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2 CONVERTIBLE BONDS IN A DEFAULTABLE DIFFUSION MODEL

1 Introduction

In [4], working in an abstract set-up, we characterized arbitrage prices of generic Convertible Securi-
ties (CS), such as Convertible Bonds (CB), and we provided a rigorous decomposition of a CB into a
bond component and a (game) option component, in order to give a definite meaning to commonly
used terms of “CB spread” and “CB implied volatility.” Moreover, in [B], we showed that in the haz-
ard process set-up, the theoretical problem of pricing and hedging CS can essentially be reduced to a
problem of solving a related doubly reflected Backward Stochastic Differential Equations (R2BSDE
for short in the sequel, see [0]). Finally, in [6], we established the formal connection between this
R2BSDE and related variational inequalities with double obstacle in a generic Markovian intensity
model. The related mathematical issues are dealt with in Crépey [13} [14].

In this paper, we study CSs (in particular, CBs) in a specific market set-up. Namely, we consider
a primary market consisting of: a savings account, a stock underlying a CS, and an associated credit
default swap (CDS) (or, alternatively to the latter, a rolling CDS more realistically used as an hedging
instrument, see Section and [7]). We model the dynamics of these three securities in terms of
Markovian diffusion set-up with default (Section . In this model, we give conditions, obtained
by applying the general results of [I3] [14], which ensure that the R2BSDE related to a CS has a
solution (Proposition , and we provide the associated (super-)hedging strategy (Theorem [3.2)).
Moreover, we characterize the pricing function of the CS in terms of viscosity solutions of associated
variational inequalities (Theorem , and we prove the convergence of suitable approximation
schemes (Theorem [3.4)). We then specify these results to a convertible bond and its decomposition
into straight bond and option components (Section .

The above-mentioned model appears as the simplest equity-to-credit reduced form model one
may think of (the connection between equity and credit in the model being materialized by the
fact that the default intensity v depends on the stock level S), and it is thus widely used in the
industry for dealing with defaultable convertible bonds. This was the first motivation for the present
study. The second motivation was the fact that all assumptions that we postulated in our previous
theoretical works [4, [5, [6] are satisfied within this set-up; in this sense, the model is consistent with
our theory of convertible securities. In particular, we worked in [4, [6] under the assumption that the
value Uf® of a CB upon a call at time ¢ yields, as a function of time, a well-defined process satisfying
some natural conditions. In the specific framework of this paper, using uniqueness of arbitrage prices
(Proposition and Theorem and a form of continuous aggregation property of the value Uf®
of a CB upon a call at time ¢ (Theorem ii)), we are actually able to prove that this assumption
is satisfied, and we also give ways to compute Uf® (Theorems and .

2 Model

In this section, we introduce a simple specification of the generic Markovian default intensity set-up
of [6]. More precisely, we consider a defaultable diffusion model, with time and stock-dependent
local default intensity and local volatility (see also [2] 11, [I8], 19, (28] [TT]).

2.1 Canonical Construction

Let us be given, relative to a finite horizon date T > 0, a filtered probability space (Q,F,G,Q)
satisfying the usual conditions, where F is the filtration of a standard Brownian motion W on [0, T]]
under Q. Here Q is devoted to represent a risk-neutral probability measure on a financial market to
be defined below. We define the pre-default factor process S (to be interpreted later as the pre-default
stock price of the firm underlying a CB) as the following diffusion over [0, 7] :

dsS; = gt((r(t) —q(t) + (¢, §t)) dt + o(t, §t) th), So=r€R (1)
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with related generator

0282

L=0+(r—q+ny)S0s + 5

02 (2)

Assumption 2.1 (i) The riskless short interest rate r(t), the equity dividend yield ¢(¢) and the
local default intensity v(t,S) > 0, are bounded Borel-measurable functions, and 7 is a non-negative
constant;

(ii) The local volatility o(¢,S) is a positively bounded Borel-measurable function, so in particular
o(t,S) > o, for a positive constant o;

(iii) The functions (¢, S)S and o(t, S)S are Lipschitz continuous in S, uniformly in ¢.

Note that we authorize negative values of r and/or g, in order, for instance, to possibly account
for repo rates in the model.

Under these assumptions the SDE H admits a unique strong solution S. Moreover, the following
a priori estimate is available, for any p € [2,+00) (see, e.g., [13]),

Eq| sup ISiIP] <C(1+ ). (3)
t€[0,T)

Remark 2.2 (i) For > 0 the solution of (1] is non-negative. In this work we find it convenient to
define for any initial condition x € R, even though only the positive values will have a financial
interpretation. This will be useful for the variational inequalities approach (see Remark .

(ii) The fact that v may depend on S in this model is crucial, since this dependence actually
conveys all the ‘equity-to-credit’ information in the model. A natural choice for + is a decreasing
(e.g., negative power) function of S capped when S is close to 0. A possible refinement is to positively
floor . The lower bound on v then represents pure credit risk, as opposed to equity-related credit
risk.

We define the [0, T]U{+oc}-valued random default time 74 by the so-called canonical construction
[8]. Specifically, we set (by convention, inf ) = co)

Td:inf{te[O,T];/ot 'y(u,gu)du2€}7 (4)

where ¢ is a unit exponential random variable on (Q,F, G, Q) independent of W. We set H, = 1,,<;
and

t
M =H, — / (1 — Hy)y(u, S,,) du.
0

Let H be the filtration generated by the process H and the filtration G be given as F vV H. Because
of our construction of 74, the process ~(t,S;) is the F-intensity of 74 and the process M? is a
G-martingale, called the compensated jump martingale. Moreover, the process

P(r>t|F)=e" Jo v(w,Su) du

is continuous and non-increasing. This implies in particular that the filtration F is immersed in G
(Hypothesis H holds, in the terminology of [§]), in the sense that all F-martingales are G-martingales.
So the F-Brownian motion W is a G-Brownian motion under Q. Note also that (F,Q; W) has the
local martingale predictable representation property, since we assumed that F is the filtration of the
Brownian motion W on [0,7].

2.2 Specification of the Primary Market Model

Given a reference entity (firm) with default time 74 issuing a CS with maturity T, we consider on
the time interval [0, 7] a primary market composed of the savings account and two primary risky
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assets:

e the stock S of the reference entity, with fractional loss upon default assumed to be a constant
0<n<1

e a CDS contract B written at time 0 on the reference entity, with maturity T > T, protection
payment process given as a Borel-measurable bounded time-functional v(t), and contracted CDS
spread v.

We denote the discount factor process (inverse of the savings account) as (3, so that 8, =

e~ Jo rWdu We also introduce the credit-risk adjusted discount factor oy = e~ Jo (r(w+y(w,50))du ,

where p(t, S) =7r(t)+~(t,95).
Consistently with arbitrage requirements (cf. [6]), we assume that the dynamics of the pre-default
price processes of the stock and of the CDS are given as S, in for S, and as B, = (t St) for

the CDS, where the (credit protection buyer) CDS pre-default pricing function B(t S) is the unique
classical solution to the following PDE with generator £ (cf. (2)):

LB(t,S) + 6(t,S) — pu(t,S)B(t,S) = (5)

with terminal condition 0 at time 7', and where 8(¢, ) = (v(t)7(t, S) — ) is the pre-default dividend
process of the CDS (as seen from the perspective of the protection buyer). We then define the stock
and CDS price processes by, for t € [0,T] :

S=HS, B=HB

as well as the related discounted cumulative prices

:g\t:St—i_ﬁt_l/

[O,t/\Td]

ﬁuQ(u)Sudu7 Et = Bt + 6{1/ 6u(Vu dHu - Ddu)

[O,t/\Td}

In the financial interpretation, S and B respectively denote the current value at time ¢ of a
buy-and-hold strategy in one stock share and in one CDS contract at time 0, assuming that the
related dividends are immediately reinvested in the savings account.

Since BS and 6B are manifestly locally bounded processes, the arbitrage (rzsk neutral) prlcmg
measures on our primary market model are given by the probability measures Q Q such that 6,9
and 3B are (G, Q)-local martingale (see, e.g., [6]). Note that consistently with the general results
of [B], we have for t € [0, 7] :

S W,
(35 ) e () ®

where the G-predictable dispersion matriz process X is given by

(t St)St —7’]§t,

e = dsB(t,8)c(t,8)S, (v(t)— B,)

(7)

So in particular Q is a risk-neutral measure on our primary market model. We work in the sequel
under the following

Assumption 2.3 X is invertible on [0, 74 A T].
We then have the following

Proposition 2.1 For any risk-neutral probability measure @ on the primary market, we have that
Eg (% gt) =1on 0,74 AT].
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Proof. Given a probability measure @ equivalent to Q on (2,Gr), the Radon-Nikodym density
Z; = Eqg (% ’gt) is a positive (G, Q)-martingale. Therefore, by Kusuoka [27], there exist two
G-predictable processes ¢ and ¢? such that

dZy = Zy— (e dWy + @ dM), ¢ € [0,T). (8)

A probability measure @ is then risk-neutral iff the process 6)? is a (G,@)—local martingale, or
equivalently, if the processes 3SZ and SBZ are (G,Q)-local martingales. These conditions are
satisfied if and only if

% (g ) =0 ®)

Until 74 AT the unique solution to @ is p = ¢ = 0. We conclude that Z =1 on [0, 74 A T). O

Proposition shows that the postulated market model is complete, provided that all trading
activities are stopped at the random time 74 A T. It is also complete after default time 74 if n < 1,
that is, the equity is still traded after default. It is worth stressing that the model is no longer
complete after default if n = 1, since in that case the only instrument traded after default is the
savings account. In the latter case, the non-uniqueness of a risk-neutral probability measure holds.

2.2.1 Rolling CDS

In practice traders typically use a rolling CDS (see [7]) as hedging instrument, rather than a plain
CDS contract as considered above. The rolling CDS in fact corresponds to the wealth process of a
self-financing trading strategy that amounts to continuously rolling one unit of long CDS contracts
indexed by their inception date t € [0,T], with respective maturities T(t), where T is an increas-
ing piecewise constant time-functional with T(T) > T (see [7] for details). We shall denote such
contracts as CDS(¢,T(t)). This strategy amounts to holding at every time ¢ € [0,7] one unit of
the CDS(t,T(t)). At time ¢ + dt the unit position in the CDS(¢,T(t)) is unwounded, the proceeds
(which may be positive or negative depending on the evolution of the market between ¢ and t + dt)
are reinvested in the savings account, and a freshly emitted CDS(t + dt, T(t + dt)). is entered at no
cost. This procedure is carried on in continuous time (to be understood as: every day, in a practical
context of trading) until the hedging horizon T. In the case of a rolling CDS, the entry BE in @
is then to be understood as the discounted cumulative value process of this strategy, and the only
change wrt to the case of a standard CDS is that the dispersion matrix ¥ in needs to be changed
into (see Appendix |Al

O'(t,gt)gt _ngt—

~ | asPt, 8)a(t, S,)S, — (L, 8))dsFt(t, §)a(t,S) S, v(t) (10)

2y

Here the functions P! and ﬁf are the pre-default pricing functions of the protection leg and the fee
leg, respectively, of CDS(t,T(t)). They are characterized as the solutions of PDEs of the form
on [t,T(t)] with functions § therein respectively given by §'(u, S) = v(u)y(u,S) and §*(u,S) = 1,

and where 7(t, S;) = II;E;%%

denotes the related spread.

3 Convertible Securities

We now specify to the above model the notion of a convertible security, previously introduced in
a general set-up in [4]. Let 0 (resp. T with 0 < T < T) stand for the inception date (vesp. the
maturity date) of a convertible security (CS) with underlying S. For any ¢ € [0,7], we write F
(resp. Gh) to denote the set of all F-stopping times (resp. G-stopping times) with values in [t, T].



6 CONVERTIBLE BONDS IN A DEFAULTABLE DIFFUSION MODEL

Given the time of lifting of a call protection of a CS, 7 € F2, let also Ft stand for {p € Fh; o > 7}
and G4 stand for {o € G&; o ATqy > 7 A 74}. Let finally 7 denote 7, A 7. for any (7, 7.) € G& x GL.

Definition 3.1 A Conwvertible Security with underlying S is a game option (see [4, (5] [6] 26, 25]) with
the ex-dividend cumulative discounted cash flows 7(t;7,,7.) given by the formula, for any ¢ € [0, 7]
and (7, 7.) € Gh x GL,

6{/T(t; Tp, TC) = / 611 dD., + ]]-{‘rd>7'}ﬁ7’ (1{T=TP<T}LTP + ]l{‘f'c<7'p}UTc + ]]‘{T=T}£>)
t

where:
o the dividend process D = (Dy)c(o,r] equals

D, = / (1-H,)dC,+ | R,dH,
[0,¢] [0,]

for some coupon process C = (Ct)efo,1], which is a G-adapted cadlag process with finite variation,
and some real-valued, G-predictable recovery process R = (Ry)¢ejo,11;

o the put payment L is given as a G-adapted, real-valued, cadlag process on [0, 77,

o the call payment U is a G-adapted, real-valued, cadlag process on [0, 7], such that

L <U; for te€[rgAT,7q NT),
e the payment at maturity £ is a Gp-measurable real random variable.

In addition, the processes R, L and the random variable ¢ are assumed to satisfy the following
inequalities, for some positive constant c:

—CSRtSC(l\/St), tG[O,T],
—c<Li<c(lVSy), te][0,T], (11)
—c<¢<c(lVvSr).

Theorem 3.1 If the Q-Dynkin game related to the CS admits a value I1, in the sense that
esSSUp, gt essinf_ €t E@( (& 7, Te) | gt) =1II, (12)
= essinf,_cg: esssup, cge Eq (7 (t; 7, 7e) | G), telo,T],

and 11 is a G-semimartingale, then I is the unique arbitrage (ex-dividend) price of the CS.

Proof. Except for the uniqueness statement, this follows by applying the general results in [4].
To verify the uniqueness property, we first note that given the estimate |Ij on S (hence S), the
general results of [4] also imply that any arbltrage price of a CS is given by the value of the related
Dynkin Game for some risk-neutral measure Q Now, for any such risk-neutral measure Q, we
have that Z; = Eq (m Qt) =1 on [0,74 A T], by Proposition Furthermore, m(t;7,,7.) is a

G-, ar-measurable random variable. Therefore, for any ¢ € [0,T],7, € Gk, 7. € G},

E@ (W(t;Tch) ’ gt) = EQ(W(t; Tp, Te) ‘ gt). (13)

In conclusion, the @-Dynkin Game also has value II. O

We now define special cases of CSs, corresponding to American-style and European-style CSs,
respectively. Formally,

Definition 3.2 A non-callable CS (denoted as PB, cf. [4]) is a convertible security with 7 = T,
or, equivalently, U = co. An Elementary Security (ES) is a non-callable CS with bounded variation
dividend process D over [0, T], bounded payment at maturity &, and such that

0.4 ﬁu dD, + ]1{7'd>t}/3tLt < 0.7] 5u dD, + ]]'{Td>T}IBT§7 te [Oa T) (14)
0t 0,T



T.R. BIELECKI, S. CREPEY, M. JEANBLANC AND M. RUTKOWSKI 7

By Definition [3.2] PBs and ESs are special cases of CSs. Note that, given Theorem [3.] a PB
(resp. an ES) can be redefined in a more standard way as a financial product with ex-dividend
cumulative discounted cash flows 7(t;7,) (resp. ¢(t)) given as, for t € [0,7] and 7, € G,

B (t; ) = / BudDy + L ir,5r,) B, (Lir, <1y Lr, + Lir,—1)€)
t

(vesp. Gr6(t) = J, Bu Dy + 1,57y B7€ for every t € [0, T)).

Returning to the case of a general CS, we further postulate in the Markovian set-up of this paper,
that

Assumption 3.3 e the coupon process C; = C(t) := f[O,t] c(u)du + 3 g7, < ¢t, for a bounded
Borel-measurable continuous-time coupon rate function c(-) and deterministic discrete times and
coupons T; and ¢, respectively; for reasons that will become clear in Section we take the tenor
of the discrete coupons as Tp =0< Ty < --- <Tkx_1 < Tk, with T < Tk;

e the recovery process R; is of the form R(t,S;—) for a Borel-measurable function R;

o { =¢&(S7), Ly = L(t,S:), Uy = U(t, S) for a Borel-measurable function £ and Borel-measurable
functions L, U such that for any ¢, S, we have

L(t,5) <U(t,5), L(T,S)<&(S) <U(T,S).

Definition 3.4 We define the accrued interest at time ¢ by

t—T;,1

A =
T, T 1

c, (15)
c't

where i, is the integer satisfying T;,_1 < ¢t < T;, and we let p(t) = 77— - Note that on open
i —Tiy—
intervals between the discrete coupon dates we have dA; = p(t) dt. We also set

Ye=7(t,50),  w(t,S) =r) +y(tS),  n = plt,S), (16)
so that a; = e~ Jo #udv and for t € [0, 7] (with the convention that Ag_ = 0)
t
Ay = d(O‘A)u = / Ay (pu - ,uuAu) du — Z aTiCi' (17)
[0,¢] 0 0STo<t

To a CS with data (functions) C, R,¢, L,U and lifting time of call protection 7 € F?, we associate
the Borel-measurable functions f(t,S,0) (for 6 real), g(S), £(t,S) and h(t,S) defined by

9(8) =&(S) — A, L(t,5) = L(t,5) — A, h(t,5) =U(t,5) — A,
and
f(t,8,0) =~(t,S)R(t,S) + T'(t,S) — u(t, S)o, (18)

where in turn I'(¢, S) = c(t) + p(t) — pu(t, S)A;. In the case of a non-callable CS, the process U is
irrelevant, and thus we may and do set h(t,S) = +o00. Moreover, we note that in the case of an ES,
which is a special case of non-callable CS, the process L plays no role and thus we set £(¢,.5) = —cc.
Finally, we define the processes and random variables associated to a CS (parameterized by 6 € R,
regarding f) as

ft(o) = f(t7§t79)a g = g(gT)a by = E(tvgt)a hy = h(ta §t)

In order to ensure stability of solutions to the related BSDEs (see below) and, incidentally, to
ensure well definedness of the previous processes, we work henceforth under the following

Assumption 3.5 The functions r, 7, g, 4, h, R, ¢ are continuous.
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3.1 Doubly Reflected BSDEs Approach
We define:

H? — the set of real-valued, F-predictable processes © such that EQ[ fOT o2 dt} < 00,

S? — the set of real-valued, F-adapted, continuous processes © such that

EQLES[%%] @?] < 00,

A? — the space of finite variation continuous processes K with (continuous and non decreasing)
Jordan components K+ € S? null at time 0,

A? — the space of non-decreasing processes in A%

For any K € A%, we thus have that K = KT — K, where K* € A? define mutually singular
measures on RT.

Given a CS with data C, R, £, L, U, 7 and the associated processes and random variables ( f, g, £+, hy),
we introduce the following doubly reflected Backward Stochastic Differential Equation (£) with data
(ft, 9,4, he, 7) (R2BSDE for short, see [0l [13]), such that for ¢ € [0, T:

—d@t = ft(@t) dt + th _Zt th7 @T =g,
<O < hy, ()
(0, — ) dK;" = (hy — ©;) dK; =0,

where we set hy = L(t<7y00 + L(y>7y I, using the convention that 0 X oo = 0.

Definition 3.6 (i) By a solution to (£), we mean a triple of processes
(0,Z,K) € 8% x H* x A

that satisfies all conditions in (£) for any 0 < ¢t < T. In particular, © and K have to be continuous
processes.

(ii) In the case where 7 = T, we have K~ = 0, so that (£) reduces to a reflected BSDE with data
(f,g9,¢) and K € A? in the solution.

(iii) In the special case of an ES, one can show that K = 0 in any solution (0, 7, K) to (£), so
that (€) reduces to an elementary BSDE with data (f, g) and no process K involved in the solution,
referred to as (£') in what follows.

The following definition is standard, accounting for the dividends on the primary market.

Definition 3.7 By a (self-financing) primary strategy, we mean a pair (Vp, ) such that:

e 1 is a Gp-measurable real-valued random variable representing the initial wealth,

e ( is an R'®2%valued (bi-dimensional row vector), 3X-integrable process representing holdings
(number of units held) in primary risky assets,

e The wealth process V of a primary strategy (Vp, ¢, @) is given by

d(BiVy) = G d(B, Xy), telo,T),

with the initial condition Vj.

In the set-up of this paper, the notions of issuer (super)hedge and holder (super)hedge introduced
in [0, B] take the following form. Recall that we denote 7 = 7, A 7.
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Definition 3.8 Given a CS with ex-dividend cumulative discounted cash flows 7 (t; 7, 7c) (cf. (L1))):
(i) An issuer hedge for the game option is represented by a triplet (5, (, 7.) such that:

o (0, () is a primary strategy with the wealth process V,

e 7. belongs to ,C';%,

e the following inequality is valid, for every put time 7, € G,

B:Ve > Bom(0;7p, 7c),  a.s. (19)

(ii) A holder hedge for the game option is a quadruplet (Vp, ¢, 7,) such that:
e (Vp,() is a primary strategy with the wealth process V,

e 7, belongs to GY,

e the following inequality is valid, for every call time 7. € G2,

B Ve > —Bom(0;7p, ),  a.s. (20)
By applying general results of [5], [6], we obtain the following (super-)hedging theorem.

Theorem 3.2 Let (@,Z, K) be a solution to (£), assumed to exist, and let ©; denote ]l{t<7d}ét

with © := © + A. Then © is the unique arbitrage price process of the CS, and for any t € [0,T]:
(i) An issuer hedge with initial wealth Oy is furnished by

~

T*:inf{ue[f\/t,T];@u:hu}/\Tef%,

(&

and

u

Co = Ly<ry |:Zu » R — (:)u_:| 21:1’ t<u<T. (21)

Moreover, the corresponding wealth process is bounded from below and ©y is the smallest initial
wealth of an issuer hedge.
(ii) A holder hedge with initial wealth —O©y is furnished by

~

T;:inf{ue[t,T];@u:eu}ATef;

and ¢ = —(* above. Moreover, —©y is the smallest initial wealth of a holder hedge.

Proof. Applying the general results of [6], we see that © satisfies all the assumptions for IT in The-
orem therefore, it is the unique arbitrage price process of the CS. Moreover, under Assumption
(i) and (ii) follow by an application of the general results of [Bl [@]. O

We thus see that in the present set-up any CS has a bilateral hedging price (bilateral in the sense
that this price ©; ensures super-hedging to both the issuer and the holder of the claim, starting
from the initial wealth O for the former and —©, for the latter), which is also the unique arbitrage
price. Of course, this conclusion hinges on our temporary assumption that the related BSDE has a
solution.

3.2 Variational Inequalities Approach
Let D denote a closed sub-domain of [0,7] x R given by either [0,T] x R itself, or [0,T] x (—oc, 9]
for some S < co. Let then

Int,D =[0,T) xR or [0,7) x (—00,S), 8,D =D\ Int,D (22)

stand for the parabolic interior and the parabolic boundary of D, respectively. Let P be the class of
functions © on D bounded by C(1 + |S|?) for some real C' and integer p (that may depend on @)ﬂ

In order to establish the connection between the previous BSDEs and the formally related ob-
stacles problems (see [6l [13] [14]), we postulate henceforth the following

1By a slight abuse of terminology, we shall say that a function ©(S,..) is of class P if it has polynomial growth in
S, uniformly in any other arguments.
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Assumption 3.9 r, ¢, v and ¢ are continuous functions and the functions (R, g, h, £) associated to
a CS are (continuous and) of class P (or h = 400 in the case where 7 =T, and £ = —o0 in the case
of an ES).

Given a continuous boundary condition b, where b is a continuous function of class P on 9,D
such that b = ¢g pointwise at T, we introduce the following obstacles problem (VI) on D (where L
and f were defined in and , respectively)

max (min (—L£O(t,S) — f(t,5,0(t,5)), 0, S) — (t,S)), O(t,S) — h(t, S)) =
supplemented by the boundary condition © = b on 9,D.

Remark 3.10 Note that (VZ) is defined over a domain in space variable S going to —oo, though
only the positive part of the domain has a financial interpretation (cf. Remark 2.2|(i)). If we
decided to pose problems (VI) over bounded spatial domains, then we would need to impose some
appropriate non-trivial boundary condition at the lower space boundary, in order to get a well-posed
problem.

We refer the reader to Appendix [B] for the definition of viscosity solutions which is relevant to
cope with the time-discontinuities of f at the T;s (assuming that the product under consideration
pays discrete coupons). Building upon Definition we introduce the following definition of P-
(semi-)solutions to (VI) on D.

Definition 3.11 By a P-subsolution, resp. supersolution, resp.resp. solution © of (VI) on D for
the boundary condition b, we mean a viscosity subsolution, resp. supersolution, resp.resp. solution
of (VI) of class P on Int,D, such that © < b, resp. © > b, resp.resp. © = b, pointwise on 9,D.

Theorem 3.3 Let (0,7, K) be a solution to (£), assumed to exist. Then:

(a) Cauchy problem 7 =0. The process O, denoted here as G) can be written as @t @(t, gt),
where the function O is a P-solution of (VI) on [0,T] x R with terminal condition g at T}

(b) Cauchy-Dirichlet problem: 7 =inf{t >0; S, >S} AT for some S > 0. The process ©,
denoted here as ©, can be written on [0,7] as O(t, Sy), where the function © is a P-solution of (VI)

on [0,T] x (—oc0, §] with terminal condition g at T and Dirichlet condition ©(-,5) at level S (where
O is the function defined in (a)).

Proof. This follows by the application of the general results of Crépey [I4] 13]. Note, in particular,
that 7 depends a.s.-continuously on the initial condition (¢,z) of S, under Assumption ii) (see,
for instance, Darling and Pardoux [I7]), which is one of the conditions postulated for (b) in [13] . O

We now come to the issues of uniqueness and approximation of solutions for (VI). For this, we
make the following additional

Assumption 3.12 The functions r, g, v, o are locally Lipschitz continuous.

We refer the reader to Crépey [14] or Barles and Souganidis [3] for the definition of stable,
monotone and consistent approximation schemes to (VZ) and for the related notion of convergence
of the scheme, involved in the following

Theorem 3.4 Let (0,2, K) be a solution to (€), assumed to exist, and let the functions © and ©
be defined as in Theorem@

(a) Cauchy problem: T = 0. The function O is the unique P-solution, the maximal P-subsolution,
and the minimal P-supersolution, of (VI) on D = [0,T] x R with terminal condition g at T. Let
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(©n)h>0 denote a stable, monotone and consistent approximation scheme for the function O. Then
On, — &) locally uniformly on D as h — 0. _

(b) Cauchy—Dirichlet problem: T =inf{t > 0; Sy > S} AT for some S > 0. The function ©
is the unique P-solution, the maximal P-subsolution, and the minimal P-supersolution, of (VZ)
on D = [0,T] x (—o0, S| with terminal condition g at T and Dirichlet condition (:)(~,§) at S. Let
(©n)n>0 denote a stable, monotone and consistent approximation scheme for the function ©. Then
03, — O locally uniformly on D as h — 0%, provided ©;, — O(= (:j) at S.

Proof. Note, in particular, that under our assumptions:

— the functions (r(t) — q(t) + ny(¢, 5))S and o(t,.5)S are locally Lipschitz continuous;

— the function f admits a modulus of continuity in S, in the sense that for every R > 0 there exists
a nonnegative function ngr continuous and null at 0 such that:

‘f(tasae) - f(t,Sl,9)| < nR(lS_ S/D

for any ¢t € [0,7] and S, 5,0 € R with |S|, |5’|, |0] < R.
The results then follows by an application of the general results of Crépey [14]. O

The previous results show the importance of having a solution (0, z, K) to (£). By application
of the general results of [I3], we have the following

Proposition 3.5 Assume further that £(t,S) = \(t,S) V ¢ for a function \ of class C*? with
A, O\, SO, S?0%:\ of class P

and for a constant ¢ € RU{—o0}. Then (£) admits a unique solution (O, z, K). O

Example 3.13 The standing example for the function A(¢, S) in Proposition is A(¢,5) =S5. In
that case, £ corresponds to the payoff function of a call option (or, more precisely, to the lower payoff
function of a convertible bond, see Section .

Remark 3.14 We refer, in particular, the reader to the last section of Crépey [14] regarding the
fact that the potential discontinuities of f at the T;s (which represent a non-standard feature from
the point of view of the classic theory of viscosity solutions as presented, for instance, in Crandall et
al. [I2]) are not a real issue in the previous results, provided one works with the suitable Definition
IB.1| of viscosity solutions to our problems.

4 Application to Convertible Bonds

4.1 Convertible Bonds and Reduced Convertible Bonds

As we already pointed out, a convertible bond is a special case of a convertible security. To describe
the covenants of a typical convertible bond (CB), we need to introduce the following additional
notation (see [4] for a thorough description and discussion of the convertible bonds covenants):

N: the par (nominal) value,
7: the fractional loss on the underlying equity upon default (0 <n < 1),

R;: the recovery process on the CB upon default of the issuer at time ¢, given by Ry = R(t,S:_)
for a continuous bounded function R,

K : the conversion factor,
R = R(t,5,_) = (1 — n)kS;— V Ry : the effective recovery process,
£ = NV kSp + Ar : the effective payoff at maturity,
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P < C : the put and call nominal payments, respectively, such that P < N < C,
6 > 0 : the length of the call notice period (see below),

t9 = (t +0) AT : the end date of the call notice period started at t.

Real-life convertible bonds typically include a positive call notice period § so that if the issuer

calls the bond at time 7., then the holder may either redeem the bond for C' or convert the bond

into & shares of stock, at any time u in [r.,7°], where 70 = (7. + &) A T. Accounting for accrued

interest, the effective call/conversion payment to the holder at time u is C' V kS, + A,,.

This clause makes CB with positive call notice period difficult to price directly. To handle this,
we developed in [4] a two step approach to value a CB with positive call notice period. In the first
step, we value the CB upon call as a Reduced Convertible Bond (RB, see Definition below). In
the second step, we use this price as the payoff at call time of a CB with no call notice period.

Definition 4.1 ([4]) A reduced convertible bond (RB) is a convertible security with recovery process
R and terminal payoffs L, U, £ such that

R® = (1—n)kSr,- V Ry, LY =PVES + A4, &°=NVekSr+ Ar, (23)

and
Utcb = 1{t<7—d}UCb(t, St) + ]l{tZ’rd}(é V KZSt + At), te [O,T], (24)

for a function U <b(t,8) jointly continuous in time and space, except for negative left jumps of —c’
at the Tjs, and such that U(t,S;) > C V kS; + Ay on the event {t < 74} (so U® > C V kS; + A,
for every ¢ € [0,T7).

So, the discounted dividend process of an RB is given by, for every ¢ € [0, 7],
By dDS = / Bucwydu+ S B+ L jer,<ry Br RS (25)
[0,¢] [0,¢AT4] 0<T;<t, T; <74
Clearly, a CB with no notice period (6 = 0) is an RB, with
UL(t,S)=CV kS + A

More generally, the financial interpretation of the process U in an RB is that U represents the
value of the RB upon a call at time t. In Section we shall prove that under mild regularity
assumptions in our model, any CB (whether § is positive or not) can be interpreted and priced as
an RB.

4.2 Decomposition of a Reduced Convertible Bond
4.2.1 Embedded Bond

We consider an RB with dividend process D given by , and an ES with the same coupon
process as the RB and with R® and &£° as follows:
Rl =R, ¢ =N+Ar, (26)

so that B B
R’ — Ry = (1 = n)rSy — R)* >0, &0 —&" = (wSp - N)* > 0.

Thus, this ES corresponds to the defaultable bond with discounted cash flows given by the expression
T
Buon = [ BudDl + Lrpom) B
t

TATq )
= / ﬂuc(u) du + Z ﬂTlCZ + ]l{t<7'dST} ﬁ-,—dR.l,).d + ]l{Td>T} ﬂTﬁb
t t<T; <T,T;<Tq
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and the associated functions
f(t,9,0) = ~4(t, S)R"(t,9) + T(t,5) — u(t, $)0, ¢(S)=N.

This bond can be seen as the pure bond component of the RB (that is, the RB stripped of its
optional clauses). Therefore, we shall call it the bond embedded into the RB, or simply the embedded
bond.

In the sequel, in addition to the assumptions made so far, we work under the following reinforce-
ment of Assumption [3.12

Assumption 4.2 The functions r(t), q(¢t), v(t,S)S, o(¢,5)S, v(t,S)R(¢,S) and c¢(t) are continu-
ously differentiable in time, and thrice continuously differentiable in space, with bounded related
spatial partial derivatives.

Note that these assumptions cover typical financial applications. In particular, they are satisfied
when R is constant and for well-chosen parameterizations of o and -, which can be enforced at the
time of the calibration of the model.

Theorem 4.1 (i) In the case of an RB, BSDE (£') (cf. Definition [3.¢|(iii)) associated with the
embedded bond admits a solution (</IS, Z). Denoting =3+ A, the embedded bond admits a unique
arbitrage price B

Dy =14er, @y, t€0,7T). (27)

(ii) Moreover we have o, = @(t,gt), where the function @(t,S) is bounded, jointly continuous in
time and space and twice continuously differentiable in space, and the process ®(t,S;) is an Ité
process with true martingale component, such that

d(/I;t = U¢ dt + vy th (28)
= (,U,t(/I\)t — (’Yth + Ft)> dt + O'(t7 gt)gtasfft th

with v € H?.
Proof. (i) By standard results (see, e.g., [20, 22]), BSDE (£’) with data (YR + T — u©, N) admits

a solution (®, 7). Hence, by Theorem [3.2[ (specified to the particular case of an ES), we obtain that
the embedded bond admits a unique arbitrage price given by .

(ii) By (&), we have

T
by = EQ(/ ('YURZ + Ty — ,Ufu(I)u) du + (Eb - AT) ft)v te [OvT]v
t

or equivalently (see [6]),

T
0,®; = Eq / (vl + ) du+ar (6 = Ar) | 72), te0,T],
t
and thus, using ,

T
= [ty s o). e
t

t<T;<T

Set

T
@) = EQ(/ oy (VuRY + e(u))du + ar (N + Ar) ‘Ft), t<T, (29)
¢

@ =Eq(ard | F), t<T. (30)



14 CONVERTIBLE BONDS IN A DEFAULTABLE DIFFUSION MODEL

Wehave@T—<I> and &, = 3? +ZJT<T<T(I> on [T;—1,T;),oron [Tx_1,T) incase i = K —1. Let

us denote generically T or T by 7, and 30 or P by ©, as appropriate according to the problem at
hand. Note that © is bounded. Moreover, given our regularity assumptions, we have 0; = @(t St)
where 5) ) belongs to ch2([o, ,T) xR)N C°([0,7] x R) (see [34, 22]). Therefore, &, = ®, — A, is given
by (t S,) for a function <1>(t S), which is jointly continuous in time and space on [O,T] x R and
twice continuously differentiable in space on [0,7) x R. Moreover, given , and the above
C1? regularity results, we have

a4 = (1B — (R + c() ) dt + o(t, 5)5,058°(t, ) aWi, ¢ < T,

Al = p, @i dt + o (t, 5,) S, 05D (t, Sy) AWy, i=1,2,... K, t <T, AT,
dAt:ptdt, t#n,lz(),l,,K

This yields
(t St) (Mtq)t (’}/tR? + C(t) + p)) dt + O'(t7 S;t)gtasi/)(t, §t) th = U¢ dt + vy th

Moreover, since ® and u in 1) are bounded, we conclude that v € H2. O

4.2.2 Embedded Game Exchange Option

We now define the embedded Game Exchange Option as an RB with the dividend process D — D?,
payment at maturity £ — £°, put payment L$® — ®;, call payment U — &, and call protection
lifting time 7. This means that the embedded Game Exchange Option is a zero-coupon CS with
cash flows

ﬁtw(t; Tps TC) = ]1{t<‘rd§’r} ﬁ'f'd (Rf—g - R?—d) (31)
1 riony Br (Lrmry <y (L = @r, )+ Lrmran) (VS = @0) + Loy (€ = €1)).

Note that from the point of view of the financial interpretation (see [4] for more about this),
the Game Exchange Option corresponds to an option to exchange the embedded bond for either
L, U or £ (as seen from the perspective of the holder), according to which player decides first
to stop this game (and before T or not).

We have the following observation.

Proposition 4.2 Given an RB, the associated functions f(t,5,0), g = g(S), £ = £(t,S) and h =
h(t,S) are:

o f=7R +T —puf, g=NVKS,{=PVKS, h= ﬁd’ A, for the RB;

o f=7(RP—RV)— b, g= (kS —N)*, L =PVKS—® h=U?—A—, for the embedded Game
Exchange Option. O

4.3 Solution of the Doubly Reflected BSDEs

Theorem 4.3 (i) The functions f,g,£, h associated to an RB or to the embedded Game Exchange
Option (cf. Proposition , satisfy all the general assumptions of Theorems 5. 4.

(ii) The related problems (£) have unique solutions.

Proof. (i) The result for the RB follows directly from the definition of RB. Then, in view of
Proposition the result for the Game Exchange Option follows from Theorem ii).
(ii) In the case of the RB, we are in the situation of Example so the related problem (€) has a

unique solution (fL V, K), by an application of Proposition Now, (</15, Z) denoting the solution
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to the BSDE (£’) exhibited in Theorem (i), it is immediate to check that (¥, W, K) solves the
Game Exchange Option-related problem (€) iff (® + ¥, Z + W, K) solves the RB-related problem
(€), whence in turn the result for the Game Exchange Option. O

Given an RB, we denote by Il and ¥ the state-processes (first components ©) of solutions to the
related R2BSDEs.

Theorem 4.4 (i) The process ¥, defined as ]lt<Td\Tlt is the unique arbitrage price of the embedded
Game Exchange Optionand (Vy,(*, 1) (resp. (=W, —C*, 7)) as defined in Theorem|3.4is an issuer
hedge with initial value Uy (resp. holder hedge with initial value —Wy) starting from time t for the
embedded Game Exchange Option; _ R

(ii) The process 11y defined as 1i<r,I1;, with I := I1 4+ A, is the unique arbitrage price of the RB,
and (I, ¢*,77) (resp. (=1, —C*, 7)) as defined in Theorem is an issuer hedge with initial value
IT; (resp. holder hedge with initial value —11;) starting from time t for the RB.

(iii) With ® and ® defined as in Theorem we have 1 =® + U, Il = & + .

Proof. Given Theorem [4.3(i), statements (i) and (ii) follow by an application of Theorem
whereas (iii) then follows from the general results in [4]. O

In the foregoing sub-sections, we will give analytical characterizations of the so-called pre-default
clean prices (pre-default pricwe shall accrued interest; see [6]) in terms of viscosity solutions to the
associated variational inequalities. To get the corresponding pre-default prices, it suffices to add
to the clean price process the related accrued interest process. Note that in the case of the Game
Exchange Option, there are no discrete coupons involved and thus the pre-default clean price and
the pre-default price coincide.

4.4 Variational Inequalities for the No-Protection Clean Prices

We first assume that 7 = 0 (no call protection). By application of Theorems a) and a),
we obtain the following result.

Theorem 4.5 (No-Protection Clean Prices) In the case where T = 0 (no call protection), we
define the following problems on D = [0,T] x R:
(a) Defaultable Bond

—LD+pu® — (YR +T) =0, t<T, (32)
®(T,S) = N,
(b) Game Exchange Option
mm(mm(—5@+u@—yurh—mm@—(Pvns—in,@—(ﬁw—A—in::m t<T
U(T,S) = (kS — N)+, (33)
(c) RB
max <min (—Eﬁ +pull = (YR® 4+ 1), Il - PV nS) J— (U — A)) =0, t<T,

(T, S) = N V kS. (34)

Then for any of the problems above, there exists a P-solution on D, denoted generically as (:)(t7 9),
that determines the corresponding No Protection (Pre-default) Clean Price, say Oy, in the sense that

0, =06(tS,), telo,T)

Moreover, we have uniqueness of the P-solution and any stable, monotone and consistent approwi-
mation scheme for © converges locally uniformly to © on D as h — 0. O



16 CONVERTIBLE BONDS IN A DEFAULTABLE DIFFUSION MODEL

Corollary 4.6 A pair of No Protection Pre-default optimal stopping times (7,7, 7.) (see Theorem
-) both in the case of the Game Exchange Option embedded in the RB and of the RB itself, is
given by

7, =inf{u € [t,T]; Sy, € EF AT,

S €
S, € ENNT,

70 =inf{u € [t,T];
where

& ={(t,5) €0,T]; li(t, S) = PV xS},
Eo:={(t,8) € [0,T); TL(t,S) = Ut S) — A},

are the No Protection Pre-default Put or Conversion Region and the No Protection Pre-default Call
Region.

Proof. This follows immediately of Theorems [£.5] and [£.4] O

Assuming that there is no call protection and that the RB is still alive at time ¢: B
e an optimal call time for the issuer of the RB is given by the first hitting time of &£. by S after ¢, if
any such hitting time occurs before T' A 74;
e an optimal put/conversion time for the holder of the RB consists in putting or converting,
whichever is best, at the first hitting time of &, by S after t, if any such hitting time occurs before
TANAT1q.

4.5 Variational Inequalities for the Post-protection Prices

For any 7 € F9, the associated Pre-default Price coincides on [7,T] with the Pre-default Price
corresponding to a lifting time of call protection that would be given by 7% := 0. This follows from
the general results in [5], using also the fact that the BSDEs related to the problems with lifting
times of call protection 7 and 7% both have solutions, by the previous results.

Thus No Protection Prices (pre-default prices for lifting time of call protection := 7° = 0) can
be also be interpreted as Post-protection (Pre-default) Prices for arbitrary 7 € G%. Therefore, the
results of Section [£:4] also apply to Post-Protection Clean Prices. We thus obtain the following result.

Theorem 4.7 (Post-protection Clean Prices) Let 7 € FY. Then for an RB, the embedded
Bond and the embedded Game Exchange Option, the correspondmg Post-Protection Pre-default Clean
Price process coincides on [T,T] with process @(t St), where O is the related function in Theorem

(23 O

Corollary 4.8 The pair of No-Protection Pre-default optimal stopping times (Tp,T(.) and the as-
sociated No-Protection Pre-default Call and Put Regions E. and &, (see Comllary-) can also be
interpreted as a pair of Post-protection optimal stopping times and Post-protection Call and Put

Regions, respectively.

So, assuming that call protection have already been lifted (namely, for ¢ > 7) and that the RB
is still alive, we conclude that: B
e an optimal call time for the issuer of the RB is given by the first hitting time of £, by S after ¢, if
any such hitting time occurs before T' A 74;
e an optimal put/conversion time for the holder of the RB consists in putting or converting,
whichever is best, at the first hitting time of £, by S after t, if any such hitting time occurs before
TAT1q.
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4.6 Variational Inequalities for the Protection Prices

We finally consider Protection Clean Prices ©, namely, by definition, Pre-Default Clean Prices
stopped at 7. As usual, to get the corresponding Protection (Pre-default) Prices, it suffices to add
the related accrued interest process (if there are any discrete coupons involved). Let <T>7 T and 11
denote the No Protection Clean Prices Functions defined in Theorem .5l

4.6.1 Hard Call Protections

In the case of hard call protection 7 = T for some T < T, the protection clean prices functions ©
are solutions of analytical problems as in Theorem a) (special case with one obstacle, h = +00)
with T instead of T, and terminal conditions equal to the corresponding No Protection Clean Prices
Functions © at T'. So,

Theorem 4.9 (Hard Protection Clean Prices) In the case of 7 =T for some T < T, we define
the following problems (VI) on D =1[0,T] x R :
(a) Game Exchange Option

~

min (~£0 + p¥ — (R ~ R), ¥ — (PV kS - 8)) =0, t<T,
¥(T,5) = U(T,S), (35)

(b) RB

min (— LI+ pll — (YR® +T), I - PV kS) =0, t<T,
(T, §) = TI(T, S). (36)

Then for any of the problems @ or @ there exists a P-solution on D, denoted generically as
O(t,S), that determines the corresponding Hard Protection Clean Price, say ©;, in the sense that

0,=06(t5,), t<T.

Moreover, we have uniqueness of the P-solution, and any stable, monotone and consistent approzi-
mation scheme for © converges locally uniformly to © on D as h — 07,

Proof. For either problem, we know by Theorem 4.7, that 7 = @(T §T) and, by Theorem |4
that the terminal condition @ ,+) is continuous and in P. Therefore, the result follows by an
application of Theorems . -(a and [3 - o

Corollary 4.10 A Hard Protection Pre-default optimal stopping time 7, for the Game Ezchange
Option problem, and for the RB problem as well, is given by

T;:inf{ue[t T): S € EIAT
where

Sh:{(t,S) e [O,T];l:[(u,gt):P\//igt}/\T

is the Hard Protection Pre-default Put or Conversion Region.

Assuming that the RB is still alive at some time ¢ < T, we thus see that an optimal strategy for
the holder of the RB consists in putting or converting, whichever is best, at the first hitting time of
& (if any before 7¢ AT) by S.
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4.6.2 Soft Call Protections

Let us now treat the case of soft call protections. By an application of Theorems (b) and
b)7 we have in turn the following result.

Theorem 4.11 (Soft Protection Clean Prices) Assuming that
F=inf{t>0;5 >S}AT

for some S > 0, we define the following problems (VI) on D = [0,T] x (00, 5] :
(a) Game Ezchange Option

min (—£\fI+u\T/—7(RCb—Rb),\I/— (pvﬁs_i)) =0, t<T,8<3§,
U(t,5)=V(t,S5), t<T, (37)
U(T,S)=(kS—-N)*, S<8,
(b) RB
min(—ﬁﬁ—i—,ul:[— (fyRCb—i—F)J:[—P\/ﬁS) =0, t<T,
(t,5) =1i(t,5), t<T,
(T,S)=NVvkS, S<S8§. (38)

Then for any of the problems or @ there exists a P-solution on D, denoted generically as
O(t,S), that determines the corresponding Soft Protection Clean Price, say Oy, in the sense that

0, =0(25,), t<7

Moreover, we have uniqueness of the P-solution, and any stable, monotone and consistent approz-
imation scheme for © converges locally uniformly to © on D as h — 0%, provided it converges to

0(=0) at S. O

Corollary 4.12 A Soft Protection Pre-default optimal stopping time 7 for the Game Ezchange
Option problem, and for the RB problem as well, is given by

G ont{ucr: Ses)nr

where
& =1{(t,S)€0,T]; 1I(t,8) = PV ﬁs}

is the Soft Protection Pre-default Put or Conversion Region.

So, assuming that the stock has not reached the level S yet, and that the RB is still alive, an
optimal strategy for the holder of the RB consists in putting or converting, whichever is best, at the
first hitting time of & (if any before 74 A T) by S.

4.7 Convertible Bonds with Positive Call Notice Period

We now consider the case of a Convertible Bond with positive Call Notice Period.

Note that between the call time ¢ and the end of the notice period t° = (t+4) AT, a CB actually
becomes a non-callable CS (denoted as PB, cf. Definition , that is, a CB with no call clause
(formally, we set 7 = t° in the related BSDE). For a fixed t, we call such a bond ¢-PB, and it has
effective put payment equal to the effective call payment C,, u € [t,t°], of the original CB, and
effective payment at maturity Cys (see [4]).
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Proposition 4.13 In the case of the t-PB (t € [0,T]), the associated functions f(u,S,0), g = g(S)
and £ = £(u, S) are (h = +o00 in all three cases below):

o f(u,S,0) =~v(u, S)R"(u, S) +T'(u, S) — u(u, 8)0, g(S) = C, £(u, S) = —o0, for the embedded Bond
(the t-Bond, in the sequel);

e f(u,S,0) = (u, S)(R® — RY)(u, S) — p(u, 8)0, g(S) = CV kS — (1%, 9), £(u,S) = C V kS —
<I>t(u S), where ®t is the No Protection Clean Price Punction of the t-Bond (obtained by an appli-
cation of Theorem see also @ below), for the embedded Game Exchange Option (the t-Game
Exchange Option, in the sequel);

o f(u,S,0) = y(u, S)R®(u, S) + T'(u, S) — u(u, S)0, g(S) = C V&S, £(u,S) = CV kS, for the t-PB
itself.

Note that in view of the proof of Theorem ii) below, it is convenient to define the related
pricing problems on D! := [0,°] x R, rather than merely on [t,°] x R.

Theorem 4.14 (Variational Inequalities for the embedded PBs) Givent € [0,T], we define
the following problems (VI) on Dt = [0,#°] x R :
(a) t-Bond

L'+ pu®t — (yR* +T) =0, u <t (39)
(19, 8) =C,
(b) t-Game Exchange Option
min (—L’@t + pWt — y(R® — RY), Wt — (C_’ V kS — (f)t>) =0, u<td,
UH(t5,5) = C v kS — (15, S), (40)
(c) t-PB
min (-Lﬁf + ufIt — (YR +T), 10t — C'v /-;S) =0, u<t,

(5, 5) = C v kS. (41)

(i) For any of the problems (VI) above, the corresponding Pre-default Clean t-Price @t can be
written as ©'(u, S,), where the function ©' is a P-solution of (VI) on D'. Moreover, we have
uniqueness of the P-solution, and_any stable, monotone and consistent approzimation scheme for
Ot converges locally uniformly to Ot on Dt as h — 0+,

(ii) The function U(t S) = Ht(t S) is jointly continuous in time and space. Hence the function
(7(75, S) = U(t, S) + Ay is also continuous with respect to (t,S), except for left jumps of size —c® at
the TZS

Proof. Part (i) follows by an application of previous results, in view of Proposition |4.13] “ We now
prove (ii). Let (¢,,S5,) — (¢,5) as n — co. We decompose

T (tn, Sn) = T (tn, Sn) + (T (1, Sp) — 1T (20, S)).
By (i), f[t(tn7 Sp) — I*(t, S) as n — co. Moreover, denoting C; = C' V kS, F = yR® + T, we have

. Tp ~
a, Il = esssup,, ¢ EQ(/ ayFydv + a;,Cr, fu), u <t
u

So, assuming t,, sufficiently close to the left of ¢, and in view of the Markov property of the process
S, we have, on the event {St, = Sn},

=N Tp ~
atnyﬂtn (tn, Sn) = esssupre}-:gl Eg ( /t oy Fydv + o, Cr) ftn)

n

P

Tp N
< eSSSUP,. ¢ 7tn Eq ( / a, Fydv + o, C
¢ tn

ft”) = Oétnﬁt<tn, Sn)
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Conversely, for any 7, € F,7', we have 7,/ := 7, At € ffg, 0<7—7/<t—t,and

T, T, !
P o~ P ~
’/ apFydv + ar,Cr) 7/ ayFpdv — o Cr s
tn t

n
Tp . N
S/ O41)|F‘v|ah}'i_ |oszCTp - Oé-,—p/ ‘rp’|-

Tp'

Therefore,

‘EQ(/ a, Fydv + oszan ‘Ftn) f]EQ(/ a, Fydv + oszfan/
tn tn

7o)

< EQ(/ av\Fv|dv‘}}n) +Eq(lar, Cr, — ar, Cryl| 72,

< VT =l Fllz + Eg(las, G, — ar, Cry|

]—'tn)

for some finite, positive constant a. We conclude that Iit» (tn, Sn) — ﬁt(tn, Sp) — 0ast, — ¢t . But
this is also true, with the same proof, as t,, — t*. Hence I (t,,S,) — I*(t,,S,) — 0 as t,, — t.
Finally, It~ (¢, S,) — II'(¢,S) as t,, — t, as desired. 0

”:[V‘heorem 4.15 A CB with positive notice period 6 > 0 can be interpreted as an RB with ﬁd’(t, S) =
U(t,S), where U(t,S) is the function defined at Theorem (zz), so that (cf. )

Uth = ]l{rd>t}[7(ta‘5’t) +ﬂ{7d§t}(CVKSt+At). (42)

Proof. First, the t-PB related reflected BSDE has a solution, by Theorems and (a) aEplied to
the t-PB. Thus the t-PB has a unique arbitrage price process IT}, = 1 (<, 11}, with IT!, = II!, + A,,,
by Theorem Hence the arbitrage price of the CB upon call time ¢ (assuming the CB still alive
at time t) is well defined, as IT¢, which is also equal to U(t, S;) (cf. Theorem ii)).

Moreover, by Theorem (ii), the function U (t,S) is jointly continuous in time and space,
except for negative left jumps of —c' at the Tys and II! > C' V kS, + A; on the event {74 > t}, by
the general results of [4]. Hence U defined as (42)) satisfies all the requirements in (24]). O

Therefore, all the results of Section []] are applicable to a CB, since the latter may
be interpreted as an RB in view of Theorem [{.15|

5 Numerical Issues

5.1 Pricing

Assume that 7 = 0 (no call protection) and that we have already specified all the parameters for one
of the problems , or , including, in the case of or , the function U. Then one
can solve the problem numerically (see e.g. [2,[29]) and it is known that, under mild conditions (cf.
T heorem and the Theorems of Section, suitable approximation schemes will converge towards
the P-solution of the problem as the discretization step goes to 0. Solving the PDEs related to the
embedded bond is standard, and therefore we shall not comment on this issue here.

To have a fully endogenous specification of the problem, one can take U b(t,S) = U (t,S) as
defined in Theorem Mii) in or 1' where U (t,S) is numerically computed by solving the
related obstacle problems, using Theorem i). We provide below a practical algorithm for solving,
say , with U b(t,S) = U (t,S), using, for example, a fully implicit finite difference scheme (see,
for instance, [33]) to discretize L :
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1. Localize problems for the embedded ¢-PBs and problem for the CB. A natural choice,
for the t-PBs as for the CB, is to localize the problems on the spatial domain (—oo, %], with
a Dirichlet boundary condition equal to £S (or a Neumann boundary condition equal to x) at
level <,

2. Discretize the localized domain D¢ = [0,7T] x (—oo, %], using, say, one time step per day
between 0 and T

3. Discretize problems (41)) for the embedded t-PBs on the subdomain [t,°] of D¢ for ¢ in the
time grid (one problem per value of t in the time grid);

4. Solve for II* the discretized problems corresponding to the embedded t-PBs for ¢ in the
time grid (one problem per value of t in the time grid);

5. Discretize problem (34]) for the CB on D'¢ and solve the discretized problem, using the nu-
merical approximation of U(t, S) := II'(¢, S) + A; as an input for U%(t, S) in .

Since the problem for the t-PB only has to be solved on the time-strip [t,°] of D'°¢, the overall
computational cost for solving a CB problem with positive call notice period is roughly the
same as that required for solving one CB problem without call notice period, plus the cost of solving
n PB problems that would be defined on the whole grid, where n is the number of time mesh points
in the notice period — that is typically one month, so n = 30, for a notice period 6 = 1 month and
a time step of one day.

Finally if a call protection is in force then we proceed along essentially the same lines, using the
results in Section .6

On Figure we plotted the price of the Convertible Bond, the embedded Bond and the embed-
ded Game Exchange Option obtained in this way as a function of the stock level S at time 0, in the
simple case where 6 = 0, no call protection is in force, and there are no dividends (no coupons nor
recovery), and for the numerical data of remaining parameters gathered in Table (Il We plotted in
each case the curves corresponding to default intensities of the form (¢, S) = 70(%)71 for vy = 0.02
and y; = 1.2 or 7; = 0., curves respectively labeled local and implied on each graph.

r q | n o So T | P N C K
5% [ 00 |20% | 100 | 5y | 0 | 100 | 130 | 1

Table 1: Parameter values

Note that in case o = 1.2, consistently with typical market data, the price of the CB as a function
of S exhibits the so-called ski—jump behavior, namely, it is convex for high values of S and collapsing
at the low values. This collapse at low levels of S comes from the collapse of the embedded bond
component of a CB (‘collapse of the bond floor’). We refer the interested reader to [4] for more
about this.

Remark 5.1 An alternative for pricing would be to use numerical methods for reflected BSDEs
[32, @ 10]. Given the solution (0, Z, K') of a R2BSDE in a Markovian set-up, the interest of these
methods is to provide numerical approximations not only to the state-process © (the price of the
CS), but also to Z (the ‘delta’ of the CS, cf. (2I)). In our case, such methods would reduce to
simple extensions to game problems of the well-known simulation methods for American options
[30, 35, [31]. Note however that these methods are not much used in the industry at this stage.
Beyond the fact that they are computationally intensive, another reason is that they do not give a
confidence interval, unlike standard Monte Carlo methods for European options. Yet, in order to
take into account non standard soft call protection clauses, or, more generally, to cope with highly
path-dependent features, it may be necessary to resort to such simulation methods.

2We thank Abdallah Rahal from the Mathematics Departments at University of Evry, France, and Lebanese
University, Lebanon, for numerical implementation of the model and, in particular, for generating the picture.
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Figure 1: The Ski-Jump Diagram and its Decomposition

5.2 Calibration

A further numerical issue is the calibration of the model, which consists in fitting some specific
parameters of the model, such as the local volatility ¢ and the local intensity + in our model, to
market prices of liquidly traded assets. Various input instruments can be used in this calibration
process, such as: vanilla options on the underlying equity and/or CDS traded on bonds of the issuer
(see, e.g., [1).

As it can be seen on Figure[l] the price of the embedded game exchange option enjoys much better
properties than the price of the CB in terms of convexity with respect to the stock price, and thus
in turn (see []), in terms of monotonicity with respect to the volatility. These simple numerical
experiments also support the intuitive guess that the embedded bond concentrates most of the
interest rate and credit risks of a convertible bond, whereas the embedded game exchange option
concentrates most of the volatility risk (note in this respect that the embedded game exchange option
always has a coupon process equal to zero). These features suggest that it could be advantageous
to use prices of (synthetic) embedded game exchange options, rather than prices of CBs, for the
purpose of calibration.

We refer the reader to the last section of [4] for a more complete discussion of potential benefits of
our decomposition of a convertible bond into bond and option components for calibration purposes.

A Rolling CDS

In this section we derive the dynamics of the rolling CDS of Section [2.2.1] in the context of the
Markovian defaultable diffusion model of this paper. We refer the interested reader to [7] for the
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dynamics of a rolling CDS in a more general set-up. Since the derivation takes a much simpler form
in the present Markovian situation, we provide a direct and self-contained proof.

It was shown in [7] that the cumulative price process B of a rolling CDS satisfies (using the
set-up of present paper)

d (ﬂt/ét) = (1 — Hy)Bra; (dpt — v(t, gt)dft) + B (t)dMy, (43)

where dp and df denote the stochastic differentials of the following processes, with fived value § = T'(t)
of the 8—parameter therein (that is, stochastic differentials with respect to t in F; only, not in
0="1T()):

p, =Eq (/09 y(u)auy(u,gu)du‘]-}> , (44)

f, =Eqg (/09 audu‘ft> . (45)

It is rather straightforward to verify that the (local) martingale P given as

and

t
P, :/ o tdp,, (46)
0
is equal to the martingale part of the process p defined as
9 ~
P, = Eg / v(u)oy oy (u, Su)du‘]:t . (47)
t
In particular, in view of our Markovian set-up, process P, can also be written as
t ~ ~ ~ ~
P, = / Os P (u, Sy)o(u, Sy)SudW,, (48)
0
where the function P is the pre-default pricing function of a protection rate payment v(u) with

horizon 6.

Likewise, it is straightforward to verify that the (local) martingale F' given as
t
F, = / oy tdf,, (49)
0
is equal to the martingale part of the process f defined as

N 0
7, =Eq (/t at_laudu‘ft> . (50)

Thus, process F, can also be written as
t ~ ~ ~ ~
F, = / O0sF (u, Sy)o(u, Sy)S,dW, (51)
0

where the function F is the pre-default pricing function of a unit rate fee payment with horizon 6.
This demonstrates validity of .
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B Viscosity Solutions of Double Obstacle Variational Inequal-
ities

We give in this section the definition of viscosity solutions which is required, in the case of our
obstacles problem (VZ), to cope in particular with the potential discontinuities in time of f at the
T;s (cf. (18]). We refer the interested reader to Crépey [14] for every detail on this issue. We set,

fori=1,2,...,K (cf. (22)),
D' =DN{Ti-y <t <T;}, Int,D' =Int,DN{T;_y <t <T;}, 9,D" =D"\ Int,D". (52)

with, in case i = K, T; replaced by T in (52)). Note that the sets IntpDi partition Int,D.

Definition B.1 (i) A locally bounded upper semicontinuous function © on D is called a wiscosity
subsolution of (V) on Int,D if and only if © < h, and O(t, S) > £(t, S) implies

—Lo(t,S) — f(t,S,0(t,8)) <0, (53)

for any (t,S) € Int,D* and ¢ € CH*(D') such that © — ¢ is maximal on D at (¢, S), for some
ic1,2,... K.

(ii) A locally bounded lower semicontinuous function © on D is called a wiscosity supersolution of
(V) on Int,D if and only if © > ¢, and ©(¢, S) < h(t,S) implies

—Lo(t,S) — f(t,5,0(t,S5)) >0, (54)

for any (¢,5) € Int,D" and ¢ € C*(D") such that © — ¢ is minimal on D’ at (¢,5), for some
ic1,2,... K.

(iii) © is called a viscosity solution of (VI) on Int,D if and only if it is both a viscosity subsolution
and a viscosity supersolution of (VZ) on Int,D — in which case, © is a continuous function.

Remark B.2 (i) In case of a CS with no discrete coupons (like for instance the Game Exchange
Option component of a CB, which is a zero-coupon CS), the previous definitions reduce to the
standard definitions of viscosity (semi-)solutions for obstacles problems (see, for instance, [23] [12]).
(ii) A classical solution of (VT) on Int,D (if any) is necessarily a viscosity solution of (VI) on Int,D.
(iii) A viscosity subsolution (resp. supersolution) © of (VZ) on Int,D does not need to verify © > ¢
(resp. © < h) on Int,D. A viscosity solution (in particular, a classical solution, if any) © of (VI)
on Int,D necessarily satisfies £ < © < h on Int,D.
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