided not to include a
direct comparison of the conventional bond model with the green bond model in our results tables. We
obtained the following system for the conventional bond:

CB,_1=DB; +K,_1+K; (4.2)
where
Bia a1 B0
Bi 0
B; = : and K; = : (4.3)
: 0
Bi n_1 cN-1Bin
1-b  —& 0 ... 0
—as 1—by —0Co o 0
C= 0 —a3 1—by . (4.4)
. ) ) _
0 0 —an—1 1—bn_1
1+ ZA)l C1 0 0
a9 1+ bs Co 0
D=| o as  1+by . (4.5)
. . ) . éNA—2
0 0 an_1 14+bn_1

Arz Ar

~ At O'E’I’j
b 2 <2A7’2 +rj>
At <0,2,7'j N alf—rj) — )\TUT\/F])

4 \Ar2 Ar

& _ At <J$7’j 04(5 - rj) - ATUT\/F]'>
T4

o>
I

Before analyzing the effects of parameter variations, let us consider some characteristics of our numer-
ical scheme, particularly in terms of stability and eigenvalues. As we observe the coefficients of our
discretized system, specifically a, b, and ¢, we notice an interesting behavior as Ar approaches zero.
The symmetric part (second derivative terms), becomes increasingly dominant over the non-symmetric
part (first derivative terms). This is attributed to the coefficients of the second derivative terms incorpo-
rating a (1/Ar)? factor, becoming more prominent with decreasing Ar. This shift towards a relatively
more symmetric matrix typically results in real and non-negative eigenvalues, indicating a stable numer-
ical scheme vital for avoiding oscillations or exponential growth due to small perturbations like rounding
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errors. However, this increasing relative symmetry contrasts with the absolute symmetry of the matrix
which we will asses by taking the Frobenius norm (Def. 11), ||C — CT||r. An increase in this norm
reflects the absolute difference in symmetry, illustrating that even minor asymmetries in each element
can accumulate to a significant overall asymmetry in a larger matrix. Hence, while finer discretizations
improve relative symmetry and stability, they can simultaneously increase the matrix’s absolute asym-
metry, highlighting the nuanced balance in numerical methods between accuracy, stability, and matrix
characteristics. Note that through this section Amax, Amin refer to the maximum and minimum eigenval-
ues of matrix C' and that A, is a model parameter.

Now, let us start looking at the effect of changes in o, the volatility of the short rate. We can see in
table 4.1 and figures 4.1 and 4.2, that if the volatility of the short rate increases, the system becomes
more numerically challenging, evidenced by a higher eigenvalue ratio and reduced matrix symmetry.
Moreover, the table shows that when the grid size grows, the model becomes more sensitive to volatility
changes, intensifying these matrix properties.

Or N )\max/)\min ||C—CT||F
10 1.6 3.7
0.15 100 73.9 137.5
200 308.4 392.0
300 703.7 722.1
10 1.8 3.8
100 133.8 139.3
0-20 200 552.4 397.2
300 1256.4 731.6
10 1.9 3.9
100 205.4 141.7
0.25 200 851.2 403.9
300 1941.7 744.1

Table 4.1: Matrix properties different values of o, M = 11, o = 1.0, 8 = 0.05, A, = 0.01

Eigenvalue Clustering for g, = 0.15 Eigenvalue Clustering for g, = 0.25

10

Freguency
Freguency

2
) |I|I|I|III|IIIIIIIIIIIIII [T AR
50

10 20 0 40 50 &0 70 0 100 150 200
Eigenvalue Eigenvalue

Figure 4.1: Eigenvalue distribution for different values of o,- and N = 100
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Diagonals of matrix for o, = 0.15

—— Upper Diagonal
Main Diagonal
= Lower Diagonal

0 20 40 60 80 100

Diagonals of matrix for o, = 0.25

= Upper Diagonal
Main Diagonal
—— Lower Diagonal

0 20 40 &0 80

100

Figure 4.2: Diagonals of the matrix for different values of 0. and N = 100. (For a higher o,- the upper and lower diagonals are
further apart from each other)

In tables (4.2), (4.3) we can see what the effect is of the increase in complexity of the matrix on the
efficiency of the iterative solvers GMRES and Bi- CGSTAB. We notice that, in general, an increase in
volatility increases the amount of iterations the methods need to reach the tolerance value 1le — 08. If
we look at gridsize N, we see that despite a bigger N providing a finer discretization and potentially
more accurate solutions, both GMRES and Bi-CGSTAB demand effective preconditioners to ensure
faster convergence. We can see that the Jacobi preconditioner has great impact on the convergence
speed of both methods. The higher the volatility and gridsize the larger the effect is.

Table 4.2: Performance of GMRES for various o, values

GMRES vs BICGSTAB Convergence for o, = 0.15 and N = 200
100

107t
1072
1072
10*

10

Relative Residual

10
107

10-#

oy N | Jacobi | None
10 8 9
100 24 37
Bl 200 50 71
300 49 102
10 9 9
100 26 46
0-20 200 30 92
300 38 133
10 9 7
100 36 64
U2 200 43 115
300 69 164

—&— GMRES None
GMRES JAC

—&— BICGSTAB None

—&— BICGSTAB JAC

o 20 40 60 80 100 120 140

Iteration

Relative Residual

o, N | Jacobi | None
10 12 10
100 47 72
D3 200 91 111
300 150 153
10 11 9
100 65 76
0.20 200 120 127
300 171 203
10 14 10
100 75 89
238 200 115 166
300 199 223

Table 4.3: Performance of Bi-CGSTAB for various o, values

GMRES vs BiICGSTAB Convergence for or = 0.25 and N = 200

10t

102

103

10-*

10

10

107

10-#

—&— GMRES None
GMRES JAC

—&— BICGSTAB None

—&— BICGSTAB JAC

100 125 150 175

Iteration

o 25 50 75

Figure 4.3: GMRES vs Bi-CGSTAB, for different values of o, tol = 10~8

Now we will look what happens to our system by changes in parameter «, the mean reversion speed
of the short rate. If we look at table 4.4 and figure 4.4, we see that increasing/decreasing a has almost
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no effect on the eigenvalue ratio of the matrix. However, when we look at the table 4.4 and figure 4.5,
we see that differences in o have big impact on the symmetry of the matrix in our system. We can see
that this asymmetry becomes even bigger when N, and thus the grid size, increases.

(&3 N )\max/>\min ||O — OT”F
10 1.6 1.9

05 100 132.3 71.7
' 200 543.9 204.4
300 1238.8 376.5

10 1.8 3.8

1.0 100 133.8 139.3
' 200 552.5 397.2
300 1256.5 731.6

10 1.9 5.6

15 100 132.7 206.9
' 200 550.3 590.1
300 1252.9 1086.9

Table 4.4: Matrix properties different values of o, M = 11, o = 0.2, 8 = 0.05, A, = 0.01

Eigenvalue Clustering for @ = 0.5 Eigenvalue Clustering fora =15

10

Frequency
o
Freguency
w

. L o L]
40 (=] 80 100 120 140

o 20 40 0 80 100 120
Eigenvalue Eigenvalue

Figure 4.4: Eigenvalue distribution for different values of & and N = 100

Diagonals of matrix fora = 0.5 Diagonals of matrix fora = 1.5
—— Upper Diagonal —— Upper Diagonal
50 Main Diagonal B0 Main Diagonal
Lower Diagonal Lower Diagonal
a0 A0
20 20
0
o
_\""‘“—-H___ = —
— ——
20 — —~_
T -40 .
—40 T— T—
o 20 40 B0 80 100 o 20 40 B0 80 100

Figure 4.5: Diagonals of the matrix for different values of « and N = 100

Now, knowing that higher values of « lead to a more ill-conditioned matrix and reduced symmetry,
let us look at the convergence behavior of GMRES and Bi-CGSTAB. Although both GMRES and Bi-
CGSTAB show a general trend of increasing iterations with increasing grid size N, we see that they
show different effects in response to changes in the parameter . If we look at figure 4.6, we can see
that for N = 200, an increase in o has a positive effect on the convergence speed of Bi-CGSTAB, but a
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negative effect on GMRES. Moreover, we see that the use of preconditioners has great positive impact
on the convergence speed, especially for GMRES.

«@ N | Jacobi | None
10 6 6
100 18 55
L 200 17 104
300 25 150
10 9 9
1.0 100 26 46
200 29 92
300 34 133
10 7 9
15 100 43 56
200 30 95
300 42 127

Table 4.5: Performance of GMRES for various « values

GMRES vs BICGSTAB Convergence for a = 0.5 and N = 200

107t

107

Relative Residual

—&— GMRES None
GMRES JAC

—&— BICGSTAB None

—&— BICGSTAB JAC

Relative Residual

&0 80

100 120 140 160
Iteration

«@ N | Jacobi | None
10 10 10
100 80 81
U 200 136 136
300 201 207
10 11 9
1.0 100 65 76
’ 200 120 127
300 171 203
10 12 11
15 100 36 76
’ 200 85 113
300 137 182

GMRES vs BICGSTAB Convergence for a= 1.5 and N = 200
a

—8— GMRES None

' GMRES JAC
=&~ BICGSTAB None
—&— BICGSTAB JAC

o 20 40 60 80 100 120 140
Iteration

Figure 4.6: GMRES vs Bi-CGSTAB, for different values of «, tol = 10~8

Table 4.6: Performance of Bi-CGSTAB for various o values

Let us now analyse the effects of the long-term mean parameter 5 on the system model. Table 4.7
shows that both the eigenvalue ratio and matrix symmetry are slightly influenced by changes in 5. We
see that increases in the grid size N have a more significant effect on the matrix properties. Looking
at the Frobenius norm of C' — CT', we see that the matrix tends to become a little bit more symmetric

with higher 3 values.

B N )\max/)\min ||C—CT||F
10 1.7 3.9
100 129.4 143.7
DA 200 540.6 409.6
300 1236.5 754.5
10 1.8 3.8
100 133.8 139.3
0.05 200 552.5 397.2
300 1256.5 731.6
10 1.8 3.7
100 134.0 135.0
DL 200 550.1 384.9
300 1250.5 709.0

Table 4.7: Matrix properties different values of 8, M = 11, o, = 0.2, « = 1.0, A\, = 0.01
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Eigenvalue Clustering for g = 0.03 Eigenvalue Clustering for g = 0.07
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Figure 4.7: Eigenvalue distribution for different values of 5 and N = 100

Diagonals of matrix for @ = 0.03 Diagenals of matrix for 8 = 0.07
—— Upper Diagonal —— Upper Diagonal
&0 Main Diagonal 0 Main Diagonal
Lower Diagonal Lower Diagonal
40 40
20 20
o 0
—
B \ 20 —
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Figure 4.8: Diagonals of the matrix for different values of 5 and N = 100

If we look at the convergence of GMRES and Bi-CGSTAB, we see that they are not as sensitive to
changes in 5 as to the other parameters, suggesting a relatively stable behavior across different long-
term mean values.

I} N | Jacobi | None 16} N | Jacobi | None
10 11 9 10 1 11
100 38 [ 55 100 63 8l
0-03 1 909 24 | 99 0031 900 | 123 | 139
300 31 136 300 | 190 | 205
10 9 9 10 11 9
100 56 | 46 100 65 76
0-05 1 909 29 | 92 0050 900 | 120 | 127
300 31 133 300 | 171 203
10 9 9 10 o 1
100 57 [ 5l 100 65 | 8d
0-07 1900 29 | 95 0-07 1900 | 120 | 130
300 57 136 300 | 168 | 195

Table 4.8: Performance of GMRES for various 3 values Table 4.9: Performance of Bi-CGSTAB for various 3 values
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GMRES vs BICGSTAB Convergence for 8 = 0.03 and N = 200 GMRES vs BICGSTAB Convergence for = 0.07 and N = 200

. —&— GMRES None 1 —&— GMRES None
10 GMRES JAC 1o GMRES JAC
10-2 —&- BICGSTAB None 1072 —&—- BICGSTAB None
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Figure 4.9: GMRES vs Bi-CGSTAB, for different values of 3, tol = 10—8

Let us now look at changes in the matrix properties (table 4.10) in response to different values of
parameter )., the market price of risk. Like the other parameters, we see a consistent increase in
the eigenvalue ratio and asymmetry for larger grid sizes. A positive )\, shows the most substantial
decrease in symmetry (figure 4.11), particularly in larger grids, while positive values, both large and
small, also impact the absolute symmetry but to varying degrees. Moreover, the different values of A,
have almost no effect on the eigenvalue ratio of the matrix our system (see figure 4.10).

)\r N )\max/)\min ||C — CT”F
10 1.7 3.0

10 100 134.3 110.4
' 200 551.8 314.7
300 1253.9 579.7

10 1.8 3.8

0.01 100 133.8 139.3
200 552.5 397.2

300 1256.5 731.6

10 1.8 4.6

1.0 100 132.7 168.9
’ 200 552.5 481.4
300 1258.1 886.6

Table 4.10: Matrix properties for different values of \,.,, M = 11, o, = 0.2, « = 1.0, 8 = 0.05

Eigenvalue Clustering for A, =-1.0 Eigenvalue Clustering for A, =1.0

Freguency
Freguency
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Figure 4.10: Eigenvalue distribution for different values of \,. and N = 100
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Diagonals of matrix forA, = -1.0
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Figure 4.11: Diagonals of the matrix for different values of A\, and N = 100

100

Let us now look at tables 4.11, 4.12 and figure 4.12 to see the influence of X\, on the efficiency of
GMRES and Bi-CGSTAB. We find that with both GMRES and Bi-CGSTAB, the iteration amount varies
subtly across different \,. values, showing no clear trend of increase or decrease. This suggests that
the sensitivity to changes in ), is huanced.

A N | Jacobi | None
10 10 8
_1.0 100 24 50
200 18 95
300 27 137
10 10 9
100 26 46
0.01 200 30 92
300 38 133
10 9 9
1.0 100 34 46
200 28 89
300 38 129

Table 4.11: Performance of GMRES for various A, values

GMRES vs BICGSTAB Convergence for A, =-1.0 and N = 200

Relative Residual

—&— GMRES None
GMRES JAC

—&— BICGSTAB None

—&— BICGSTAB JAC

60

80
Iteration

100

120 140 160

A N | Jacobi | None
10 11 11
—1.0 100 70 82
200 142 137
300 218 183
10 11 9
100 65 76
0.01 200 120 127
300 171 203
10 13 11
1.0 100 50 76
200 112 135
300 166 198

Table 4.12: Performance of Bi-CGSTAB for various )\, values

Relative Residual

GMRES ws BiICGSTAB Convergence for A, = 1.0 and N = 200

107
10t
1072
103

107

=&~ GMRES None
GMRES JAC

—&— BICGSTAB None

—&— BICGSTAB JAC
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Figure 4.12: GMRES vs Bi-CGSTAB, for different values of ., tol = 10—8

4.5. Green Bond GMRES analysis

100

120 140 160

In this section we will delve into the effect of various parameters on the behavior of the matrix equation
used to determine the coupon rate of a green bond. A critical aspect of this analysis is to understand how
different parts of the discretized PDE contribute to the matrix structure and its resulting characteristics.
Unlike the observed tridiagonal matrix in the conventional bond model, we can see that matrix C (4.7)
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in this model is much more difficult due to the inclusion of the carbon price variable ¢;. In this matrix C,
decreasing Ar and Ac significantly influences both the diagonal dominance and the relative symmetry
of the matrix. The main diagonal element 7.5 increases more rapidly due to its dependence on both
(1/Ar)? and (1/Ac)?, enhancing diagonal dominance. This is contrasted with the other 7 coefficients
in the matrix, which grow slower as they depend on single quadratic terms. This differential scaling
not only leads to a matrix that is more diagonally dominant and relatively symmetric but also impacts
the eigenvalues and stability of the system. The eigenvalues become real and positive, which are
indicative for a more stable nhumerical scheme. The enhanced diagonal dominance and symmetry
typically result in real, positive eigenvalues, which are indicative of a stable numerical scheme. This
stability is crucial in ensuring that the numerical solutions are reliable and not prone to oscillations or
numerical instabilities. Note that through this section Amax, Amin refer to the maximum and minimum
eigenvalues of matrix C' and that \,. and \. are model parameters. Because C is not tridiagonal, the
ILU-decomposition is not the same as LU-decomposition, so we can use it as a preconditioner. We
obtained the following system of equations for the green bond:

CB™'=DB' + K" '+ K* (4.6)
where
1—n5 —ng 0 0 0 —ng  —Ng 0
—hy 1—"ny —Ng 0 0 —ny -—ng —Tg 0
0 —fy 1—1N5 —Ng 0
0 0 —ny 1—n5 —nhg 0
C - 0 0 0 —MNy 1-— ns —Ng 0 (47)
0
—’fll —ﬁg —’flg, 0 0 —ﬁ4 1-— ns —’ﬁ,G
—’fll —’ﬁ,g —’fl3 0 ce 0 —TAL4 1-— TAL5 —MNg
0 —7 —Ngy 0 0 0 —ng 1 —1ng
with
. At cocorp/Tj . At O'ETJ‘ a8 — rj) - )\20'1“\/77' - At —Crocorp\/Tj
n=-———-————— no = — —_ nog = ———
YT 2 4ArAC 27 2 2402 2Ar 2 4ArAc
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Now, we will consider the effect changing the volatility of the carbon price parameter, ., has on the
matrix. We can see that when we increase o, the term (0.502¢?) in 7i4, 185 and rig becomes larger.
Consequently, this increases the values on the main-, super- and sub-diagonal of the central band,
impacting the matrix’s diagonal dominance and eigenvalue distribution. Moreover, an increase in o, in
our PDE, enhances (co.0p+/r) and will contribute to the terms iy, 1i3, 777 and 1iy. This has effect on the
off-diagonal elements on the upper and lower band of the matrix. If we look at table 4.13, we see that
increasing o. enhances both the diagonal and certain off-diagonal elements, which leads to a larger
eigenvalue spread. This is because the matrix becomes less diagonally dominant and more difficult.
The increase in far off-diagonal elements contributes to the matrix’s absolute asymmetry, increasing
the Frobenius norm of C — C7.

)
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Figure 4.13: Eigenvalue distribution for different values of o and N = 10

Oc N=P /\max/)\min ||C_CT||F
10 8.4 11.7

05 100 1223.9 1422.8
’ 200 5081.6 5749.8
300 11592.6 12981.3

10 17.5 14.6

0.8 100 2652.0 1760.0
' 200 11013.7 7109.0
300 25131.8 16047.5

10 24.6 18.7

1.0 100 3741.9 2248.3
' 200 15539.9 9079.2
300 35462.8 20493.0

Table 4.13: Matrix properties for different values of o,

30

k-1

We can see in table 4.14 that the number of iterations required for convergence in GMRES (with and
without preconditioners) increases with higher o, and larger grid sizes. This is the direct consequence
of the increasing eigenvalue spread and decreasing symmetry, as both these factors can make the
numerical solution more difficult. We see that the ILU and JAC preconditioners significantly improve
convergence compared to GMRES without preconditioners, particularly at higher volatilities. The effec-
tiveness of ILU in reducing iterations more than JAC can be attributed to its ability to better approximate
the inverse of the matrix.

o. | N=P | ILU | Jacobi | None
10 2 27 30

05 100 6 185 220
200 8 338 420

300 9 478 613

10 2 33 39

08 100 6 213 314
’ 200 9 390 587
300 9 557 833

10 2 35 41

10 100 6 217 363
’ 200 9 417 696
300 9 595 996

Table 4.14: Performance of GMRES for various o values

o. | N=P | ILU | Jacobi | None
10 3 15 17

05 100 5 108 159
200 6 201 331

300 7 297 425

10 3 18 25

08 100 5 142 244
’ 200 6 255 457
300 7 347 689

10 3 20 27

10 100 5 134 276
’ 200 6 286 507
300 8 361 792

Table 4.15: Performance of Bi-CGSTAB for various o. values
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GMRES vs Bi-CGSTAB Convergence for o.=0.5 and N=P=100 GMRES wvs Bi-CGSTAB Convergence for o.=1.0 and N=P=100
101 —&— GMRES None 10-1 —&— GMRES None
BICGSTAB None BiCGSTAB Mone
1072 #— GMRES JAC 102 #— GMRES JAC

BICGSTAB JAC —&— BiCGSTAB JAC

103

1074 w0

10-° 10

Relative Residuals
Relative Residuals

10-° 10

10-7 107

10-# 107

o 50 100 150 200 o 50 100 150 200 250 300 350
Iteration Iteration

Figure 4.14: GMRES vs Bi-CGSTAB for different values of o

In tables 4.16 and 4.17 we show the effect of the short rate volatility parameter o, on our model. We
see that when o, increases, the amount of iterations GMRES and Bi-CGSTAB also grows. But let us
now compare the effects of o, and o, on the efficiency of the iterative solvers. We notice the volatility
of the carbon price, 0. has a more pronounced effect on the efficiency of the iterative solvers than the
volatility of the short rate. In the next section (4.6) we will discuss this in more detail.

o, | N=P | ILU | Jacobi | None o, | N=P | ILU | Jacobi | None
100 6 210 311 100 5 126 230
0.15 200 8 385 582 0.15 200 6 258 453
300 8 548 825 300 7 363 584
100 6 213 314 100 5 142 244
0.2 200 8 390 587 0.2 200 6 255 480
300 9 557 833 300 7 347 689
100 6 229 317 100 5 159 236
0.25 200 8 425 590 0.25 200 6 265 483
300 9 604 838 300 8 357 698

Table 4.16: Performance of GMRES for various o, values Table 4.17: Performance of Bi-CGSTAB for various o, values

Now we will look at the correlation coefficient p. We observe in table 4.18 that for larger grid sizes
(N = P > 100), both the eigenvalue ratios and the Frobenius norms are the same for the different
values of p. This means that the impact of the correlation coefficient p on the matrix characteristics
becomes less pronounced as the grid size increases. But, we can see in figure 4.15 that even if the
eigenvalue ratios are the same, the actual distribution of the eigenvalues in the complex plane can be
different. This is why we still see some differences in the amount of iterations GMRES performs for
different values of p.

Eigenvalue Clustering for p = -0.5 Eigenvalue Clustering for p = 0.5

Freguency
Freguency

1 LH B .

5 10 15 20 5 10 15 20
Eigenvalue Eigenvalue

Figure 4.15: Eigenvalue distribution for different values of p and N = 10
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P N=P >\max/>\min ||C_CT||F
10 17.2 14.6

05 100 2652.0 1760.0
’ 200 11013.7 7109.0
300 25131.8 16047.5

10 17.4 14.6

0.0 100 2652.0 1760.0
' 200 11013.7 7109.0
300 25131.8 16047.5

10 17.5 14.6

05 100 2652.0 1760.0
' 200 11013.7 7109.0
300 25131.8 16047.5

Table 4.18: Matrix properties for different values of p

p N =P | ILU | Jacobi | None P N =P | ILU | Jacobi | None
10 2 32 38 10 3 18 25

05 100 6 213 314 05 100 5 141 233
‘ 200 9 390 587 ‘ 200 6 257 455
300 8 557 833 300 7 350 688

10 2 32 38 10 3 18 25

0.0 100 6 213 314 0.0 100 5 140 212
’ 200 9 390 587 ’ 200 6 255 457
300 8 557 833 300 7 428 700

10 2 33 39 10 3 18 25

100 6 213 314 100 5 142 244

0.05 200 9 390 587 0-05 200 6 255 480
300 8 957 833 300 7 347 689

Table 4.19: Performance of GMRES for various p values Table 4.20: Performance of Bi-CGSTAB for various p values

GMRES vs Bi-CGSTAB Convergence for p=-05 and N=P=100 GMRES vs Bi-CGSTAB Convergence for p=0.5 and N=P=100
101 —8— GMRES Mone 10-1 —&— GMRES None
BICGSTAB Mone BiCGSTAB None
10-2 —8— GMRES JAC 102 —&— GMRES JAC

—8— BICGSTAB JAC —8— BICGSTAB JAC
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o 50 100 150 200 250 300 o 50 100 150 200 250 300
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Figure 4.16: GMRES vs Bi-CGSTAB for different values of p

The carbon price drift parameter 1 directly affects terms 1, and ris in the matrix. These terms influence
the rate of change of the coupon rate with respect to the carbon price. If we look at figure 4.17 and
table 4.21, we can see that changes in i do not show great impact on the eigenvalue ratio. Because p
only impacts 14 and g, we see that the influence on the absolute asymmetry is significant but not the
sole factor. The variation in the number of iterations across different 1 values show that 1 has some
role in the convergence behavior for GMRES.
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Figure 4.17: Eigenvalue distribution for different values of ;, and N = 10
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M N=P )\max/)\min ||C_CT||F
10 17.5 15.7

—0.05 100 2633.0 1885.0
200 10934.7 7613.9

300 24951.6 17186.8

10 17.5 15.1

0.0 100 2643.2 1821.0
' 200 10977.3 7355.6
300 25048.8 16604.0

10 17.5 14.6

0.05 100 2652.0 1759.8
200 11013.7 7108.9

300 25131.8 16047.5

Table 4.21: Matrix properties for different values of

i N =P | ILU | Jacobi | None
10 2 32 38
100 6 213 311
—0.05 200 9 387 577
300 8 553 819
10 2 32 39
0.0 100 6 213 312
' 200 9 388 582
300 8 555 826
10 2 33 39
100 6 213 314
D% 200 9 390 587
300 8 557 833

Table 4.22: Performance of GMRES for various p values

Eigenvalue

15

I N =P | ILU | Jacobi | None
10 3 17 25

100 5 141 233

=09 200 6 255 398
300 7 350 667

10 3 18 25

0.0 100 5 128 230
200 6 274 466

300 7 385 691

10 3 18 25

100 5 142 244

s 200 6 255 480
300 7 347 689

Table 4.23: Performance of Bi-CGSTAB for various p values
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GMRES vs Bi-CGSTAB Convergence for u=-0.05 and N=P=100 GMRES ws Bi-CGSTAB Convergence for u=0.05 and N=P=100
10-1 —&— GMRES None 1071 —&— GMRES None
BiCGSTAB None BiCGSTAB None
1072 -8~ GMRES JAC 102 —o— GMRES JAC
—e— BiCGSTAB JAC —o— BiCGSTAB JAC
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Figure 4.18: GMRES vs Bi-CGSTAB for different values of 1

In table 4.24 we show the effects of )., the market price of risk for the carbon price. When we look at
the eigenvalue ratio and ||C' — CT|| columns, we can see that when ). = 1.0, matrix C has the smallest
eigenvalue ratio, but is the least symmetric. Moreover, GMRES performs the best when A, = 1.0. So
we can conclude that the lower eigenvalue ratio has more impact on the condition number of the matrix
C, than the symmetry.

)\c N=P )\max/)\min ||C_CT||F
10 16.7 11.8

10 100 2585.6 1433.0
' 200 10737.7 5791.1
300 24502.1 13074.4

10 17.5 14.7

—0.01 100 2650.7 1769.4
200 11008.3 7147.6

300 25119.5 16134.7

10 16.1 25.0

1.0 100 2350.7 2992.8
' 200 9760.8 12083.3
300 22273.6 27271.6

Table 4.24: Matrix properties for different values of \.

Eigenvalue Clustering for Ac = -1.0 Eigenvalue Clustering for A. = 1.0

Freguency
Freguency
w
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Figure 4.19: Eigenvalue distribution for different values of A\ and N = 10
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Ae N =P | ILU | Jacobi | None
10 2 34 40
10 100 6 214 328
200 9 401 627
300 9 573 906
10 2 33 39
100 6 213 314
—0.01 200 9 390 586
300 8 557 832
10 2 28 34
1.0 100 5 202 262
’ 200 6 364 477
300 7 521 681

Table 4.25: Performance of GMRES for various \. values

GMRES vs Bi-CGSTAB Convergence for A.=-1.0 and N=P=100

—&— GMRES None
BiCGSTAB None

—&— GMRES JAC

—&— BiCGSTAB JAC

Relative Residuals

1078

100 150 200 250 300

Ae N =P | ILU | Jacobi | None
10 3 22 27

14 100 5 144 245
‘ 200 6 254 501
300 7 383 678

10 3 18 25

100 5 142 244

-0.01 200 6 255 480
300 7 347 689

10 3 17 19

16 100 5 138 225
: 200 6 273 385
300 7 403 528

Table 4.26: Performance of Bi-CGSTAB for various \. values

GMRES wvs Bi-CGSTAB Convergence for A.=1.0 and N=P=100

Relative Residuals

—&— GMRES None
BiCGSTAB None

—&— GMRES JAC

—&— BiCGSTAB JAC

150
Iteration

50 100

Figure 4.20: GMRES vs Bi-CGSTAB for different values of A.

Iteration
Ar N =P | ILU | JAC | None
10 2 29 35
1o 100 6] 212 318
’ 200 8 | 392 592
300 8 | 548 839
10 2 33 39
100 6| 214 313
0.01 200 91 390 586
300 8 | 557 831
10 2 35 40
1.0 100 5 | 237 333
200 9| 419 580
300 71 590 823

Table 4.27: Performance of GMRES for various )\, values

200 250

Ar N =P | ILU | JAC | None
10 3 16 22

10 100 51 135 245
200 6 264 426

300 7| 354 686

10 3 19 25

100 5 142 232

0.01 200 6 | 256 466
300 71 380 650

10 3 22 29

1.0 100 51 156 231
200 9| 284 441

300 7 404 579

Table 4.28: Performance of Bi-CGSTAB for various )\, values



45. Green Bond GMRES analysis 57

GMRES vs Bi-CGSTAB Convergence for A,=-1.0 and N=P=100 GMRES ws Bi-CGSTAB Convergence for A,=1.0 and N=P=100
10-1 —&— GMRES None 10-1 —&— GMRES None
BICGSTAB None BiCGSTAB Mone
10-2 —a— GMRES JAC 102 —8— GMRES JAC
—e— BiCGSTAB JAC —e— BiCGSTAB JAC
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Figure 4.21: GMRES vs Bi-CGSTAB for different values of A,

Let us now compare the GMRES and Bi-CGSTAB methods between the different coupons at the same
time step i. We use the parameter setting as described in the table below and obtain table 4.29. We
observe that for V; the most iterations are needed and fewer for subsequent coupons. This is because,
as the model progresses back in time, the solutions for each time step are closer to the previous
solutions. In iterative solvers, the convergence rate is often influenced by how "close” the initial guess
is to the true solution.

Parameter values
«@ 1.0 8 | 0.05
o. | 0.8 or | 0.2
w0051 p | 02

N =P =300 GMRES Bi-CGSTAB
M =11 ILU | Jacobi | None | ILU | Jacobi | None
Vi 6 214 313 5 141 247
Vs 6 209 249 5 132 195
V3 5 199 241 5 115 190
Vi 5 195 238 4 114 187

Table 4.29: Performance of GMRES and Bi-CGSTAB for different coupons
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4.6. Comparative Analysis of the Conventional and Green Bond mod-

els

Having thoroughly analyzed the numerical properties and behaviors of the models, we will conduct
a comparative analysis of the results from the previous sections. This analysis aims to enhance our
understanding of how environmental factors impact the convergence efficiency of the iterative methods.
Let us begin by looking at the green bond model, focusing on the volatility parameters o,. and o.. The
iteration counts for convergence, as observed in the tables in the previous section, reveal that carbon
price volatility o. significantly impacts the model more than short rate volatility o, (tables 4.30, 4.31).
This effect indicates that variations in carbon price introduce a higher degree of variability into the model
than changes in the short rate do. This heightened sensitivity to . stems from the particular way the
carbon price interacts with the model and its variables. The inclusion of the double knock-out call option
on the carbon price further accentuates this effect. This feature means that high o. can lead to more
frequent triggering of the knockout barriers, resulting in abrupt and significant changes in the coupon
rate’s valuation. This does not hold for o,. because this parameter does not directly interact with this
part of the model. We can conclude that the double knockout option on the carbon price, while making
the model more dynamic and market-responsive, also increases computational complexity, especially
in high volatility scenarios.

N =P =300 GMRES Bi-CGSTAB
oy ILU | Jacobi | None | ILU | Jacobi | None
0.15 8 548 825 7 363 584
0.25 9 604 838 8 357 698

Table 4.30: Performance of GMRES and Bi-CGSTAB for various o,- values in the Green Bond model

N =P =300 GMRES Bi-CGSTAB
. ILU | Jacobi | None | ILU | Jacobi | None
0.5 9 478 613 7 297 425
1.0 9 595 996 8 361 792

Table 4.31: Performance of GMRES and Bi-CGSTAB for various o. values in the Green Bond model

Let us now examine how the short rate volatility affects both the GMRES and Bi-CGSTAB solvers
for both bond models. We choose the same values for the short rate o, in both models and look at
table (4.30, Green bond), and table (4.32, Conventional Bond). The first thing we notice is the vast dif-
ference in iteration counts between the two models. So the extra complexity in the green bond model,
due to the carbon price influence compounded by the double knockout mechanism, requires substan-
tially more iterations for convergence. This is present in scenarios with and without preconditioners.
Furthermore, the GMRES solver shows a substantial increase in iterations from 548 to 604 as o, rises
from 0.15 to 0.25. This increase, being more significant in absolute terms, has a lower increase in per-
centages compared to the conventional bond model. This suggests that while the green bond model’s
difficulty leads to higher absolute numbers, its sensitivity to short rate volatility is less dominant.

N =300 GMRES Bi-CGSTAB
o Jacobi | None | Jacobi | None

0.15 49 102 170 167

0.25 68 164 236 236

Table 4.32: Performance of GMRES and Bi-CGSTAB for various o, values in the Conventional Bond model

Let us now look at the amount of iterations for lower values of the carbon price volatility, .. As evident
from table 4.33, the iteration counts required for convergence in the green bond model with lower o,
values are not much higher than those for the conventional bond model. However, it is important to
note that these lower volatility scenarios are not entirely representative of the typical market conditions
for the carbon price due to the great amount of factors influencing the price [19]. This higher volatility is
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also consistent with our parameter calibration earlier. Thus, while lower volatility scenarios show more
similar convergence rates, they probably do not typically represent the real-world conditions under
which green bonds operate [13][14].

N =P =300 GMRES Bi-CGSTAB
. ILU | Jacobi | None | ILU | Jacobi | None
0.15 7 329 338 5 197 244
0.25 7 371 409 6 246 315

Table 4.33: Performance of GMRES and Bi-CGSTAB for lower o values in the Green Bond model

Another factor we have to consider is the increasing trend in the introduction of new environmental
regulations by governments all around the world. These regulations typically drive the carbon price
upwards, reflected in a larger or positive p in our model. In table 4.34, we can see how a positive u
affects the performance of GMRES and Bi-CGSTAB. We observe that as ;. becomes more positive,
the number of iterations required for convergence slightly increases for both GMRES and Bi-CGSTAB.
This effect is less pronounced when using one of the preconditioners. In addition to influencing the
drift parameter 1 of the carbon price, regulatory shifts and policy changes often introduce uncertainties
and rapid adjustments in the market, which can significantly increase its volatility o. in our model. As
previously shown in table 4.31 this has a notable impact on the convergence efficiency of the iterative
solvers.

N = P =300 GMRES Bi-CGSTAB
I ILU | Jacobi | None | ILU | Jacobi | None
—0.05 8 553 819 7 350 667
0.05 8 557 833 7 347 689
0.10 8 559 838 7 350 713

Table 4.34: Performance of GMRES and Bi-CGSTAB for various p values in the Green Bond model

Furthermore, abnormal changes in traditional energy prices, particularly oil, can significantly impact
the carbon market [33]. For example, as we have seen last year, a sudden increase in oil prices might
make alternative energy sources, including renewable energy, more economically attractive. Such
fluctuations can cause uncertainty in the demand for and supply of carbon credit allowances, leading
to increased price volatility o, thereby, as we comprehensively established thus far, resulting in an
increase in required iterations.

Now we will analyse the 'Greenium’ effect on the performance of GMRES and Bi-CGSTAB in both bond
models. As a brief reminder, the 'Greenium’ effect, is the phenomenon where investors exhibit a higher
willingness to accept risks and lower returns for green bonds due to their sustainable nature[4]. In the
context of financial engineering, this would mean the market price of risk parameter A tends to be more
negative. Let us start considering the effect of both market price of risk parameters, A, and ). in the
green bond model. We can see in tables 4.35 and 4.36 that more negative values of A, and )\, lead to
iterations required for both GMRES and Bi-CGSTAB solvers.

N =P =300 GMRES Bi-CGSTAB
Ae ILU | Jacobi | None | ILU | Jacobi | None
-1.0 9 573 906 7 383 678
—0.01 8 557 832 7 347 689

Table 4.35: Performance of GMRES and Bi-CGSTAB for various \. values in the Green Bond model
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N =P =300 GMRES Bi-CGSTAB
Ar ILU | Jacobi | None | ILU | Jacobi | None
-1.0 8 548 839 7 354 686
—0.01 8 557 831 8 380 629

Table 4.36: Performance of GMRES and Bi-CGSTAB for various \,- values in the Green Bond model

The conventional bond model only includes the market price of risk in the short rate,\,.. Here, )\, is
likely to be positive, reflecting investors’ preference for higher returns, as sustainability factors are not
considered. We can see in table 4.37 that more positive values of A, result in fewer iterations required
for both solvers.

N =300 GMRES Bi-CGSTAB
Ap Jacobi | None | Jacobi | None

0.01 38 301 193 227

1.0 38 273 193 220

Table 4.37: Performance of GMRES and Bi-CGSTAB for various \,- values in the Conventional Bond model

Thus, this Greenium effect has significant impact on the performance of GMRES and Bi-CGSTAB and
can be seen as another environmental factor that increases the difficulty for iterative solvers in the con-
text of green bonds, differentiating them from conventional bonds.

In conclusion, this comparative analysis between the conventional and green bond models highlights
the substantial influence of environmental factors on the convergence of the iterative methods GM-
RES and Bi-CGSTAB. We observe that the green bond model’s sensitivity to carbon price volatility,
o., hotably increases the computational complexity. The ‘Greenium’ effect further differentiates the
green bond model by affecting the market price of risk parameters, thereby increasing solver iterations.
These findings underscore the significant impact environmental variables have in the performance and
robustness of established numerical methods.

Additionally, it is important to discuss the impact of grid size on our models, particularly in the context
of the green bond model. In our analyses, the grid size was constrained to a maximum of 300 x 300,
which was the maximum for practicality. However, we observed the rapid increase in the number of
iterations required for convergence as the grid size increases, especially for the carbon price volatility,
Oc.



Conclusion & Discussion

The primary objective of this thesis was to explore the impact environmental factors have on the pric-
ing methods of green bonds. During the literature review, we discovered that environmental factors
significantly influence the carbon price and its dynamics. Consequently, we developed a model for
the coupon rate of a green bond that is not only dependent on traditional financial factors, such as the
short rate (), but also depends on the carbon price ¢;. With this approach, we were able to to integrate
environmental aspects into the valuation of green bonds, thereby reflecting the evolving landscape of
sustainable finance. The coupon rate had the payoff mechanism of a European call option on the car-
bon price. From a financial perspective, this is reasonable as green bonds are issued to fund projects
with environmental benefits. When issuers perform well, they contribute positively to the environment,
which in turn can lead to a reduced demand for carbon allowances. This reduction in demand can
cause a decrease in the carbon price, consequently leading to lower coupon payouts. This mechanism
not only incentivizes issuers to perform better environmentally but also aligns the interests of investors
with sustainable environmental practices. We fitted the model to real market data to obtain estimations
for all the parameters. We compared this model with the model for the coupon rate of a conventional
bond, only dependent on the short rate r;.

In chapter 4 we did a detailed analysis of both the model’s numerical properties, focusing on matrix
characteristics, eigenvalue distributions, and the influence of various parameters. This comparative
analysis highlighted the unique challenges and complexities introduced by environmental factors. Then
we investigated the performance of the GMRES and Bi-CGSTAB methods found that the green bond
model consistently required more iterations for these methods to converge. This increased demand for
iterations was primarily attributed to the high volatility of the carbon price o.. We showed that when the
values of the carbon price volatility (o.) were low, the models exhibited similar requirements in terms
of the number of iterations needed. However, considering the multitude of environmental factors and
their inherent uncertainties, which in our model are collectively represented through the carbon price,
a realistically high o. is more appropriate. This aligns with the calibration we conducted in Chapter 2.
Additionally, we investigated the 'Greenium’ effect, where investors are willing to accept higher risks
and lower returns for green bonds. We observed that this also resulted in extra required iterations for
the iterative methods.

The performance of GMRES and Bi-CGSTAB varied between the green and conventional bond mod-
els. Notably, for the green bond model, Bi-CGSTAB outperformed GMRES in terms of efficiency and
required iterations. However, for the conventional bond model, GMRES demonstrated superior perfor-
mance compared to Bi-CGSTAB. Furthermore, the use of ILU and Jacobi preconditioners was found to
be effective in increasing the convergence rate of the GMRES and Bi-CGSTAB methods for both bond
models.

Having achieved significant findings, these also presents opportunities for further research. There are
many other innovative ways of integrating environmental impacts into financial models. For instance,
environmental impact could be modeled as a direct modifier of the green bond’s face value, F'V, or as
a factor influencing its maturity time 7. Moreover, future studies could expand this scope to include
diverse environmental metrics such as carbon footprint and sustainability ratings. In Chapter 4 we only
considered the CIR model, future research could incorporate the VaSi¢ek model, which does allow for
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negative rates. Exploring additional matrix properties could also provide a deeper understanding of the
numerical behaviors and challenges in sustainable finance modeling. Our analyses were constrained to
a grid size of 300 x 300, which indicated a rapid increase in the number of iterations required for conver-
gence, especially in the green bond model, as the grid size increases. This suggests that larger grids,
potentially necessary for more detailed market modeling, could significantly escalate computational
demands. The limitation to GMRES and Bi-CGSTAB methods with ILU and Jacobi preconditioners
also suggest there are many more other iterative methods and preconditioning techniques to investi-
gate. This exploration could potentially uncover more efficient strategies for handling complex financial
models.
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Black-Scholes PDE Derivation

Let V(¢,S) denote the option value, dependent on time ¢ and the stochastic process S. Using Itd’s
lemma, we derive its dynamics

aVv aVv 10%V

oV LV 1, 0V ov

We then construct a portfolio II(¢, S) containing one option V (¢,.5) as well as some amount —A of the
underlying asset S(t). This yields

1(t, S) = V(t,S) — AS(t). (A1)

We use the result of I1t6’s lemma to derive the dynamics of portfolio 11

dIl = dV — AdS (A2)
LoV oV 1, ,0%V ov
= <8t + ,LLS% + 50’ S W dt + O'S%de — A([LSdt + O'Sde) (A3)

oS 2 052 08

This portfolio contains randomness due to the ¢S (g—‘g - A) dW p term, which we want remove by choos-
ing

2
= PV + usS (av - A> + 102528‘/} dt + oS (8V — A) dWp.

_ov
EEE

2
dIl = <8V + 102528‘/) dt.

A (A.4)

Then, equation A.2 becomes
ot 2 952

To avoid arbitrage, the money invested in a risk free savings account must be exactly the same as the
value this portfolio would generate. We model this for amount,II(¢, S), as

dTT = rTIdt (A.5)
1%

In the second equality, we used equations A.1 and A.4. Finally, by equating equations A.3 and A.5
and dividing by dt, we obtain the Black-Scholes PDE:

oV OV 1, L,V
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