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NOTATION

R : set of real numbers.

R : set of nonnegative real numbers.

R : set of positive real numbers.

C12((0,T) x E) : collection of all continuous functions f : (0, T') x E — R which have continuous first
and the second order partial derivatives, where E denotes an open subset of R.

X, = X denotes the weak convergence of the sequence of random variables { X, }2° ; to the random
variable X.

Et .|| = E[-|X: = z], where { X, };>0 is a stochastic process.
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RESUME

Dans cette thése, nous considérons I'évaluation d'instruments financiers de type américain avec une fonc-
tion de gain non bornée, dépendante du temps et discontinue. Ce probléme est motivé par I'évaluation de
fonds distincts offrant une garantie minimale a I'échéance et de titres de créance tels que les obligations
convertibles. Le Chapitre 2 étudie le probleme de facon théorique, alors que les Chapitres 3 et 4 présen-
tent des algorithmes efficaces pour I'évaluation de ce type d’'instruments financiers. Ces algorithmes sont
basés sur une méthode numérique récente qui repose sur les chaines de Markov a temps continu pour
approximer le processus de diffusion sous-jacent.

Plus spécifiguement dans le Chapitre 2, nous effectuons une analyse rigoureuse de la fonction valeur d’un
contrat de fonds distinct dans le modéle de Black-Scholes, lorsque les frais et les pénalités de rachat an-
ticipé (ou charges de rachat anticipé) dépendent a la fois du temps et de la valeur du fonds (voir par
exemple, Bernard et al. (2014a)). Sous I’hypothése que I'assuré maximise la valeur neutre au risque de
son contrat, I'évaluation de fonds distincts équivaut a résoudre un probléme d'arrét optimal similaire a
I’évaluation d'option américaine. Cependant, la garantie s’appliquant uniquement a I’échéance du contrat
dans un fonds distinct crée une discontinuité dans la fonction de gain a I’échéance, ce qui la distingue des
fonctions de gain continues généralement étudiées dans la littérature des options américaines et complique
le probleme d’arrét optimal impliqué dans I'évaluation de fonds distinct. En particulier, nous donnons une
condition sous laquelle le temps d’arrét optimal se produit toujours a I'échéance du contrat. En utilisant
une représentation alternative de la fonction valeur pour le probléme d'optimisation, nous étudions ses
propriétés analytiques ainsi que la région de rachat (ou d’exercice) qui en résulte. Nous démontrons que
la non-vacuité et la forme de la région de rachat sont entierement caractérisées par les fonctions de frais
et de charge de rachat, fournissant ainsi un outil puissant pour comprendre leur interrelation et comment
elles affectent les rachats anticipés et la frontiére de rachat optimale. Sous certaines conditions sur ces
deux fonctions, nous développons trois représentations de la fonction valeur, deux sont analogues a celle
de I'option américaine, alors que 'autre est nouvelle dans la littérature actuarielle et d’évaluation d’options
américaines.

Le Chapitre 3 est aussi consacré a I'évaluation de fonds distincts. Dans ce chapitre, une méthode numérique
récente basée sur les chaines de Markov a temps continu est explorée pour I'évaluation de fonds distincts
avec une structure de frais générale sous une classe de modéles a volatilité stochastique incluant entre
autres les modéles de Heston, Hull-White, Scott, a-Hypergeometric, 3/2, et 4/2. En particulier, I'impact
d’une structure de frais liée a l'indice de volatilité VIX sur la stratégie de rachat optimale d'un contrat de
fonds distincts avec une prestation minimale garantie a I'échéance est analysé. En approximant la valeur du
fonds par une chaine de Markov a temps continu a deux dimensions, nous développons des algorithmes ef-
ficaces. Lorsque le contrat est détenu jusqu’a I'échéance, une expression analytique sous forme matricielle
est obtenue pour la valeur du contrat. Nous fournissons également une facon simple et efficace de déter-
miner la valeur des rachats anticipés a l'aide d'un algorithme récursif et donnons procédure simple pour
approximer la surface de rachat optimale.

Le Chapitre 4 étend la méthode numérique explorée dans le Chapitre 3 aux processus de diffusion non ho-
mogenes dans le temps pour I'évaluation de titres de créance tels que les obligations, les options sur obliga-
tions, les obligations rachetables/rétractables et les obligations convertibles. Plus précisément, des expres-
sions analytiques sous forme matricielle sont obtenues pour approximer le prix d'obligations et d'options
sur obligations sous des processus généraux de taux court a une dimension, et un algorithme efficace est

XVii



développé pour I'évaluation de dettes rachetables/rétractables. La disponibilité d’'une expression analy-
tique pour le prix d’obligations zéro-coupon permet I'ajustement parfait du modéle approximé a la structure
a terme actuelle des taux d’intérét du marché, quelle que soit la complexité du processus de diffusion sous-
jacent sélectionné. Nous considérons également I'évaluation d'obligations convertibles sous des processus
de diffusion bi-dimensionnels non homogénes dans le temps pour modéliser la dynamique d’une action et
des taux courts. Basé sur une approximation a chaine de Markov a temps continu a deux dimensions, un
algorithme efficace est développé pour approximer le prix d'obligations convertibles. Lorsque la conversion
n'est permise qu’'a I'échéance du contrat, une expression analytique sous forme matricielle est obtenue.
Des expériences numériques démontrent la précision et I'efficacité de la méthode sur un large éventail de
paramétres de modeéle et de modéles de taux d’intérét court.

Mots clés: problémes d'arrét optimal, options américaines, méthodes numériques en finance, chaines
de markov a temps continu, volatilité stochastique, taux d'intérét stochastique, fonds distincts, titres de
créance, obligations convertibles.
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ABSTRACT

In this thesis, we consider the pricing of American-type financial instruments with an unbounded, time-
dependent, and discontinuous reward function. This problem is motivated by the pricing of variable annu-
ities with guaranteed minimum maturity benefit and of debt securities such as convertible bonds. Chapter
2 studies the problem from a theoretical perspective, whereas Chapters 3 and 4 present efficient algorithms
for the pricing of such financial instruments. These algorithms are based on recently developed numerical
techniques that rely on a continuous-time Markov chain (CTMC) to approximate the underlying diffusion
process.

Specifically, in chapter 2, we perform a rigorous analytical study of the value of a variable annuity (VA)
contract in the Black-Scholes framework, when the fee and the surrender charge are both time and state-
dependent (that is, depending on the value of the VA account, see Bernard et al. (2014a)). Under the as-
sumption that the policyholder maximizes the risk-neutral value of her contract, the pricing of a variable
annuity is equivalent to solving an optimal stopping problem similar to pricing an American option. How-
ever, the financial guarantee being applied only at maturity in a VA contract creates a discontinuity in the
reward function at maturity, which sets it apart from the continuous reward function of the American op-
tion and complicates the optimal stopping problem involved in the pricing of VAs. In particular, we give a
condition under which optimal stopping always occurs at maturity. Using an alternative representation for
the value function of the optimization problem, we study its analytical properties and the resulting surren-
der (or exercise) region. We show that the non-emptiness and the shape of the surrender region are fully
characterized by the fee and the surrender charge functions, which provides a powerful tool to understand
their interrelation and how it affects early surrenders and the optimal surrender boundary. Under certain
conditions on these two functions, we develop three representations for the value function; two are anal-
ogous to their American option counterpart, and one is new to the actuarial and American option pricing
literature.

Chapter 3is also concerned with the pricing of variable annuities. In this chapter, a recent numerical method
based on continuous-time Markov chain approximation is explored for the pricing of VA contracts with
general fee structure under a class of time-homogeneous stochastic volatility models which includes the
Heston, Hull-White, Scott, a-Hypergeometric, 3/2, and 4/2 models. In particular, the impact of different
Chicago Board Options Exchange volatility index (VIX)-linked fee structures on the optimal surrender strat-
egy of a VA contract with guaranteed minimum maturity benefit (GMMB) is analyzed. Using a two-layer
continuous-time Markov chain approximation for the fund value process, efficient algorithms are devel-
oped. When the contract is kept until maturity, a closed-form matrix expression is obtained for the value of
the VA contract. We also provide a quick and simple way to determine the value of early surrenders via a
recursive algorithm and give an easy procedure to approximate the optimal surrender surface.

Chapter 4 extends the numerical methods explored in Chapter 3 to time-inhomogeneous diffusion pro-
cesses for the pricing of debt securities such as bonds, bond options, callable/putable bonds, and convert-
ible bonds. More precisely, closed-form matrix expressions are obtained to approximate the price of bonds
and bond options under general one-dimensional short-rate processes, and a simple efficient algorithm is
also developed for the pricing of callable/putable debts. The availability of a closed-form expression for the
price of zero-coupon bonds allows for the perfect fit of the approximated model to the current market term
structure of interest rate, regardless of the complexity of the underlying diffusion process selected. We
further consider the pricing of a convertible bond (CB) under general bi-dimensional time-inhomogeneous

XiX



diffusion processes to model equity and short-rate dynamics. Credit risk is also incorporated into the model
using the approach of Tsiveriotis and Fernandes (1998). Based on a two-layer CTMC method, an efficient
algorithm is developed to approximate the price of convertible bonds. When conversion is only allowed
at maturity, a closed-form matrix expression is obtained. Numerical experiments show the accuracy and
efficiency of the method across a wide range of model parameters and short-rate models.

Keywords: optimal stopping problems, American options, numerical methods in finance, continuous-time
Markov chains, stochastic volatility, stochastic interest rates, variable annuities, debt securities, convertible
bonds.
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INTRODUCTION

This thesis is divided into two main parts. The first part, in Chapters 2 and 3, focuses on the pricing of variable
annuities, while the second part, in Chapter 4, addresses the pricing of debt securities such as convertible
bonds. Chapter 1 establishes the basic framework for valuing these financial securities and highlights the
similarities between variable annuity and convertible bond structures. Chapter 2 presents a rigorous ana-
lytical study of the pricing formula of a variable annuity contract within the Black-Scholes framework, while
Chapter 3 and 4 are concerned with efficient algorithms based on two-layer CTMC approximation for the
pricing of these securities. More precisely, Chapter 3 considers the pricing of variable annuities with fee
structures tied to the VIX under general stochastic volatility models, and Chapter 4 extends this method
to time-inhomogenous bi-dimensional diffusion processes for the pricing of debt securities under general

stochastic interest rate models.

Variable annuities are financial products offered by insurance companies mainly used for retirement plan-
ning. Typically, policyholders contribute either a single or periodic premium to an investment sub-account
(or fund), whose return is linked to a financial portfolio. This makes them comparable to mutual funds,
except that variable annuities offer financial guarantees at maturity or death, protecting the investors from
market downturns. Various types of protection are available within these products; see, for example, Hardy
(2003), Bauer et al. (2008), and Feng et al. (2022) for details. Common types of investment guarantees
include, among others, the guaranteed minimum maturity benefit (GMMB), ensuring a minimum capital
amount at contract maturity, and the guaranteed minimum withdrawal benefit (GMWB), providing a min-
imum level of withdrawals. Typically, these protection riders are financed through a periodic fee generally
set as a certain percentage of the fund value. Given their complex structures, variable annuities are subject
to different risk factors such as equity, interest rate, and mortality risk. Early surrenders can also lead to
liquidity issues. The uncertainty faced by insurers with respect to policyholder surrender behavior is known
as surrender risk. Given the significant size of the variable annuity market, appropriately pricing these
contracts and understanding optimal surrender behavior is thus essential for risk management purposes,

Niittuinpera (2022).

In recent years, the literature has extensively explored the pricing of variable annuities, covering various
pricing models and modeling approaches. For a comprehensive review, refer to Feng et al. (2022). In cer-

tain cases, simplified VA contracts can yield closed-form matrix expressions, as discussed in Hardy (2003)



and Bauer et al. (2008). However, incorporating more realistic features like surrender risk to the valuation
framework necessitates the use of numerical techniques. Policyholder surrender behavior can significantly
affect rider fees and has thus drawn the interest of insurers and researchers. Bacinello et al. (2011) propose
a general pricing framework under different surrender behavior assumptions (static, dynamic, and mixed),
using Monte Carlo simulation. Gao and Ulm (2012) proposes a utility-based approach, whereas Zhu and
Welsch (2015) uses novel statistical learning techniques to model withdrawals. Another stream of literature
uses the no-arbitrage pricing principle and assumes that policyholders maximize the risk-neutral value of
their contract (Grosen and Jgrgensen (1997), Milevsky and Salisbury (2001), Bernard et al. (2014b), Kang
and Ziveyi (2018), among others). It can be argued that it corresponds to the worst-case scenarios for VA
providers and provides an upper bound for the prices. Recent studies integrate market frictions like taxes
and other expenses into the valuation framework (Bauer et al. (2017), Alonso-Garcia et al. (2022), Bauer
and Moenig (2023)), whereas Moenig and Zhu (2018) and Bernard and Moenig (2019) consider lapse and

reentry strategies.

Chapter 2 of this thesis concerns the pricing of variable annuities under rational surrender behavior, mean-
ing that the contract is terminated as soon as it is optimal to do so from a strictly financial perspective.
Under this assumption, the pricing of variable annuity corresponds to an optimal stopping problem simi-
lar to the pricing of American options. However, the unboundedness and time-dependence of the reward
function, combined with its time-discontinuity arising from the difference between the maturity and sur-
render benefits, sets apart variable annuities from classical American options pricing often studied in the
literature (Bassan and Ceci (2002), Bensoussan and Lions (1982), De Angelis and Stabile (2019), Jaillet et al.
(1990), Krylov (1980), to name a few). The main goal of Chapter 2 is thus to perform a rigorous analytical
study of the value function involved in the pricing of variable annuity contracts. The results of this chapter
establish a theoretical basis for existing numerical methods already applied in the VA pricing literature. It
extends the surrender premium representation of Bernard et al. (2014b) to more general fees and surren-
der charges functions and introduces a new representation of the value function in terms of the current
surrender value and an integral term that only takes non-zero value in the continuation region. We called
this new representation the “continuation premium”. To the author’s knowledge, such a representation is
new to the actuarial and American option pricing literature, opening the doors for the development of new
numerical techniques. Additionally, a detailed theoretical analysis of the shape and the non-emptiness of
the surrender region is performed. An explicit condition is derived under which early termination becomes

sub-optimal, revealing insights on the interrelation between fees, surrender charges, and surrender risk



and extending the results of Milevsky and Salisbury (2001) to a more general finite time-horizon problem.

Chapters 3 and 4 introduced novel algorithms for pricing variable annuities and financial securities such as
convertible debts. The numerical method proposed is based on a two-layer continuous-time Markov chain
(CTMC) approximation developed by Cui et al. (2018). Building on the ideas of Kushner (1977) and Kushner
and DiMasi (1978), the use of CTMC has been developed by Kushner (1990) in control theory for approx-
imating diffusion processes, and subsequently applied to financial mathematics for the pricing of barrier
options in one-dimensional Markov models by Mijatovi¢ and Pistorius (2013). Then follows the work of Cai
et al. (2015) for the pricing of Asian options under general one-dimensional Markov processes with jumps,
whereas Lo and Skindilias (2014) discussed the calibration of the approximated model and grid designs,
and Cai et al. (2019) applied the techniques to regimes-switching models. Extension to two-dimensional
stochastic volatility models is explored in Chourdakis (2004), and subsequently in Cui et al. (2017b), Cui
et al. (2017c) and Kirkby et al. (2017). The idea behind the approach consists of first approximating the vari-
ance process by a CTMC, which results in a regime-switching diffusion process. The characteristic function
of the equity process is then obtained analytically, and the pricing of the derivative is performed through
Fourier techniques. The method applies to a wide class of stochastic volatility models but requires some re-
strictions on the model parameters for the characteristic function to have an analytical expression. Cui et al.
(2018) then proposed a two-layer CTMC approximation, which applies to most stochastic volatility models,
removing the previous constraint on the diffusion process parameters. The method first approximates the
variance process by a CTMC (the first layer). The resulting regime-switching diffusion process is then ap-
proximated by a regime-switching CTMC (the second layer) and the technique of Cai et al. (2019) is used to
map the two-dimensional CTMC process onto a one-dimensional CTMC process on an enlarged state space.
The technique is then applied to the pricing of European, Asian, Barrier, Bermudan, and occupation time
derivatives under general stochastic volatility models. Ma et al. (2020) uses the method for approximating
the price of American-type derivatives using an iterative procedure based on the early exercise premium
representation of the value function under which the early exercise surface can also be approximated. Ding
and Ning (2021) extend the procedure to time-inhomogeneous bi-dimensional diffusion processes, whereas
Kirkby et al. (2020) explore higher dimension setting. Recently, Kirkby (2023) developed the technique in
time-homogeneous stochastic interest rate models and applied CTMC approximations to the pricing of hy-

brid equity-rate derivatives such as equity swaps.

Various fee designs have been explored in existing literature, Bernard et al. (2014a), Bernard and MacKay



(2015), MacKay et al. (2017), Bernard and Moenig (2019) and Wang and Zou (2021). Typically, these designs
aim to mitigate the exposure of VA providers to different risk factors. Fee structures that are tied to the VIX
are inspired directly by industry contracts. Cui (2013) theoretically investigate a particular VIX-linked fee de-
sign within the Heston-type stochastic volatility model for the pricing of VA contracts with GMMB rider and
highlight its potential in aligning fee incomes with liabilities, whereas Kouritzin and MacKay (2018) analyzed
the impact of VIX-linked fees on the sensitivity of the liability of the insurer to volatility risk for VA contracts
with GMWB rider. In Chapter 3, we numerically investigate the impact of three different VIX-linked fee struc-
tures on the optimal surrender strategy. Fee structures are allowed to be as general as possible, i.e. the fees
may depend on the time, the fund value, and the underlying latent variance process. To do so, we use a
two-layer CTMC methodology inspired by Cui et al. (2018). The approach of Cui et al. (2018) is not only the-
oretically appealing and applies to most stochastic volatility models, but also allows for closed-form matrix
expression for the price of European-type derivatives, and simple recursive algorithms can be developed to
approximate the price of American-type derivatives. However, for the pricing of long-term financial instru-
ments, such as variable annuities, the method stretches computational resources to unacceptable levels.
This chapter addresses this challenge by presenting efficient algorithms for pricing European and American-
type derivatives under general two-dimensional models. Additionally, a novel methodology is proposed to
approximate the optimal surrender surface. Convergence of the new methodology is also demonstrated

theoritically.

Chapter 4 explores CTMC methods for the pricing of debt securities under general stochastic interest rate
models. Short-rate models that allow reproducing the term structure of interest rates are time-inhomogeneous,
adding to the numerical difficulty of this extension. Indeed, CTMC approximation is better suited for time-
homogeneous processes. The reason is that approximating a time-inhomogeneous process by CTMC results
in a time-dependent generator (see Ding and Ning (2021)). The theoretical extension of the results of Ding
and Ning (2021) to medium/long time horizon derivatives is straightforward but presents numerical chal-
lenges since calculations of matrix exponentials are required multiple times to obtain transition probabili-
ties and approximate option prices. Indeed, when the generator is time-dependent, transition probabilities
need to be calculated at each time step, adding to the numerical difficulty of valuing medium/long-term
derivatives. In Chapter 3, we address this challenge by adapting algorithms developed in Chapter 3 to bi-
dimensional time-inhomogeneous processes. Closed-form matrix expressions are obtained for the price of
bonds under general time-inhomogeneous short-rate models. Such an extension allows the perfect calibra-

tion of the approximated models to the current market term structure of interest rates. Efficient algorithms



are then developed for the pricing of convertible debts under general time-inhomogeneous stochastic in-
terest rate models, and closed-form matrix expressions are obtained when conversion is only allowed at

maturity.



CHAPTER 1
NOTATION AND SETTING

This thesis covers the pricing of two types of financial instruments: variable annuities and convertible bonds.
Although they may seem different in appearance, we observe in this chapter that their structure admits
many similarities. Section 1.1 defines their main characteristics and terms, while Section 1.2 describes the
market model used in each chapter. Lastly, some basic notions and concepts concerning the pricing of these

particular financial instruments are reviewed in Section 1.3.

11 Financial Instruments

In this section, we describe the main characteristics of variable annuities and convertible bonds. We also

introduce the terminology and the notation used in the next chapters.

111 Variable Annuity Contract

In this section, we describe a simplified variable annuity (VA) contract offering a guaranteed minimum
maturity benefit (GMMB) at maturity 7' > 0. At inception of the contract, the policyholder deposits an
initial premium in an investment sub-account (or fund) tracking the financial market. Here, we assume that
this sub-account tracks the risky asset with price process S = {S;}o<t<7. We denote by F' = {F} }o<i<T

the value process of the sub-account.

The guarantees embedded in VA contracts are funded via a fee levied continuously from the investment
sub-account at a rate ¢ = {c¢;}o<t<7. This fee rate, also called fee process, can depend on time and the
value of the sub-account or other risk factors depending on the context. Generally, we set ¢, := C(t, )
where C' is called the fee function. This is discussed further in the next chapters. The sub-account value is
then defined by

F=Spe Joeedu  g<p<T, (1.1)

with F() = So.

At maturity, the policyholder receives the maximum between a pre-determined amount G € R and the

value of the investment sub-account. This is defined as the maturity benefit. Should she decide to surrender



her contract prior to maturity, the policyholder receives the amount accumulated in the sub-account subject
to a penalty charge. This value is called the surrender benefit and depends on the surrender charge, which
is expressed as a certain percentage of the sub-account. If no surrenders occur, the maturity benefit is paid
at T'. We assume that the surrender charge is modeled by a function g(¢, -), also called the surrender charge
function, which can depend on time and other risk factors depending on the context. It is assumed to be
non-increasing in time; a later surrender will yield a higher proportion of the account value. In this work,
we often use the term surrender charge function to refer to either g(-,-) or 1 —g(-, -). Imposing g(7',-) = 1
is also common in the actuarial literature. It allows the function g(-, -) to be defined on the closed interval
[0, T'] and represents the fact that at maturity, the policyholder is entitled to the full amount accumulated
in the account. In practice, it is also common to see the surrender charge vanish before maturity. Examples

of surrender charges are listed in Palmer (2006).

11.2 Convertible Bond

Convertible bonds (CBs) are hybrid securities that possess features of both debt and equity. They are similar
to bonds except that the investor has the right to convert the bond into a predetermined number of shares,
called the conversion ratio and denoted below by 1 > 0, of the issuer during a certain exercise window
prior to maturity I" > 0. This is also referred to as the conversion value. At maturity, if conversion is allowed
and the bond has not been converted to shares yet, the holder has the right to convert the bond or receive
its face value /' > 0. In practice, additional features such as call and put options on the bonds are also

generally embedded in CBs.

In this work, we use the term European-style CB (resp. American-style CB) to refer to a bond under which
the conversion option can be exercised at maturity only (resp. at any time prior to maturity).
1.2 Market Models

On a probability space (2, F,Q), let W = {(Wt(l), Wt(z))}tzo be a two-dimensional standard Brownian
motion, whose augmented filtration is denoted by F = {F;};>¢ and let Q be the risk-neutral probability

measure used to price assets.

We consider a financial market consisting of two risk factors, X = {X;}o<i<7 with X; = (Xt(l), X



We assume that the dynamics of X under the pricing measure are given by

2
AX( = pi(t, Xe) dt + Y oy, Xa) AW, i€ {1,2). (1:2)
j=1

on [0, T] with T > 0, the maturity of the financial instrument. Let Sx be the state space of X and define
drift vector by pu(t,x) = [ui(t,x)]?_; with u; : [0,7] x Sy — R and the diffusion matrix by o(t,z) =
[aij(t,a:)]%jzl with o5 : [0,T] x Sx — R. Conditions for (1.2) to be well-defined are discussed in more

details in the next chapters.

Each chapter of this thesis focuses on different risk factors relevant to the specific problem being addressed.
Chapter 2 examines the VA pricing problem from a theoretical perspective within the Black-Scholes frame-
work, considering only the stock index as a risk factor. In Chapter 3, VIX-linked fee incentives are incorpo-
rated into VA pricing, requiring the inclusion of stochastic volatility as a second risk factor. Finally, Chapter
4 addresses the pricing of debt securities, where interest rates play a significant role. Thus, both equity and

interest rates are modeled.

1.21 Black-Scholes Framework

In Chapter 2, a detailed theoretical study of the value of a variable annuity contract under the Black-Scholes
setting is performed. Under this market model, the risky asset {.S; }o<;<7 follows a one-dimensional geo-

metric Brownian motion whose dynamics satisfy

ds;, = rSydt+oS;aw?, (1.3)

with » > 0 the risk-free rate and o > 0 the volatility. Hence, using (1.1) and It6’s formula, the dynamics of

the fund value process F'is given by
dFt == (’I“ —Ct)Ft dt+UFt th(l), (14)

where {¢; }o<i<7 is the fee process.

1.2.2 Stochastic Volatility Models

Chapter 3 also studies variable annuities. However, particular fee structures are considered. In this chapter,
we numerically study the impact of three different fee structures tied to the VIX on the optimal surrender

strategy. Hence, in order to incorporate VIX-linked fee structures into the valuation model, the variance



{Vi}o<t<T of the risky asset process {.S; }g<¢<7 needs to be modeled as a risk factor. The price of the risky

asset is thus described by a two-dimensional process (S, V') = {(St, Vi) }o<i<T satisfying

AV, = v (Vy) dt + oy (V) dw,?,

with Sy = sg > 0 and 1V = vy € Sy where Sy denotes the state-space of V' (usually R or R depending
on the model), with » > 0 denoting the risk-free rate and p € [—1, 1] the correlation coefficient. The
functions iy : Sy — Rand og, oy : Sy — Ry are assumed to be well-defined such that (1.5) has a

unique-in-law weak solution. Other conditions are discussed in Chapter 3.

Hence, using (1.1) and 1td’s formula, the dynamics of the fund value process { F; }o<:<r satisfy
dF;, =(r—c¢)F,dt +os5(Vy)Fy (ﬂdwt(l) + det(2)> ,
AV = py (Vi) dt + oy (Vy) dW?,

where {¢; }o<i<7 is the fee process.

1.2.3 Stochastic Interest Rate Models

The last chapter of this thesis concerns the pricing of various debt securities. In particular, we consider
the pricing of convertible bonds under general bi-dimensional time-inhomogeneous diffusion processes to
model the risky asset {.S; }+>0 and short-rate { R; };>¢. The price of the risky asset can thus be described by
a two-dimensional process (S, R) = {(S¢, R¢) }+>0 satisfying

dSt = RtSt dt + US(Rt)St (ﬂdwt(l) + det(Z)) ,

ARy = pg(t, Ry) dt + op(Ry) AW,

(1.7)

with So > 0 and Ry € Sg, where Sg denotes the state-space of R (generally R or R* depending on the
model), and p € [—1, 1] the correlation coefficient. The functions ur : Sg — Rand og, o : S — Ry
are assumed to be well-defined such that (1.7) has a unique-in-law weak solution. Other conditions are

discussed in Chapter 4.

1.3 Pricing of American-type Financial Instruments

In this thesis, an American-type financial instrument (or American-type contract) refers to a financial instru-
ment under which the holder has the right to terminate (or surrender or convert depending on the context)

her contract at any time prior to maturity. We describe below their basic concepts and terminology.



1.3.1 Reward (or Gain) Function

We consider a particular type of American contract under which the value received upon exercise differs
from the maturity benefit. This creates a time discontinuity in the reward (or gain) function, setting them

apart from standard American derivatives studied in the literature.

More formally, let ¢ : [0,7] x Sx — R denotes the reward function defined by

flt,x) ift<T,
o(t,r) = (1.8)

h(x) ift="1T,
where f : [0,T]xSx — Ryisa C'2 function representing the exercise (or surrender or conversion) value,
with f(T,-) being the exercise value at maturity, and h : Sx — R is a continuous function representing

the maturity benefit. We also suppose that f(7,z) < h(zx) for all z € Sx, so that the maturity benefit is

always greater or equal to the exercise value at maturity.

Remark 1.3.1 Under this assumption, we observe that the reward function can be discontinuous at time T'
since

lim p(t,2) = f(T,2) < hiz) = ¢(T.).
In Chapters 2 and 3, variable annuity contracts are considered. The function f represents the surrender
value received by the policyholder, while the function i describes the maturity benefit, defined as the

maximum between a guaranteed amount GG and the value of the investment sub-account at maturity Frp.

In Chapter 4, the pricing of convertible debt is considered. Here, we assume that the bond does not pay
any coupons and that no other embedded features are included. Under these assumptions, the function
f corresponds to the conversion value. At maturity, if the bond has not been converted to shares yet,
the holder has the right to convert it or receive its face value F'. This is modeled by the function h and

corresponds to the maturity benefit.

Using this particular notation, we observe that variable annuities and convertible bonds admit a similar
structure. However, the pricing of convertible debt can become more complex due to the inclusion of other
factors like credit risk, coupons, and additional embedded options such as call and put options. This is

discussed further in Chapter 4.
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1.3.2 Value Function

First, assume that the risk-free rate is constant and denoted by » > 0. Under the assumption that the
holder of the derivatives maximizes the risk-neutral value of her contract, the time-t value of an American-

type derivative with reward function defined in (1.8) is given by

v(t, x) = Zl’lfp Ei2le " Do(r, X)), (1.9)
TCt, T

where T; 7 is the set of all stopping times taking value in the interval [t, T'], and E; ,[-] is short-hand notation

for E[-| X; = z]. The function v : [0, T] x Sx — R is called the value function.

Suppose now that the risk-free rate is stochastic as in Chapter 4 and represented by X (2), the second risk

factor in (1.2). Under this assumption, the value function is given by

7 3 (2)
v(t, ) = sup E;gle” JEXTds (7 X)) (1.10)
T€Ti, T

Lastly, we say that 7;* is an optimal stopping time for (1.10) if 7* € T; 1 and satisfies

T 5 (2)
o(t, 7) = By ple 7' X7 A50(r X 0], (1.1)

1.3.21 Basic Properties of the Value Function
Using the formulation in (1.9) or (1.10), it is straightforward to conclude that
v(t,x) > f(t,z)forall (t,z) € [0,T) x Sx and v(T,z) = h(x), forallz € Sx,

since t € T; . The domain of v is typically divided into two regions: the exercise (or surrender or conver-

sion) region S and the continuation region C, which are defined by

{( [OvT) X 8X|U(t>x) = cp(t,x)},
{( [OvT) X SX‘U(t7x) > (p(t,ﬂ?)},

S t,z) €
C t,z) €

respectively.

1)



1.3.2.2 Other Representations

We now explore common representations of the value function. To facilitate this, we assume a constant

risk-free rate denoted by r > 0. We also introduce the second-order differential operator £ defined by

2 2

1 2.2 P 0
L= 5 Zzaij(t, x)alﬁlal’j + z;ﬂi(t, l‘)ail’za

i=1 j=1 i=
where the terms a;;(t, z) are the elements of the matrix a(t, z) := o (¢, z)o® (¢, z) given by

2

ajj = E oik(t, x)ojk(t, ).

k=1
Free-Boundary Value Problem and Variational Inequalities

Under some conditions on diffusion matrix o, the drift vector 1 and the reward function ¢, the relation
between partial differential equations and the optimal stopping problem in (1.9) can be established. This
result is well-known for standard American option pricing literature when the reward function is continuous
or bounded. However, its application to the financial instruments studied in this thesis is not as straightfor-
ward. This is discussed further in Chapter 2 in the context of variable annuity pricing under the Black-Scholes
setting. More formally, under some regulatory assumptions, it can be shown the value function is a solution

of the following free boundary value problem

Lo(t,x) + g;)(t, x) —rv(t,x) =0, (t,z) eC

(t,x) > ¢(t,x), () €C (112)

u(t, ) = p(t, ), (t,z) e S

(T, z) = h(z), x € Sx.

Using the supermartingale properties of the process {e‘”v(t, Xt) }o<t<T, which is also known as the Snell

envelope of the discounted reward process, we can further demonstrate that

Lo(t,x) + g;}(t,m) —ru(t,z) <0, (t,z)e€ (0,T)x Sx. (113)

Combining (1.12) and (1.13), we can establish the variational inequality. This means that the value function

v defined in equation (1.9) is a solution to
ov
max 4 Lou(t,z) + E(t’ x) —rv(t,x),o(t,x) —ov(t,z) p =0, (1.14)

12



with terminal condition v(T', z) = h(x) (with all the derivatives in the sense of distribution).

Conditions under which (1.12), (1.13) and (1.14) hold are discussed further in Chapter 2 under the Black-

Scholes setting.
Early Exercise Premium Representation

Another common characterization of the value function is in terms of the early exercise premium, also
known as the integral or surrender premium representation in the context of variable annuity pricing. This
representation decomposes the value function into two parts: the expected present value of the maturity
benefit and a term that only takes a non-zero value when the underlying is in the exercise (or surrender)
region. More precisely, under some conditions on the drift and diffusion parameters in (1.2) and the reward
function ¢, we can demonstrate that
v(t,x) = Eiy [e_T(T_t)h(XT)}
T (1.15)
b [ B [T (05, X) = £1( X0 = il XD Lyoxayesy] d.

where fi(t,z) = %{(t, x). Note that the term inside the expectation of (1.15) can be calculated explicitly as
it solely relies on the exercise value function f, which is already determined as part of the model setup in
equation (1.8). Establishing (1.15) rigorously in the present context is not trivial. Existing results often require
continuity of the reward function. Conditions under which (1.15) is valid for VA pricing are discussed further

in Chapter 2 under the Black-Scholes setting.

1.3.3 Classical Numerical Techniques

The optimal stopping problem in (1.9) generally does not admit a closed-form analytical solution, unless a
trivial optimal stopping time is shown to exist. This is discussed further in Chapter 2. Numerical techniques
are thus required to solve the optimization problem. Here we discussed the most commonly used methods,

which include finite difference techniques, tree methods, and Monte Carlo simulation.

Methods based on the resolution of partial differential equation (PDE) use (1.12), necessitating certain con-
ditions on p, o, and ¢ to rigorously define the problem. When these are satisfied, finite difference methods
are used to approximate the derivative, and the problem is solved iteratively; see, for instance, Hull (2018),

Chapter 21.8 for details.
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Tree methods and simulation techniques', such as the one proposed by Longstaff and Schwartz (2001), are

based on a time-discretization of the problem. This is discussed below.

Consider a time partition0 = tg < t; < ... <ty = T witht, =nA,n=0,1,2...,Nand A = T/N for
some N € N. In this thesis, we use the term Bermudan-type financial instrument (or Bermudan contract)
to refer to a financial instrument in which the holder has the option to exercise her right prior to maturity
on predetermined dates. In the same vein, a financial instrument that can be exercised at maturity only is
called a European-type financial instrument (or European contract). Note that these terms do not refer to
existing contracts, and they are used to simplify explanations. Naturally, as N — oo, we expect the price
of the Bermudan contract to converge to the American-type financial instrument defined in (1.9). This is

formalized in Chapter 3.

Define the set Hy = {to,t1,...,tn}. The time-t risk-neutral value of the Bermudan contract with permit-

ted exercise dates H y is defined by

by(t,z) = sup Et,z[e*T(T*t)go(T, X, (1.16)

TETN,T>1

where 7Ty is the set of stopping times taking values in H .

We denote the Bermudan contract value process by B := {B,}\_,, with B,, := by (t,, X3, ). Based on
the principle of dynamic programming (refer for example to Lamberton (1998), Theorem 10.1.3), it can be
shown that the discretized problem admits the following representation:

By =h(X7)

B, =max (f(tn, Xy,),e " Ey,[Bny1]), 0<n<N-—1.

(117)

Therefore, if the process {th}flvzo is approximated correctly, the value of the Bermudan contract can be

computed using a backward recursive procedure based on (1.17). The value of the American-type financial

' Over the years, several simulation techniques have been developed to value American-type derivatives ranging from random-
tree methods (Broadie and Glasserman (1997)) to stochastic mesh techniques (Broadie and Glasserman (2004)) and parametric
approximation of early exercise rule (Garcia (2003)). Other techniques used regression-based methods to approximate the contin-
uation value (Carriere (1996), Longstaff and Schwartz (2001), Tsitsiklis and Van Roy (2001)). The method of Longstaff and Schwartz
(2001), also known as least squares Monte Carlo (LSMC), has garnered significant attention in option pricing literature (Clément
et al. (2002), Stentoft (2004)), with different improvements proposed over time (Fabozzi et al. (2017), Auster et al. (2022), Wei
and Zhu (2022), Xiong et al. (2023), Reesor et al. (2024), among others). Recent advancements in machine learning and quantum

finance have also enabled novel extensions of this technique (Becker et al. (2021), Doriguello et al. (2021)).
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instrument can then be approximated by its Bermudan counterparts using a large number of exercised dates
N. The main challenge of this technique consists of calculating the continuation value, e‘mnEtn [Bp+1]

at each time step.

When using tree methods, the continuation value can be calculated explicitly since each node is related to
subsequent nodes at the previously considered time step. This characteristic makes tree methods very at-
tractive for the pricing of American-type contracts. However, extending these methods to higher-dimensional
diffusion processes can be computationally expensive and quickly become inefficient. On the other hand,
simulation techniques easily adapt to high-dimension processes, but the calculation of the continuation
value requires an additional level of approximation, which makes the methodology usually less efficient
than trees. In this work, we provide efficient algorithms for the pricing of American-type financial instru-
ments. The method uses continuous-time Markov chains to approximate the underlying process X and
then employs a backward recursive procedure based on (1.17) to approximate the price of the Bermudan
contract. The method is very intuitive, similar to tree techniques, and allows for the explicit formulation of
the continuation value, which makes the procedure highly efficient. It also adapts to a wide range of diffu-
sion processes in one and two dimensions. Chapter 3 explores this methodology in the context of variable
annuity pricing under stochastic volatility models, while Chapter 4 applies the technique to the pricing of

debt securities under stochastic interest rate models.

Another common technique uses the exercise premium representation in (1.15) along with a time-discretization
of the integral. This has been explored by Kim (1990) and Carr et al. (1992) in the context of American call
and put options pricing, whereas Bernard et al. (2014b) apply the technique to variable annuity pricing.
However, establishing equation (1.15) rigorously is non-trivial, and its proof relies on the regularity proper-
ties of the value function. This is discussed further in Chapter 2 under the Black-Scholes setting. Extending
these results to stochastic volatility or interest rate models presents challenges. This has been done in
Lamberton and Terenzi (2019) for standard American-put option pricing under a Heston-type stochastic
volatility model, Heston (1993). Additionally, Ma et al. (2020) explored this method using continuous-time
Markov chain approximation under stochastic volatility models, assuming certain regularity assumptions
on the value function. Extending the results developed in Chapter 2 to American-type financial instruments

with a discontinuous reward function as described in (1.8) is left as future research.
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CHAPTER 2
ANALYTICAL STUDY OF A VARIABLE ANNUITY CONTRACT

This chapter is based on the paper “On an Optimal Stopping Problem with a Discontinuous Reward” in
collaboration with Dr. Anne MacKay. The research focuses on the pricing of variable annuities within the
Black-Scholes setting. Under the assumption that the policyholder maximizes its risk-neutral value, the price
of a variable annuity contract corresponds to an optimal stopping problem akin to the pricing of American
options. However, the financial guarantee being applied only at maturity in a VA contract creates a discon-
tinuity in the reward function at maturity, which sets it apart from the continuous reward function of the
American option often studied in the literature. This unique feature complicates the optimal stopping prob-
lem involved in the pricing of variable annuities. The objective of this chapter is thus to perform a rigorous
analytical study of the value function associated with variable annuity contracts, considering the challenge

posed by the unbounded, time-dependent, and discontinuous reward function.

2.1 Introduction

Variable annuities (VAs) are structured products sold by insurance companies that are mainly used for re-
tirement planning. An initial premium is deposited in an investment account (or fund) whose return is
linked to that of one or more risky assets. They are similar to mutual funds, but they also offer financial
guarantees at the end of a pre-determined accumulation period. The embedded guarantees are akin to
long-dated options, but they are funded by a periodic fee, generally set as a percentage of the investment
account value, rather than being paid upfront. In this chapter, we focus on a GMMB, which provides the
policyholder a minimum guaranteed amount at maturity of the contract. Another common feature of vari-
able annuities contracts is that policyholders generally have the right to surrender, or lapse, their contract
prior to maturity. When policyholders choose to do so, they receive the value accumulated in the invest-
ment account, reduced by a penalty for early surrender (or surrender charge). The uncertainty faced by VA
providers with respect to early termination is known as surrender risk. Early surrenders can entail negative
consequences such as liquidity issues. Thus, incorporating adequate surrender assumptions in the pricing

of VAs is essential for risk management purposes; see Niittuinpera (2022).

Different early surrender modelling approaches have been proposed in the literature (see Bauer et al. (2017)

and Feng et al. (2022) for a review), from the use of utility functions, Gao and Ulm (2012), to modern sta-
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tistical techniques, Zhu and Welsch (2015). Early surrenders are also often expressed as a decision taken by
policyholders on a strictly rational basis, meaning that the contract is terminated as soon as it is optimal to
do so from a financial perspective (see Bernard et al. (2014a), Jeon and Kwak (2018), Kang and Ziveyi (2018),
Milevsky and Salisbury (2001), and MacKay et al. (2023), as discussed in the next chapter, among others).
Bauer et al. (2017) discusses the impact of other factors on policyholder behavior, such as taxes and ex-
penses. This article gave rise to another stream of literature in which market frictions such as taxation rules
are considered (Alonso-Garcia et al. (2022), Bauer and Moenig (2023), and Moenig and Bauer (2016)), which
helps to explain the discrepancies between market and model fee rates, Moenig and Bauer (2016). Other
recent studies include lapse and reentry strategies in their analysis (Bernard and Moenig (2019) and Moenig
and Zhu (2018)), whereas Moenig and Zhu (2021) consider a third-party investor to whom the policyholder

can sell her contract.

The goal of this chapter is to study the properties of the value function of the VA contract under the as-
sumption that the policyholder maximizes its risk-neutral value, when the fee and the surrender penalty
(or charge) are both time and state-dependent (that is, depending on the value of the VA account, see
Bernard et al. (2014a)). Our setup includes, among others, the constant fee case, the state-dependent fees
of Bernard et al. (2014a), Delong (2014), and MacKay et al. (2017), and the time-dependent fees of Bernard
and Moenig (2019) and Kirkby and Aguilar (2023). Under this assumption, valuing a variable annuity con-
tract is equivalent to solving an optimal stopping problem similar to pricing an American option. However,
the financial guarantee being applied only at maturity in a VA contract creates a discontinuity in the re-
ward function at maturity, which sets it apart from the continuous reward function of the American option
and complicates the optimal stopping problem involved in the pricing of VAs. The impact of the surrender
charge and the fee structure on the optimal surrender strategy has been studied in the Black-Scholes frame-
work by Bernard et al. (2014a), Bernard and MacKay (2015), Bernard and Moenig (2019), MacKay (2014),
MacKay et al. (2017), and Moenig and Zhu (2018), and in a more general setting by Kang and Ziveyi (2018),
and MacKay et al. (2023), as discussed in the next chapter. However, these articles approach the problem
from a numerical perspective. To the author’s knowledge, it is the first time that such an extensive analytical
study of the optimal stopping problem involved in the pricing of a variable annuity contract is performed in

the literature.

Recently, Luo and Xing (2021) studied variable annuity contracts under regime-switching volatility models

from an optimal stopping perspective. However, they consider a different surrender benefit, which results
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in a continuous reward function similar to that of a put option. Chiarolla et al. (2022) perform an analysis
similar to ours, but for participating policies with minimum rate guarantee and surrender option. Partici-
pating policies are akin to variable annuities in that the premium paid by the policyholder tracks a financial
portfolio, subject to a minimum rate guarantee. However, the problem they consider is fundamentally dif-
ferent from ours in multiple ways. i) In variable annuity contracts, guarantees are funded via periodic fees
set as a percentage of the sub-account value. This creates a discrepancy between the fee amount and the
value of the financial guarantee, which becomes an incentive for the policyholder to surrender the policy
early (Milevsky and Salisbury (2001)). In participating policies, there is no such ongoing fee; upon termina-
tion or at maturity, the policyholder receives the reserve and a given percentage of the surplus, defined as a
percentage of the tracking portfolio over the policy reserve (the intrinsic value). ii) In variable annuities, the
surrender value differs from that of the maturity payout, which creates a time discontinuity in the reward
function at maturity; whereas in participating policies, the intrinsic value is paid at maturity or upon early
termination, so that the reward function is independent of time and continuous. iii) In participating policies,
the contract is terminated if the underlying portfolio falls below the reserve. There is no such feature in a
variable annuity, that is, early termination is at the sole discretion of the policyholder. The resulting optimal
stopping problem we study in this chapter is thus very different from the one considered by Chiarolla et al.

(2022), even if they are motivated by similar insurance products.

The time discontinuity and the unboundedness of the reward function involved in the pricing of variable an-
nuities with GMMB prevent the simple application of results from the American option pricing literature to
our problem. For example, to express the value function as the solution to a free-boundary value problem,
one needs to establish its continuity. However, continuity of the value function often follows from the con-
tinuity of the reward function, which, in our setting, is unbounded and only upper semi-continuous, making
the results usually cited in the context of American options inapplicable (see, for instance, Bassan and Ceci
(2002), Bensoussan and Lions (1982), De Angelis and Stabile (2019), Jaillet et al. (1990), Krylov (1980), and
Lamberton (2009)). In this chapter, following the work of Van Moerbeke (1974) and Palczewski and Stettner
(2010) (in the context of impulse control problems), we establish continuity of the value function by showing
that it admits an alternative representation in terms of a continuous reward function. We can then confirm
that it is a solution to a free-boundary value problem and prove further properties, which provides enough
regularity to apply a generalized version of 1td’s formula to the value process. This allows us to derive var-
ious integral representations for the value function, thus extending the results of Bernard et al. (2014b)

to general time-dependent fee and surrender charge functions and introducing a new decomposition, the
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continuation premium representation, to the literature on VA pricing.

The shape and the (non-)emptiness of the exercise region of an American option with a time-homogeneous
reward function has first been studied rigorously by Villeneuve (1999). Other authors, such as Jénsson
et al. (2006), Kotlow (1973), and Villeneuve (2007), also studied the conditions under which the exercise
region has a particular shape. These results are however not directly applicable to the problem we study
in this chapter, because of the time-dependence and the discontinuity of our reward function. Under the
assumption of a general fee and surrender charge structure, we are nonetheless able to identify a condition,
expressed as a partial differential inequality, under which the optimal stopping time is always at maturity
of the contract, thus mitigating surrender risk. This condition provides a powerful tool to understand the
interplay between the fees and surrender charges, and its effect on the optimal stopping strategy. It can
also be used to further study and characterize the shape of the optimal exercise, or surrender, region. In
particular, we show that the surrender region can be a disconnected set and that the optimal surrender
boundary can be discontinuous, thus illustrating a major difference between the pricing of VA contracts and
standard American options. Our results extend the work of Milevsky and Salisbury (2001), who consider an

infinite horizon, to a more general finite horizon problem.

Our results on the shape of the surrender region also shed light on the link between our original optimal
stopping problem and its continuous reward function counterpart. In particular, we obtain conditions under
which the two reward functions lead to equivalent optimal stopping problems; that is, we identify cases
when they present the same surrender regions and optimal stopping times. While the idea of using an
alternate continuous reward process to obtain continuity of the value function is not new to the literature,

itisthe first time, to the authors’ knowledge, that an in-depth comparison of the two problems is presented.

The main contributions of this chapter are listed below.

e We give a condition under which it is never optimal for the policyholder to surrender before maturity

of the VA contract.

e We present an alternative representation for the value function of the VA contract in terms of a con-
tinuous reward function. As stated above, various results in the literature rely on the continuity of
the reward function, in particular those regarding the continuity of the value function. In our chapter,

this representation is used in Section 2.4 to perform a rigorous theoretical study of the value function
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and to show that the value function of the optimal stopping problem solves a free boundary value
problem. This justifies the use of different numerical methods already applied to VA pricing in the

actuarial literature.

e We provide two further representations for the value function. For the first one, we decompose the

value of the contract into the value of the maturity benefit and an integral term akin to the early
exercise premium from the American option literature. The second representation is new to the
actuarial and American option pricing literature and expresses the contract value as the sum of the
surrender benefit and an integral term coined the continuation premium. These two representations
are used in Section 2.4.3 to better understand the value function of a VA contract and in the proofs of
Section 2.4.4, which presents characterizations of the (non-) emptiness of the surrender region. The

representations could also be used to develop numerical pricing algorithms.

e We obtain conditions under which the original optimal stopping problem and the one with an alter-

native continuous reward function are equivalent.

This chapter is organized as follows. Section 2.2 presents the optimal stopping problem involved in the

pricing of VA contracts with a GMMB. The existence of an optimal stopping time is discussed in Section 2.3.

In Section 2.4, we obtain analytical properties of the value function, derive its integral representations and

study the shape of the surrender region. We also discuss the equivalence between the original optimal

stopping problem and its continuous reward function counterpart. Numerical examples are provided in

Section 2.5. Section 2.6 concludes the chapter.

2.2

2.21

Financial Setting

Market Model

On a probability space (2, F,Q), let W = {W;};>¢ be a standard Brownian motion whose augmented

filtration is denoted by I = {F; };+>¢. Q is the probability measure used to price assets presented below.

We consider a financial market consisting of two primary assets, a risk-free bond B = { B;}+>( and a risky

asset S = {S¢}+>0 whose dynamics under the measure Q are given by

dBt = T'Bt dt,
dSt = TSt dt + USt th,
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where r, o are deterministic constants with & > 0. It is easy to verify that (2.1) has a unique strong solution
given by B; = Bye" and

o2
Sy = Spelr =T,

Most readers will recognize the so-called Black-Scholes model, presented here directly in terms of its unique

risk-neutral measure.

2.2.2 Variable Annuity Contract

In this section, we describe a simplified variable annuity contract offering a guaranteed minimum accu-
mulation benefit at maturity 7' € R’ . At inception of the contract, the policyholder deposits an initial
premium in an investment sub-account (or fund) tracking the financial market. Here, we assume that this
sub-account tracks the risky asset with price process S. We denote by F' = {F; }o<;<7 the value process

of the sub-account.

We remark that variable annuity policyholders usually benefit from a return-of-premium guarantee if they
die before maturity. Under the assumption that mortality risk is completely diversifiable, it is straight-
forward to add the death benefit in the analysis of the contract, see for example MacKay et al. (2017).

For this reason, in this chapter, we ignore mortality risk.

The guarantees embedded in VA contracts are funded via a fee levied continuously from the investment

sub-account at a rate ¢; defined as
Ct i — C(t, Ft), 0 S t S T, (22)

where C' : [0,T] x R} — [0, 1], so that (2.4) has a unique strong solution. This fee structure is general
enough to include state-dependent (Bernard et al. (2014b), Delong (2014), MacKay et al. (2017)) and time-
dependent fees (Bernard and Moenig (2019), Kirkby and Aguilar (2023)). The sub-account value is then
defined by

F=Se Joedu g<i<T (2.3)

with F() = So, so that
dF; = (7” — Ct)Ft dt + o Fy dW;. (2.4)

Going forward, we denote by {Fst’m}tgng the solution to (2.4) with starting condition F; = x € R’,. When

t = 0, we simplify the notation and write F? = Ff’x.
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At maturity, the policyholder receives the maximum between a pre-determined amount G' € R and the
value of the investment sub-account. Given F; = z, the time-t risk-neutral value of the maturity benefit is
given by

h(t,z) :=E [e" T max(G, F:tr‘r)] . (2.5)

Should she decide to surrender her contract prior to maturity, the policyholder receives the amount ac-
cumulated in the sub-account subject to a penalty charge. We assume that this charge, expressed as a
percentage of the sub-account, can depend on time and on the sub-account value. If no surrenders occur,

the maturity benefit is paid at 7.

More formally, let ¢ : [0, T X R% — R’ denote the reward (or gain) function defined by

g(t,z)x ift <T,
p(t,z) = (2.6)
max(G, z) ift="1T,
where g : [0, T] x RY — (0,1] is in C% with bounded first order derivatives on [0,7] x R*, non-

decreasing in ¢ and satisfies g(7', x) = 1 for all z € R?.. This function represents the amount received by

the policyholder upon surrender at ¢t < T or at maturity 7', given that the sub-account has value .

In practice, 1 — g(-, ) is often called the surrender charge. It is non-increasing in time; a later surrender
will yield a higher proportion of the account value. In this work, we often use the term surrender charge

function to refer to either g(-,-) or 1 — g(-,-).

Imposing g(7,-) = 1 is common in the actuarial literature. It allows the function g(-, -) to be defined on
the closed interval [0, 7] and represents the fact that at maturity, the policyholder is entitled to the full
amount accumulated in the account. In practice, it is also common to see the surrender charge vanish

before maturity. Examples of surrender charges are listed in Palmer (2006).

Itis the first time, to our knowledge, that state-dependent surrender charges are considered. We will show
that state-dependent surrender charges arise naturally when trying to mitigate surrender risk in the pres-

ence of a state-dependent fee.

Remark 2.2.1 For x < G, the function t — ¢(t, ) is discontinuous at T since

lim ¢(t,z) =g(T,x)r =2 < G = p(T,x).
t—T~
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Under the assumption that the policyholder maximizes the risk-neutral value of her contract, its time-t value
is given by

o(t, #) = esssupEle 7T (7, FE®)] = sup Ele T Hop(r, FLT)), (2.7)
T€Ti, T T€T, T

where T; 7 is the set of all stopping times taking value in the interval [¢, T]. Moreover, throughout this
chapter, it must be understood that for s > ¢,
v(t, FY®) = esssup Ele "D (r, FL )],
TE'T@T

since, in that particular case, the essential supremum does not simplify to an ordinary supremum.

The difference between the value of the full variable annuity contract and the present value of the maturity

benefit is the value of the surrender right, which we denote by e : [0,7] x R} — R and define as

e(t,z) :=v(t,x) — h(t,x).

2.3 Optimal Stopping Time

In this section, we show that under a simple condition on the fee and the surrender charge function, the
optimal stopping problem in (2.7) admits a trivial solution: an optimal stopping time is 7', the maturity of
the contract. In the second part of the present section, we discuss the existence of an optimal stopping

time when this condition does not hold.

We say that a stopping time 7* is optimal if
o(t, z) = sup E[e " Dp(r, FH®)] (2.8)
T€7—t, T

= Il:‘“l[ef"(T*725)90(7'*7 thc)].

T

In this case, we also say that 7* is optimal for (2.8).

For a general reward function ¢, such an optimal stopping does not necessarily exist. However, under some
regularity conditions on the discounted reward process Z = {Z; }o<i<7, with Z; := e"‘tgo(t, F,), the ex-
istence and the form of an optimal stopping time are well-known from the theory of optimal stopping
for random processes in continuous time, see for instance Karatzas and Shreve (1998) (Appendix D, Theo-

rem D.12), Peskir and Shiryaev (2006) (Theorem 2.2), Lamberton (1998) (Section 10.2.1), Lamberton (2009)
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(Theorem 2.3.5 and Section 2.3.4), El Karoui (1981), Chapter 2. With the exception of El Karoui (1981), these
results rely on the (almost sure) continuity of the reward process, which does not hold for the one involved
in variable annuity pricing since its trajectories are discontinuous at time 7" with positive probability. In fact

the trajectories of Z are upper semi-continuous.

2.3.1 Surrender Right - Trivial Case

In this section, we derive a simple condition on the fee and surrender charge functions under which it is
always optimal for a policyholder maximizing the risk-neutral value of her policy to hold the contract until

maturity.

Lemma 2.1 Let g and ¢ be defined as in (2.6). If the discounted surrender value process Y = {Y;}o<t<T,
with Y; := e " Fyg(t, F}), is a submartingale, then the discounted reward process Z = {Z;}o<i<T, with

Zy = e "o(t, Fy), is also a submartingale.

In the proof below, and in the rest of the chapter when necessary, we use the notation E[-] = E[-|F5] for

s <t.

Proof. We first observe that for 0 < t < T,Y; = Z; so that if Y is a submartingale, then for any 0 < s <

t <T,B[Z4] > Zs.

For0 < s < t="T,since g(T,x) = 1forall x € R%, we have

Esle™" o(T, Fr)] 2 Es[e™"" Frg(T, Fr)] > e "*Fyg(s, Fs) = ¢ "¢(s, Fy).

The next result is well-known in optimal stopping theory (see for example Bjork (2009), Proposition 21.2)
and is reproduced here for completeness. It states that if the discounted reward process is a submartingale,
the maturity date of the contract is an optimal stopping time. There is a simple financial interpretation to
the above statement. If the discounted reward process Z is a submartingale, then it is non-decreasing on
average over time. Hence, it is optimal to hold the contract as long as possible because its value is expected
to increase. This is also the reasoning behind the optimal exercise strategy for an American call option on a

non-dividend-paying stock.
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Lemma 2.2 If the discounted reward process {Z; }o<i<1, with Z; := e~ "' ¢(t, F}), is a submartingale, then

T is an optimal stopping time, that is

U(t, a:) = Zl;-p 1[4:[6—7‘(7'—10()0(7_7 Fj,:z:)] _ E[G_T(T_t)(p(T, F%’I)]
TSt T

In the following, we denote g, (¢, x) = g—g(t, x), gz (t, ) = %(t, x) and g:(t, x) = %(t, x).

Proposition 2.3 Let C and g be the fee and the surrender charge functions as defined in (2.2) and (2.6),

respectively. If
o2z’
gi(t, ©) + (r — C(t, x) + 0?)2ga(t, ) + Tgm(t, x)—C(t,x)g(t, ) >0, (2.9)

holds for all (t, x) € [0,T") x R*, then T is an optimal stopping time for (2.7).

Proof. An application of It6’s lemma to the discounted surrender value process Y = {Y; }o<i<7, with Y} :=
e " Fyg(t, F), yields

o?F?

Ay, = e "F, (gt(t7 F)+ (r—C(t, F) + 0*)Fg.(t, Fy) + Gzz(t, Fy)

— Ot R)g(t, ) dt + "o F(g(t, ) + gu(t, ) F ) V3.

Thus, if
2.2

gi(t, )+ (r = C(t, z) + 0%)xgs(t, ) + %gm(t, x) — C(t,x)g(t, ) > 0,

forall (t,z) € [0,T) x R%, thenY is a submartingale and so is the discounted reward process by Lemma

2.1. The optimal stopping time follows from Lemma 2.2. []

We now present applications of Proposition 2.3.

Example 2.3.1 Let the fee rate be constant, that is C(t,z) = ¢ > 0, and let g(t,z) = e *(T~") for some
k > 0. To eliminate the incentive to surrender, it suffices to choose k and c such that (2.9) holds; a quick
calculation yields k > c. Therefore, it suffices to set the surrender rate k at or above the fee rate c to
eliminate surrender risk. This result is well-known and discussed in Bernard and MacKay (2015), Proposition
3.1 and MacKay (2014), Proposition 4.4.2. In particular, MacKay (2014) shows that in the Black-Scholes
setting, g(t,z) = e—<(T=1) js the maximal surrender charge function that can be used to eliminate the

surrender incentive when the fee rate is constant.
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Example 2.3.2 Let g(t,z) =1 —k (1 — %)3 for some constant k > 0, as in Bacinello and Zoccolan (2019),
MacKay (2014) Section 4.3.2., and MacKay et al. (2017). As explained in MacKay (2014), this form of surren-
der charge function mimics the surrender charges in the market, which are usually high in the first years of
the contract and drop drastically thereafter. Assume also that the fee function only depends on time, such
that C'(t,-) = ¢(t). In this example, we do not specify a particular form for the fee function; (2.9) is used to
obtain the function c(t) eliminating the surrender incentive. Simple calculations show that (2.9) is satisfied
U 3k 2
elt) < 7~ z(gl(l —tifl)“)?’

Thus, any function c(t) satisfying this inequality above will eliminate the surrender incentive (from a risk-

3k/T(1—t/T)?
1—k(1—t/T)3

the interplay between the fee and the surrender charge structures. Under this setting, it would have been

(2.10)

neutral value maximization perspective). We may simply set c(t) = . This example highlights
impossible to satisfy (2.9) using a constant fee rate, except with ¢ = 0, as the function on the right-hand
side of (2.10) vanishes at maturity. Having a zero fee rate throughout the life of the VA contract is not a
feasible solution from the insurer’s perspective since the guarantee at maturity must be financed. On the
other hand, isolating k in (2.10) gives

c(t)

k> . : (2.11)
3/T (1 —t/T) + c(t)(1 —t/T)3

We observe that the term on the right-hand side of the inequality goes to infinity as t approaches T if c(t)

is kept constant over time. This is obviously not a feasible solution either.

The examples presented above illustrate the interplay between fees, surrender charges, and surrender
incentives. In order to eliminate early surrender incentives, surrender charges and fees must be struc-
tured conjointly; that is, a time-dependent fee structure should be paired with a time-dependent surrender

charge to satisfy (2.9).

Remark 2.3.1 The results of Section 2.3.1 can easily be extended to more general market models and fee
structures, such as the VIX-linked fee discussed in Cui et al. (2017a), Kouritzin and MacKay (2018), and Chap-
ter 3 of this thesis.
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2.3.2 Surrender Right - Non-Trivial Case

In this section, we study the existence of an optimal stopping time for the variable annuity contract when

(2.9) is not satisfied. To do so, the definitions below are required.

Definition 2.3.1 A process X = {X}+>o defined on a filtered probability space {$2, F,{F; }+>0, P} is said
to be optional if it is measurable with respect to the sigma-algebra generated by the right-continuous and

adapted processes.

Definition 2.3.2 A right-continuous adapted process X = {X;};>o defined on a filtered probability space
{Q, F,{Fi}t>0, P} is said to be of class (D) if the family { X, T € To o} is uniformly integrable.

The next theorem is from Theorem 19 of Bassan and Ceci (2002), which summarizes concisely the results
of El Karoui (1981). An advised reader will notice differences between the conditions stated in Theorem 19
of Bassan and Ceci (2002) and the ones of Theorem 2.4. This is because Bassan and Ceci (2002) work with
bounded reward functions so the class (D) condition of El Karoui (1981) is automatically satisfied in their

setting.

Theorem 2.4 (El Karoui (1981), Theorems 2.28, 2.31 and 2.41, see also Bassan and Ceci (2002), Theorem 19)
Let the discounted reward process {Z; }+>( defined on some filtered probability space {2, F,{F}+>0, P}
be optional, non-negative and of class (D), and let {J; }+>o denote its Snell envelope, that is
Ji = esssup E[Z; | F].
T>t

Then,

(i) J is the smallest non-negative supermartingale which dominates Z (El Karoui (1981), Theorem 2.28).

(ii) A stopping time 7% € Ty  is optimal if and only if J.« = Z« a.s. and {J«t }+>0 is a martingale

(El Karoui (1981), Theorem 2.31).
(iii) If, in addition, the trajectories of Z are upper semi-continuous, then
™ = inf{t > 0|J; = Z;},
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is the smallest optimal stopping time (El Karoui (1981), Theorem 2.41).

In light of Theorem 2.4, proving the existence of an optimal stopping time is simply a matter of checking
that the discounted reward process is positive, optional and of class (D), and has upper semi-continuous

trajectories.

Corollary 2.5 Let © and v be defined by (2.6) and (2.7), respectively. The stopping time given by
r=inf{t <s < T, |v(s, Fo") = (s, F0 ")} . (2.12)

is optimal for (2.7).

Proof. The discounted reward process Z = {Z;}o<i<T, With Z; = e*”ga(t, F), is positive and adapted
with upper semi-continuous trajectories. Moreover, it is dominated by an integrable non-negative random

variable, supg<;<p e "o(t, F})!, soitis of class (D). The result then follows from Theorem 2.4. (]

The next theorem, inspired by Palczewski and Stettner (2010), provides an alternative representation for

the optimal stopping problem in (2.7) and will be essential to prove the continuity of the value function.

Theorem 2.6 The value function v defined in (2.7) can be written as

v(t,x) = zl;p E [e_T(T_t) [g(T, FL")F5* Vv h(r, Fﬁx)]} , (2.13)
T€Ti, T

where

h(s, z) =E [e_T(T_S) max(G, F;x)} , s€]0,T).

Proof. Without loss of generality, let t = 0 and note that for 0 < s < T,

h(S,FS) ) 6—7’(T—S) maX(G,FT”JTS] .

' To clarify on the integrability of sup, <, €~ ""o(t, F}), first note that E[sup, <, €~ "o (t, F;)] < G+ E[supgc,<p e " Fy.

Then, using Doob’s maximal inequality, we obtain that E[sup, ., ™" F;] < oc. Itfollows that E[supy, < e~ " o(t, F})] < co.
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We define the Snell envelope of the discounted continuous reward process {js}ogng by

J, = esssupE (e (g(1, Fr)F; V h(1, F;)) | Fs]
TETs, T

for 0 < s < T, and recall that the Snell envelope of the discounted original reward process {J,}o<s<7 is

defined by

Js = esssupE [G_TT(,D(T, F‘;—) ’ J—"s] .
T€Ts,T

We show that j; =Jsas. forall0 < s <T.
First observe that since g(t, F;)F; V h(t, F;) > o(t, F;) forall0 <t < T, jg > J,forall0 <s<T.

Now we show that ,73 < Jsforall 0 < s < T. By definition of v(t, Fy), g(t, F})Fy V h(t, Fy) < v(t, F}) for
all0 <t <T. It follows that

J, < ess supE [e_”v(T, F.) | ]-'s] =esssupE [e_’"TJT ] ]-'s] .
TETs, T TETs, T

Since {Js }o<s<7 is a supermartingale, by the optimal sampling theorem, E[J | ] < J,forany T € T r,

and thus esssup, . . E [e7"J; | Fs| = J, which completes the proof. [J

Remark 2.3.2 The modified reward function g(t, z)x V h(t, x) is continuous since it is the maximum of two
continuous functions. Indeed, g(t,z)x is continuous by definition while the continuity of h(t, x) follows
from Theorem 3 of Veretennikov (1981), which is the analog of the Feynman-Kac Theorem (see, for instance,

Karatzas and Shreve (1991), Theorem 5.7.6).

Similarly to Palczewski and Stettner (2010), we use the new representation of the value function in (2.13) to

construct another optimal stopping time for the original problem in (2.7). Define
77 =1inf {t < s < T|v(s, FY") = g(s, FY")FX" v h(s, FI7)}, (2.14)

the smallest optimal stopping time for (2.13), as per Theorem 2.4.

Corollary 2.7 Let h and g be defined as in (2.5) and (2.6), respectively. The stopping time defined by

7 oG EDE 2 b ), (215

T =

~, t, t, ~ t,
T, g7 FDF < b7, B2,

is optimal for (2.7).
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Proof. To keep the notation lighter, we write 7 = 7% and T = 7. By Theorems 2.4 and 2.6, we have
vo(t,z) = sup E [e_r(“t) [g(r, EL")EL" v h(r, ij’x)]}
7'67;7 T

—E :e—rﬁ—t) [g(a FYYFE  h(7, FTE’I)H

[ —rF—t) 1~ itz ot
=E _e r(T )g(T’F?I)FFx1{g(?,F$’$)Fé’$Zh(?yF;x)}

—r(T— ~ t,x
+ e "TIn(F, FL )1{h(%,Fé’“”)>g(%F$’I)F$’Z}}

[ —r(F—t) (= byt
=E|e"T g7 F)F ?x1{9(?,F$””>F$-”‘2h(iF£’”>}]

+E {E [e_T(T_t) max(G, F%’x)l

g

{h(7 FL)>g(7,FL")F2™}

[ —r(F—t), (= ptay ot
=B g7 F)F ?x1{9(%F$””>F$’””Zh(?,Fi"‘)}]

+ E |:€_T(T_t) maX(G’ th-zz)1{h(7f:7F£,z)>g(F7F£,a))F£,1‘}:|

=E :e_r(%_t)gp(?,Ff’x)} )

7

This proves that 77 is optimal for (2.7). O

It is possible to show that 7¥ = 7 a.s., where 7 is the smallest optimal stopping time for the original

problem defined in Corollary 2.5. A comparison of the three stopping time is given in lemma 2.8 below.

Lemma 2.8 For 0 < t < T, the optimal stopping times defined in (2.12), (2.14) and (2.15) satisfy 7* < 7}

a.s. and i = 7 a.s. Moreover, if ¥ < T a.s., then 7 = 7 a.s.

Proof. For t = T, the result trivially holds with equality. For the rest of the proof, let t < T.

To show 77 < 7F, let F; = x and v(t,z) > g(t,x)x V h(t,x) > ¢(t,x). Then, for any s € [t,T],
g(s, F¥"YFS™ V h(s, F&%) > (s, Fo™) a.s., so, the process v(s, Fs) must first cross the continuous re-
ward process g(s, Fs)Fs V h(s, Fy) to attain the discontinuous reward process (s, Fy) (since the process
v(s, Fy) starts above the two reward processes at t). It follows that 7' < 7. The other cases are trivial.
Indeed, if v(t, z) = h(t,x) then necessarily h(t,x) > xg(t, x), since by the continuous reward representa-
tion v(t,z) > h(t,z) V zg(t, ), so that 7' = t, and 7i* > t, and the first inequality holds. The last case is

when v(t, x) = xzg(t, z), which automatically implies 7" = 7" = t.

To show that ¥ = 77, we fix w € Q and consider two cases: 7{*(w) < T and ¥ (w) = T.
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Case 1 - 7f(w) < T: By the definition of 7 and the gain function ¢, we have
U(Tg(w),Fj;f(w)(w)) = g(@f(w),th;;”(w)(w))Fj;w)(w), and note that if 7% (w) = 7¥(w), then it fol-
lows that 77 (w) = 7 (w) = 7 (w). Now observe that from the definition of 7(w), we know that
v(s, FY*(w)) > g(s, Fo™ (w)) Fo¥ (w) forall t < s < 77 (w). Thus, for 7 (w) to be equal to 77 (w), we need
v(s, FY™(w)) > h(s, F¥™(w)), for all t < s < 7i*(w). Now, suppose there exists some s in the interval
[t, 7 (w)] such that v(s, F2" (w)) = h(s, F2" (w)). In this case, the two stopping times 7 (w) and 7 (w)
would differ. However, the equality v(s, o™ (w)) = h(s, Fo" (w)) implies that the contract is exercised
before maturity with probability zero, which contradicts our initial assumption that 7;*(w) < T'. Therefore,

we must have v(s, F2™(w)) > h(s, FY™(w)) for all t < s < 7 (w), which leads to the conclusion that

7 (W) = 7 (W) = ¢ (w)-
Case 2 - 7{(w) = T': Note that 7}* (w) = T implies
u(s, Fyt(w)) > g(s, Fo® (w) Fo® (w)
forallt < s < T. This means that if 7’ (w) < T, v(7{ (W), Frr(w)(w)) = h(7{ (W), Frr(wy(w)). Thus,

7 w) = ).

The final equality (7{* = 1i* a.s when 7}’ (w) < Ta.s.) follows from the arguments in Case 1. This completes

the proof. []

A simple example involving these optimal stopping times is when condition (2.9) of Proposition 2.3 is satis-

fied.

Example 2.3.3 Suppose that the fee and the surrender charge functions defined in (2.2) and (2.6), respec-
tively, satisfy (2.9). Hence, by Proposition 2.3, an optimal stopping time for the problem with the discontin-

uous reward function is 7y =T, so that
v(0,z) = Ele™ max(G, F£)] = h(0, z).

Clearly, an optimal stopping time for the problem with the continuous reward function is 75 = 0 since

h(0,z) = E[e™™ max(G, F%)] = v(0, x); whereas 7¢ = T as per (2.15).

In the next section, we present a simple condition on the fee and surrender charge functions under which

7 = 7 a.s. This result is particularly interesting since it provides a condition under which the two optimal
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stopping problems defined in (2.7) and (2.13) are equivalent. That is, the two problems have the same value

function (Theorem 2.6), surrender region (Proposition 2.25), and optimal stopping time (Corollary 2.27).

2.4 Analytical study of the value function

In Section 2.4.1 we study the regularity of the value function of the original problem defined in (2.7). In
Section 2.4.2, we establish the relationship between v, a free-boundary value problem, and a variational
inequality, analogously to American option pricing. To do so, we follow the reasoning of Jacka (1991) and
Lamberton (1998) in the context of American put option pricing. This allows us to derive, in Section 2.4.3,
two other representations for the value function: the surrender premium representation which is analogous
to the exercise premium representation in the American option pricing terminology, and the continuation
premium representation. This representation is new to the literature on VA and American option pricing
and allows us to characterize the (non-)emptiness of the surrender region in Section 2.4.4. Section 2.4.5
presents a condition on the fee and the surrender charge functions under which the optimal stopping prob-
lem with discontinuous reward function defined in (2.7) is equivalent to the one with the continuous reward

function, in (2.13).

Assumption 2.4.1 concerns the fee function and how it impacts the drift term in the account value process

(2.4), which we denote by 1 : [0,T] x R} — R, with pu(t,z) = (r — C(t,z))x.

Assumption 2.4.1 (i) The fee function C' is such that p is continuous and globally Lipschitz in z, that is,

there exists K > 0 such that forall x,y € R* , ¢t > 0,

\u(t, x) — p(t,y)| < Kz —yl.

(ii) For all x, the fee function C(-, z) is locally Hélder continuous.

Assumption 2.4.2 The fee and the surrender charge functions only depend on time; that is, we suppose

that C(t,x) = c(t) and g(t, ) = g(t) for all z € R*..

Remark 2.4.1 Many results in this section require Assumptions 2.4.1 and 2.4.2 to hold. However, note that
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as soon as Assumption 2.4.2 holds, the drift term in (2.4) is globally Lipschitz in x, so Assumption 2.4.1(i) is

automatically satisfied.

We define the surrender region and the continuation region by
S={(t,z) €[0,T) xR |v(t,z) = ¢(t,z)}, and (2.16)

C={(t,x) € [0, T) xR} :v(t,z) > ¢(t, )}, (2.17)

respectively. It follows that C US = [0,T") x R, since v(t,x) > ¢(t,x) forall (t,z) € [0,T] x RY.

2.41 Elementary Properties of the Value Function

Theorem 2.9 If Assumption 2.4.1(i) holds, the value function v is continuous on [0, T'] x R?.

Proof. The continuity of the reward function implies the continuity of the value function (see Krylov (1980),
Theorem 3.1.8, which requires Lipschitz continuity of the drift term in (2.4), hence the need for Assumption
2.4.1(i)). Thus, the assertion follows from the continuous reward representation of the value function in

Theorem 2.6 and Remark 2.3.2. [J

Some basic properties of the value function, such as local boundedness, are derived in the next lemma.

Lemma 2.10 Forevery (t, ) € E := [0, T] X R% , the value function v satisfies the following properties:

(i) Ge="T=) < y(t, 2) < G+ 13
(i) v(t,z) > p(t,x);

(iii) v(T,x) = max(G, z).

T

The first assertion follows from optional sampling since {e""(“_t)Fﬁ"r U=t

is a supermartingale. Assertions

(i) and (iii) follow easily from (2.7).
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Lemma 2.11 Under Assumption 2.4.2, the function x — v(t, x) is non-decreasing and convex for all t €

0, 7.

The proof is a direct consequence of the convexity and the non-decreasing property of x — (¢, x), for

eacht € [0, 7).

Remark 2.4.2 The value function in the American option pricing problem is often non-increasing in time.
This will always be the case if the underlying asset price process and the reward function are time-homogeneous,
which is true for call and put options under the Black-Scholes model. However, in our setting, the reward
function is time-dependent and may be increasing in t (because of the surrender charge function g). There-

fore, the value function is not necessarily monotone in time.

We now examine the smoothness of the value function. The next two results are inspired by Lamberton
(1998), Proposition 10.3.5 in the context of the pricing of an American put option in the Black-Scholes model.
We show that the results still hold in our setting despite significant differences in the reward function,

namely its time-dependence and the discontinuity at ¢ = T'.

Proposition 2.12 Let Assumption 2.4.2 hold.

(i) Foreveryt € [0, T, and for z, y > 0,
o(t, z) —v(t, y)| < |z —yl.

(ii) Forevery x € R*, there exist constants Cy, Cy > 0 (which may depend on x) satisfying,

lv(t,z) —v(s,z)| < C1|VT —t — VT — 5| + Cs|t — s,

for s,t € [0, T).

Assertion (i) follows from the Lipschitz property of ¢, whereas (ii) follows from Proposition 10.3.5 (1) of
Lamberton (1998) and the Lipschitz property of the exponential function on a disk. The details of the proof

can be found in Section 2.7.
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Remark 2.4.3 In Proposition 2.12 (i), the assumption that the surrender charge function only depends on
time (Assumption 2.4.2) can be relaxed to more general state-dependent surrender charge functions as

long as x — xg(t, x) remains Lipschitz-continuous.

2.4.2 Free Boundary Value Problem and Variational Inequality

Using Theorem 2.6 and the previously established properties of the value function, we can apply classical
results from optimal stopping theory to establish the relationship between v, a free-boundary value prob-
lem, and a variational inequality. From the definition of the surrender and continuation regions in (2.16)
and (2.17), we can deduce from the continuity of the value function (Theorem 2.9) and the continuity of the
reward function on the interval [0,7") x R’ that the continuation region is open and the surrender region

is closed. The exercise boundary (or surrender boundary) is the boundary 9C of C.

Henceforth, the t-section of the surrender (resp. continuation) region is denoted by S; (resp. C;). That is,

fort €0, T),

Si={z e RL :v(t,z) = ¢(t,x)} and Co={z e R :v(t,z) > p(t,z)}.

For 0 <t < T, we define the second-order differential operator £; by

2202 92

Lii=——52

+(r— C’(tjm))xa(z‘,

and the function L : [0,7') x R} — R by

Li(xg(t,x))

L(t,x) := + gi(t,z) —rg(t,z)

= gi(t, x) + (r — C(t, ) + 0D)xg.(t, ) (2.18)

o2z?

+ 5 aa(t, ) = O(t, 2)g(t, ).

Note that L is the term on the right-hand side of (2.9). When the fee and the surrender charge functions

only depend on time (that is, when Assumption 2.4.2 holds), L becomes

Theorem 2.13 Let Assumption 2.4.1 hold. The value function v is the unique solution to the boundary value
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problem

Lif(t,x)+ fe(t,x) —rf(t,x) = (t,x) eC
ft,x) > xzg(t, ), (t,x) eC
(2.19)
f(t, z) = zg(t, @), (t,z)es
f(T,z) = max(G, x), reRY.

That is, any solution v to (2.19) can be expressed by (2.7). In particular, the function v € C12 on C.

Once the continuity of the value function has been established (Theorem 2.9), the optimal stopping time
has been shown to exist (Corollary 2.5), and the martingale property of the Snell envelope of the discounted
reward process has been proven (see Theorem 2.4 (ii), the connection between PDE and optimal stopping
problems can be established assuming enough regularity of the coefficients in (2.4). A sufficient condition
for the results of Friedman (1964) to hold is that the drift term in (2.4) is locally H6lder continuous, which
is why Assumption 2.4.1is needed in Theorem 2.13. The proof makes use of standard PDE results in solving

the Dirichlet (or the first initial-boundary value) problem, see for instance Friedman (1964), Theorem 3.4.9.

Thus, the main difficulty in establishing the free-boundary value problem resides in proving the continuity
of the value function (Theorem 2.9). Once this has been done, the free-boundary value problems follow
using standard arguments. Specifically, the continuity of the value function implies that the continuation
region is an open set. From this, the Dirichlet problem (or the first initial-boundary value problem) can be
posed in an open subset (typically a ball or a rectangle) of the continuation region. Since the boundary of
the defined open subsets is sufficiently regular, standard PDE results guarantee that the Dirichlet problem
admits a unique solution. Probabilistic arguments are then used to identify this solution as the value func-
tion. For details of the proof in the context of the American put option pricing in the Black-Scholes setting,
see Jacka (1991), Proposition 2.6 or Karatzas and Shreve (1998), Theorem 2.7.7, among others. For more
general results, one can also refer to Peskir and Shiryaev (2006), Sections 3.7.1 and 4.8.2 or Jacka and Lynn

(1992), Proposition 3.1..

Assumption 2.4.1is not sufficient to provide much information on the shape of the surrender region. How-
ever, we show in Section 2.4.4 (Theorem 2.22) that further conditions can be imposed on the fee and the
surrender charge functions in order to express the surrender region explicitly in terms of the optimal surren-

der boundary b. Under these assumptions, the free-boundary value problem can be stated more explicitly.
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Corollary 2.14 Let Assumptions 2.4.1and 2.4.2 hold. If L(t) < O for allt € [0,T), then, the value function

v is the unique solution to the boundary value problem

Etf(t,x)—i—ft(t,x)—rf(t,x):0, $<b(t),t€ [07 T)a
f(t,x) > p(t, x), x<b(t),tel0,T),
(2.20)
f(t, z) = p(t, z), x>0b(t),tel0,T),
f(T,x) = max(G, z), reRY,

with b(t) := inf(S;). That is, any solution v to (2.19) can be expressed by (2.7). In particular, the function v

isC*2onC.

Assuming L(t) < 0for all t € [0,T) in Corollary 2.14 ensures that S # () (see Proposition 2.23). The proof

of this corollary is a direct consequence of Theorem 2.13 and the results of Section 2.4.4 in Theorem 2.22(i).

Remark 2.4.4 Foreacht € [0,T), the condition L(t) < 0 is equivalent to dlan(t) < c(t).

Remark 2.4.5 (Regularity of the value function) Fix¢ € [0,T") and suppose that L(t) < 0forallt € [0, T].
Corollary 2.14 gives us smoothness of the value function in the continuation region, that is, when x < b(t).
On the other hand, when = > b(t), we know that v(t, x) = g(t)x, so v is smooth in int(S). What remains
is to assess the smoothness of the value function across the boundary (i.e. when x = b(t)). When L(t) > 0
forallt € [0, T}, an optimal stopping time for (2.7) is T', as per Proposition 2.3. Hence, the optimal stopping
problem in (2.7) is reduced to the valuation of the present value of the maturity benefit (2.5). The regularity
of the value function then follows from the Feynman-Kac representation (see, for instance, Karatzas and
Shreve (1991), Theorem 5.7.6), which states that, under some regularity assumptions on the coefficients
of (2.4), the value function in (2.5) is the unique solution to a Cauchy problem, and such a solution is in

CL2([0,T) x R%).

Next, we discuss the link between the value function and a variational inequality. In Proposition 2.15 below,
we establish a result that is a direct consequence of the process J = {J; }o<i<7, With J; := e "u(t, Fy),
being the Snell envelope of the discounted reward process Z; thus, J is a supermartingale by Theorem 2.4

(i).
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Proposition 2.15 Let Assumption 2.4.2 hold. The value function v defined in (2.7) satisfies
Liv+v—1rv<0 (2.21)

forall (t,x) € (0,7') x R (with all derivatives in the sense of distribution).

This proposition is analogous to Proposition 10.3.7 of Lamberton (1998) in the context of American put
option pricing, and can be extended to the present context without any further complications (see Remark
2.4.6 for a detailed discussion). For an introduction to weak derivatives and distribution theory see Evans

(2010), Chapter 5, and Rudin (1991), Chapter 6.

Remark 2.4.6 The idea of the proof of Proposition 2.15 rests on the assumption that the value function is
regular enough to apply Ité’s lemma to J (which is usually not the case since v may not be smooth enough
across the boundary, see Remark 2.4.5). Liv + v; — rv, being the drift term of J, must be non-positive
since J is a supermartingale. In the context of American put option pricing, a rigorous proof relying on
distribution theory is given in Lamberton (1998), Proposition 10.3.7. Their arguments are similar to the one
outlined above, but are generalized to considered derivatives in the sense of distribution. This approach can
also be easily adapted to our setting when the fee is time-dependent. The result also holds for more general
surrender functions depending on the sub-account value. Thus, in Proposition 2.15, Assumption 2.4.2 can be

relaxed to more general surrender charge functions.

Remark 2.4.7 Other authors have obtained results similar to Proposition 2.15 in more general settings, see
for instance Bensoussan and Lions (1982) Section 3.4.9 or Jaillet et al. (1990), Theorem 3.1and 3.2. However,
the results of Bensoussan and Lions (1982) require the function ((t, x) — xg(t, x)) to be bounded, and the
ones of Jaillet et al. (1990) consider a continuous and time-independent reward function. Applying the results
of Jaillet et al. (1990) to the continuous reward representation (2.13) by adding a second dimension (time)
to the underlying process, as is often done for time-dependent reward functions, is not directly possible
because some conditions on the time derivative are not satisfied by the continuous reward function, the
first order derivative of h being unbounded. Establishing the results of Proposition 2.15 in a more general

market model is thus left as future research.

Once (2.21) has been established, we can show that the value function solves a variational inequality when

Assumptions 2.4.1 and 2.4.2 hold.
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Proposition 2.16 Let Assumptions 2.4.1and 2.4.2 hold. The value function v defined in (2.7) is a solution to
the variational inequality

max { L0+ v — v, 0 — v} =0, (2.22)

with the terminal condition v(T', =) = max(G, x) and all derivatives in the sense of distribution.

The proof is a direct consequence of Theorem 2.13 and Proposition 2.15.

Corollary 2.17 Let Assumption 2.4.2 hold. The partial derivatives (in the sense of distribution) Ov/0x, dv /Ot

and 9%v/dx? are locally bounded, and dv/dz is continuous on [0, T) x R*.

Proof. From Proposition 2.12, we have that the first order derivatives of the value function (in the sense of
distribution) in t and in x are locally bounded. Using the convexity of x — v(t,x) (Lemma 2.11), the local
boundedness of the first order derivatives and (2.21), we can show that the second order derivative in x is
also locally bounded (see for instance Lamberton (1998), Theorem 10.3.8 or Jaillet et al. (1990), Theorem 3.6
for details). Following the argument of Lamberton (1998), Corollary 10.3.10 (or Jaillet et al. (1990), Corollary
3.7), we can conclude that the function % is continuous on [0,T") x R%, see LadyZenskaja et al. (1968),

Chapter 2, Lemma 3.1. This is also known as the smooth fit condition in the American option terminology. []

Hence, the main difficulty of this result resides in proving the Lipchitz property of v, obtained in Proposition
2.12. The rest of the proof follows using standard arguments; see, for instance, Lamberton (1998), Corollary

10.3.10, Jaillet et al. (1990), Corollary 3.7, or Touzi (1999), Lemma 2.1.

2.4.3 Surrender and Continuation Premium Representation

In the following, we derive two representations for the value function. The first one is akin to the early

exercise premium representation (or integral representation) in the American option terminology.

To the authors’ knowledge, the second representation is new to the literature on variable annuities and
American options. The particular form of the reward function involved in variable annuity pricing allows
the decomposition of the value function in two terms: the current value of the reward process and an
integral term which increases only when the sub-account process is in the continuation region. Therefore,

we call this second term the continuation premium.
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Theorem 2.18 Let Assumptions 2.4.1and 2.4.2 hold. Then, the value function can be written as
v(t,x) = h(t,z) +e(t, x), (2.23)

whereh : [0, T]xR* — R is the present value of the maturity benefit, as definedin (2.5),and e : [0,T] x R} — R

denotes the early surrender premium

T
e(t,x) == /t (c(s)g(s) - gt(s))E{e_r(s_t)Fﬁ’xl{(S’Fst,z)GS}] ds, (2.24)

where g; = %.

Proof. Corollary 2.17 ensures that v is smooth enough to apply Ité’s formula for generalized derivatives (see

Krylov (1980), Theorem 2.10.1) to {e""sv(t, F;x)} , yielding
t<s<T

d(e "Sv(s, Fb*)) = 7" (Esv(s, FY%) 4 (s, F5%) — ro(s, F;’m)) ds
+ e "SaFh (s, FY®) AW,
for 0 < s < T. Integrating from t to T on both side and multiplying by e"t, we get
e "I =0y(T, Fi¥)
= v(t, F}"™)

T (2.25)
s [T (Lol P 4 s, F) - ol FE) ds
t

T
+/ e g Ftey, (s, F5) AW,
t

ftT e T g Fotu, (s, Fo®) AWy is a martingale since |v,(t, )| < 1 forall (t,z) € [0,T) x R%, as per

Proposition 2.12 and Corollary 2.17, and E| fOT F2ds] < oco. Thus, taking the expectation on both sides of
(2.25) yields

v(t,z) =FE [e*T(T*t)v(T, F;ﬂm)}

T
_ / E [0 (Loo(s, F%) + uils, F2%) = ro(s, F22))] ds.
t

Now, E [e*’”(T*t)fu(T, F%m)} =E {e*”(T*t) max(G, Fy")| = h(t, ), and by Corollary 2.1,
Liv(s,z) +vi(s,x) —rv(s,z) =0 for all (s, x) € C. Futhermore, for s < T, v(s,z) = g(s)z
when (s, z) € S. It follows that

Lo(s, ") + v (s, FE™) —ro(s, FY") = FY% [gi(s) — e(s)g(s)] Lo rtmyesy @5
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which concludes the proof. [

Remark 2.4.8 If L(t) < Oforallt € [0,T), the surrender region has the particular shape S = {(t,z) €
0,T) x R |z > b(t)} for some b(t) > Ge™"(T=1). This will be shown in the next section in Theorem 2.22.

Under this assumption, the early surrender premium becomes

T
e(t,x) ::/t <c(s)g(s) —gt(S)>E|:€_T(S_t)FSt’x1{F§,z>b(8)} ds. (2.26)

The results presented in Theorem 2.18 are generalizations of Theorem 1 and Equation (11) of Bernard et al.

(2014b) to time-dependent fee and surrender charge functions.

Theorem 2.19 Suppose Assumptions 2.4.1and 2.4.2 hold. The value function can be written as
v(t,z) = zg(t,z) + f(t,x), (2.27)
where f : [0,T] x R — R is the continuation premium given by

f(t,2) =Ele"T(G — Fp")4]
. (2.28)
+/t <9t(3) - 0(3)9(3)>E{efr(sft)Fst’x1{(5,F§“)EC}} ds.

The proof of Theorem 2.19 is presented at the end of the section; it relies on the results below.

Remark2.4.9 If L(t) < 0 for all t € [0,T), the continuation region is given by
C={(t,z) € [0,T) x R%|z < b(t)} for some b(t) > Ge "T~!) see Theorem 2.22. Under this as-
sumption, the continuation premium in (2.28) becomes

) = (- o)
(2.29)

T
[ (66) = cloa(o) SB[ R ey

Theorem 2.19 decomposes the value function in terms of the immediate surrender value plus a term rep-
resenting the value of holding on to the contract. This term, which we coin the continuation premium, is

the sum of the financial guarantee at maturity (or the put option) when the contract is held until 7" and an
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integral term equal to the value added by keeping the contract until it is optimal to surrender. The repre-
sentation of the continuation premium in (2.28) can be particularly helpful to develop numerical methods
for approximating the value of a variable annuity contract, since it uses additional information on the shape

of the continuation region.

When Assumptions 2.4.1 and 2.4.2 do not hold, it is still possible to decompose the value function in two
parts, the surrender benefit and the continuation premium. However, in this case, the continuation pre-
mium is written in terms of 7;*, which can make it more complicated to compute. This result is given in

Lemma 2.20 below and will be used to prove Theorem 2.19.

Lemma 2.20 The value function can be written as
v(t,x) = zg(t,x) + f(t,x), (2.30)
where f : [0,T] x R% — R, is the continuation premium given by
f(t2) = [e TG = Ff) o]
(2.31)

T
+ / E[e—““—ﬂFg»mL(u, ngw)1{u9tz}} du,
t

with ¥ defined in (2.12).

Proof. The result is trivial for t = T'. For the rest of the proof, fix (t,xz) € [0,T) x R%.. Recall that 7{" is an

optimal stopping time for v(t, z) (see Corollary 2.5). Hence, we have

v(t,x) =E e_T(Ttx—t)cp(Tf, Ft’x) )

x
Ti

Notice that the discounted reward process can be decomposed as
e T (s, FUT) = YT e (G = B 4Ly

with 5% = {V" e s, with Y7 := e 77~ g(s, Fo") F3™" and observe that V" = ¢="(T=t) E1:% since

g(T,x) = 1forall x € R . The function xg(t, x) is C12, so we can apply It6’s formula to Y, which yields
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€_T(T_t)g0(7'tx, th) (2.32)
vt —r(TE—t) ot )
=Y.'+ e VTG = )4 1 rpary

= zg(t,z) + e "G - Fp™) i lie—ry

7
+ / e "I ER (s, FI) ds (2.33)
t

T
+ / efr(sft)aF;”x (g(s7 F;’m) — gz(s, Fﬁ’z)Fﬁ’z) dWs.
t
The final result is obtained by taking the expectation on both sides and using the zero-mean property of the

stochastic integral and Doob’s optional sampling theorem. To complete the proof, note that f(t,x) > 0 for

all (t,x) € [0,T] x R%, since v(t, ) > ¢(t,x) as per Lemma 2.10. [J

The proof of Theorem 2.19 also rely on the following Lemma, which is used to remove the dependence of

the continuation premium on 7.

Lemma 2.21 Suppose Assumptions 2.4.1and 2.4.2 hold. For all (t,x) € [0,T] x R%,
E |:€_T(T_t) (G — F%m)+1{Tg¢T}]

T (2.34)
+B| [ (0s) = clo)gls))e VR oy ds| =0,

T
t

with 7 defined in (2.12).

Proof. The proof is trivial for t = T'. For the rest of the proof, fix (t,z) € [0,T") x R%.. First, note that

v(t,z) =FE [e_T(T_t)go(T, F%m) 0.35)
+E [e_T(Ttx_t)gp(Tf, Fr=) — e_’"(T_t)go(T, Fitpx) )

Now recall that the discounted reward process admits the following decomposition
e (s, FUT) = Y 4+ e TG = FrT) i1y,

with Y7 = e "=t g(s)Fe" for t < s < T. Hence, applying Ité’s lemma to Y** = {Y{™"},<ocr, we
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obtain

e "1 Fy7)
_ efr(T—t)yTt,x + efr(Tft)(G _ F;WC)Jr

=Y 4+ e TG - F%I)Jrl{fng}

T
+ / D e (g,(5) — e(s)g(s)) ds

x
t

T
+ / e () Fito dW, + e TG = F") 4 1 21y

x
t

T
= 7T (r F) + / e TCTVEL (gy(s) — e(s)g(s)) ds

xr
Ti

. (2.36)
+ / e_T(S_t)g(s)Fst’xa dW, + e_T(T_t)(G — F%x)+1{Tg¢T}-
s
Replacing (2.36) in (2.35) yields
T
olta) =B [T )] 4B | [ TR el)g(s) - a(s) ds
F
—E [e TG ~ )i 1 pmy
T
= h(t,z) +E /Tz e " EE (e(s)g(s) — 9¢($) Ly preesy ds]
E 4 —T(S—t)Ft,w 1 d (237)
+ ¢ s (c(s)g(s) = ge(s)) {(s,Ft"ecy 45
Ti

—E [e_T(T—t)(G - F;Jx)+1{7—tz7gT}} )

where h(t, x) is defined as in (2.5). Now note that

x

/t e—r(s—t)FgI(C(s)g(S) - gt(s))l{(stg,z)es} ds=0 a.s.,

since for s € [t, 7], Fﬁ‘x € Cs, by definition of 7;" being the first entry time of Fﬁz in S; between t and T.
Thus,

T
TR l9)9(5) — 051 ey 05

x
t

T
— / T ODEE (e(s)g(s) — gi($) Ly, proyesy ds, s,
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50 (2.37) becomes
v(t,x) = h(t,z) + e(t, )

+E

T
/z eTTETIFLT (e(s)g(s) — gt(S))]‘{(s,F;’wGC} dS] (2.38)

— ]E |:€—7‘(T—t) (G _ F%I)+1{TS¢T}] ,

where e(t, x) denotes the surrender premium defined in (2.24). The final result is obtained by comparing

(2.23) and (2.38). O

We note that Lemma 2.21 requires assumptions 2.4.1 and 2.4.2 to hold since the proof makes use of the

surrender premium representation (2.23) in Theorem 2.18.

Lemmas 2.20 and 2.21 can now be used to prove Theorem 2.19.

Proof. [Proof of Theorem 2.19] When t = T, the proof is trivial. For the rest of the proof, fix (t,z) € [0,T).
Using the continuation premium representation in (2.31) and recalling from the proof of Lemma 2.21 that
ST e ES (e()g(5) — 9u(5)) 14, proeyesy ds = 0 as., we find that

T
Tt

v(t,x) =xzg(t) + E [e_T(T_t)(G — thf”)+1{7tx:T}} + E[/ e T LT L(s) ds]

t
= 2g(t) +E [ TG = ) 1 (1 = Lppmy)]

X E[ /;f T e () (1 (reeeny) T Liphe Ss}> ds}

=xg(t)+ E [e*T(T*t)(G - F}I)Jr} -E [e*r(T*t)(G - F/]t—:z)_l’_l{TiZ#T}}
e
—r(s—t) pt,x .
+E[/t e FYL(s)1 . ecs}ds}
T
— 2g(t) + E [e—’“(T—t)(G - Ffﬂd + /t L(S)E[e—’“(s—ﬂ Fio1, Fst,zecs}} ds,

where the last equality follows from Lemma 2.21. [

2.4.4 Characterization of the Surrender Region

The goal of this section is to study the properties of the surrender and continuation regions. Under certain
conditions on the fee and surrender charge functions, we can fully characterize the two regions. The main

results of this section characterize specific types of surrender regions and are summarized in Theorem 2.22
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below. The rest of the section contains further results that are used in the proof of Theorem 2.22 and that

are of interest on their own. The proof of Theorem 2.22 is presented at the end of the section.

Although the shape of the surrender region can vary significantly (see for example Figures 4 and 5 of MacKay
et al. (2017), when the fee rate is constant and the (time-dependent) surrender charge function satisfies
certain conditions, MacKay (2014), Appendix 2.A shows that the surrender region is a connected set. The
first part of Theorem 2.22 below indicates that as soon as the surrender region is non-empty and the fee
and surrender charge functions depend only on time, then ¢-section of S has the form S; = [b(t), co) for
some b(t) € R% U {oo}. This result builds on Jacka (1991), Proposition 2.1in the context of a bounded and

time-homogeneous reward function in a time-homogeneous market model.

The second part of Theorem 2.22 confirms that the optimal stopping time obtained in Proposition 2.3 is

unique.

We recall that, under Assumption 2.4.2 , the function L, defined in (2.18), becomes L(t) = g(t) — c(t)g(t).

Theorem 2.22 Let Assumptions 2.4.1and 2.4.2 hold.

(i) If L(t) < Oforallt € [0,T) then the t-sections of S, denoted by S;, are of the form
Si={z e RL : (t,z) € S} = [b(t), 00), (2.39)
for some b(t) € R* U {00} satisfying b(t) > Ge " T and t € [0, T).

(ii) If L(t) > 0forall (t) € [0,T), then S = () and T is the unique optimal stopping time for (2.7).

The proof of Theorem 2.22 is presented at the end of the section, as it builds upon additional results pre-

sented below.

Remark 2.4.10 The proof of part (ii) of Theorem 2.22 does not require Assumptions 2.4.1and 2.4.2 to hold.
In this more general setting, if L(t,x) > 0 for all (t,z) € [0,T) x R, then S = () and T is the unique

optimal stopping time for (2.7).
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Under the assumptions of Theorem 2.22, b(t) is the smallest sub-account value for which it is optimal to
surrender the contract at time t < 7", and for any fund value greater than b(%), it is also optimal to surrender,
so that

b(t) = inf {:z: € Ri‘x c St} = inf{S;}, (2.40)
with b(t) = oo if S; = (). Under these assumptions, the continuation and the surrender regions can be

expressed as

C= {(t,:r) €[0,T) x R%.

z < b(t)} :
and

S= {(t,x) €[0,7) x R,

v > b(t)},

respectively. When b(t) < ooforallt € [0,7"), the surrender boundary splits [0, 7") x R%_in two regions: the
surrender region is at or above the boundary, and the continuation region is below. It follows that the set S
is connected. Henceforth, we say that the surrender region is of “threshold type” if for any t € [0, T'), there
existsab(t) < oosuchthatS; = [b(t), o). Such a geometry for the surrender region can be explained, asin
Milevsky and Salisbury (2001), by the fact that when the account value is low, it is financially advantageous
for the policyholder to hold on to the contract since there is a significant chance that the guarantee will
be triggered at maturity. Since this guarantee is financed by the policyholder via the continuous fee, which
reduces the net return on the account, there is a point above which it is no longer profitable to hold the

contract and continue paying the fee; this threshold is the optimal surrender boundary.

The rest of this section presents further results on the (non-)emptiness of the surrender region and ends
with the proof of Theorem 2.22. Many of the results presented here are inspired by the work of Villeneuve
(1999), which we adapted to the time-dependent and discontinuous reward function considered in (2.7).
As pointed out by Villeneuve (1999), Remark 2.1, adapting some of their results to a time-dependent payoff

is not trivial.

Proposition 2.23 characterizes the non-emptiness of the surrender region. The first part involves relint(S;),
the relative interior of a t-section S;, which is defined as its interior within the affine hull of S;. If it is not
empty, the relative interior of S; forms a vertical line in the plane. If relint(S;) € int(S), it contains some
finite x for which (¢, z) € int(S). The second part of Proposition 2.23 (ii) can be seen as a local version of

the first part.

Proposition 2.23 Let Assumptions 2.4.1and 2.4.2 hold.
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(i) Foreacht € [0,T), if S # 0 and relint(S;) C int(S), then L(t) < 0.
(ii) If L(t) < Oforallt € [0,T), then

e S#0andC # 0, and

o Uy <i<t,Si # 0 forany [t1,t2) C [0,T) such that t; < to.

The proof of Proposition 2.23 is reported in Section 2.7. Proposition 2.24 below characterizes the emptiness

of the surrender region.

Proposition 2.24 Let Assumptions 2.4.1and 2.4.2 hold.

(i) Foreacht € [0,T),if L(t) > 0, then S; = () or relint(S;) ¢ int(S).
(ii) Forany [t1,t2) C [0,T") such thatt; < to, if L(t) > O forall (t) € [t1,t2), then Uy, <11, St = 0.

(iii) If S = 0, then g(t) — e~/ <®)4s < 0forallt € [0,T).

Remark 2.4.11 Some of the assumptions of Proposition 2.24 can be relaxed. The proof of part (i) only re-
quires Assumption 2.4.2. Furthermore, Proposition 2.24(ii) holds in a general setting, without Assumptions
2.4.1and 2.4.2. In this general setting, it holds that for any [t1,t2) C [0,T") such that t; < to, if L(t,z) > 0
forall (t,z) € [t1,t2) X Ry, then Uy, <4<, S¢ = 0.

The proof of Proposition 2.24 is reported in Section 2.7.

Remark 2.4.12 The first statements of Propositions 2.23 and 2.24 can apply to surrender charge functions
depending on both time and the value of the underlying process. Indeed, the proof relies on the results of
Proposition 2.15 which only requires the fee function, and not the surrender charge, to depend exclusively

on time, see Remark 2.4.6 for details.

Proposition 2.23 (ii) and Proposition 2.24 (i), state that the surrender region being empty or not only de-

pends on the sign of L(t). We believe that the results of Proposition 2.23 (ii) can be made more local. That
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is, we conjecture that as soon as L(t) < 0 for some ¢ € [0,T"), the relative interior of the t-section of the
surrender region is not empty. This is what we observe in numerical examples, see Section 2.5. Hence, when
L(t) changes sign in [0,T"), the boundary of the continuation region, dC, is discontinuous. This property
of the optimal surrender boundary sets the optimal stopping problem involved in variable annuities pricing

apart from the pricing of standard American call and put options.

Remark 2.4.13 The statements of Proposition 2.23 (ii) and 2.24 (i) do not cover the case where L(t) = 0.
Heuristically, when L(t) = 0 for all 0 < t < T, the discounted surrender value process {Y; }o<¢<1, with
Y; = e " Fg(t), is a martingale, so one might expect that all stopping times T such that 0 < 7 < T
are optimal, implying that S = [0, T) x R, see for instance Bjérk (2009), Proposition 21.2. However, this
is incorrect; due to the time discontinuity of the reward function in (2.7), the discounted reward process
{Z:i}o<i<, with Z; = e‘”go(t, F,), is a submartingale (see Lemma 2.1). Hence, the policyholder can always
profit (on average) from holding on to the contract because of the guaranteed amount at maturity. The
optimal stopping time is then T and the surrender region is empty. This illustrates another major difference
between the optimal stopping problem in (2.7) and the one involved in the pricing of standard American

options.

The specificity of the VA pricing problem discussed above is also illustrated in the continuation premium

representation in (2.28).

Indeed, when L(t) = Oforallt € [0,T], thenforanyz € R, f(t,z) = E[e " T=1(G — F&"),] > 0. That
is, the continuation premium f is equal to the expected present value of the financial guarantee. Hence,

v(t,x) = @(t,x) + f(t,x) > p(t,z) forall (t,x) € [0,T) x R%, which implies that S = 0.

The results presented in Propositions 2.23 and 2.24 can now be used to prove Theorem 2.22.

Proof. [Theorem 2.22]

To show part (i), let L(t) < 0 forallt € [0,T). It follows from Proposition 2.23 (ii) that S # (), and thus
there exists t € [0,T') for which S; # (. Fixt € [0,T). If Sy = () then b(t) = oo and the proof is complete.
If S; # 0, define

b(t) = inf{z € R} |v(t,z) = ¢(t,x)} = inf{S;}.
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Since S; is non-empty, we know that b(t) < oo. Moreover, since v and ¢ are continuous on [0,T") (see
Theorem 2.9), S is a closed set that is bounded below, so that b(t) € S; and satisfies v(t, b(t)) = o(t, b(t)).
Thus, fort < T,

b(t) > g(t)b(t) = v(t,b(t)) > E [e*"(T*t) max(G, F;b(t))} > G-

since g takes values in (0, 1].

Next, we show that S; = [b(t), 00). Fixt € [0, T') and note that if S; = [b(t), c0), then C; = (0, b(t)).

Thus, we need to prove that x € C; = y € C; for any y < x, which we do next.

Recall that 7" = inf {t < s <T|u(s, FI™) = (s, Fst””)} is optimal for v(t, x). Hence, we have that

0 >v(t,y) —v(t, z) (since xz — v(t,z) is non-decreasing, see Lemma 2.11)
—r(rF—t t, —r(rE—t t,
>E [e (7§ )gp('rtx, Fthy) —e (7} )SO(Ttx’FT;)}

_E [e’w gD el At Wop oy, x>1{ff<T}]
(2.41)

+E [e’T(Ttx*t) {maX(G, F%y) — max(G, F:t’f)} 1{th:T}] .
Forallw € Qand T € T; 1, we have F;(i) (w) > F;(?ZJ) (w), since y < . It follows that (G — F2¥), — (G —

Ff’“")Jr >0, forallw € , so that

E [e—r(fi”—t) {max(G, F:t,}”) — max(G, F:t’f)} 1@1:7’}}

>E [e—rm’”—ﬂ {Ft;}’ _ Fjg”} 1{75:7’}}

Ti

—E {6_“75 ) g ()l OO =L e dsto Wy :U)I{TST}} ) (2.42)

since g(T") = 1. Combining (2.41) and (2.42) yields

xT
Tt

0> v(t,y) — v(t, 2) > (y ~ )E [e—rﬁf—t)g(rz@)evUWWt>ft (2 dwwfft]

= g(t)(y — :[;)E g(’(rf;)e_ ftftz c(s)eO'Wthitfé(th,t) ds:|
L g

T dlng(s) o2

- g(t)(y — l’)E eft e —c(s) dgeow_rggt2(7_tzt):|

2

> g(t)(y — 2)E |V T 0 t)} (2.43)
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Finally, since z € Cy, we have v(t, x) > g(t)z, so that v(t,y) > g(t)y, which implies y € C;.

For part (ii), we have from Proposition 2.3 that v(t, z) = h(t, z), forall (t,z) € [0,T] x R%.. Now using It6’s
lemma on the discounted surrender value process and the zero-mean property of the stochastic integral, we

find that for any (t,z) € [0,T) x R%,

v(t,z) =FE [e*r(T*t) max(G, F%x)}
~E [e_T(T_t) (T, F;I)F;ﬂ +E [e‘T(T_t)(G - F}vf’f)@
T
=g(t,z)x+E [ / e "L (s, F5T) ds} +E [e—’“(T—ﬂ(G — ERT)y
t

> g(t,z)x.

Hence, S = {(t,z) € [0,7) x Rip(t,z) =  tz)} = 0, so that
% = inf{t < s < Tlo(s, Fo") = (s, F¥")} = T.

Now since 7 is the smallest optimal stopping time for (2.7), as per Theorem 2.4 (iii), we conclude that it is

unique (since all other optimal stopping times must be greater than 7;* and smaller than T'). O

2.4.5 Equivalence of the Optimal Stopping Problems

In this section, we compare the optimal stopping problems with continuous and discontinuous reward func-
tions introduced in Section 2.3, and provide a simple condition under which the two problems lead to the

exact same surrender regions and optimal stopping times.
Proposition 2.25 Suppose Assumption 2.4.2 holds. If L(t) < 0 forall t € [0,T), then S = S.

The proof of Proposition 2.25 relies on the following lemma.

Lemma 2.26 Under the assumptions of Proposition 2.25, v(t,x) > h(t,x) for all (t,z) € [0,T) x R%,
where h(t,z) =E [e_T(T_t) max(G, F:tp’m) .
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Proof. We proceed by contradiction. Suppose that L(t) < 0 for allt € [0,T) and that v(t,z) = h(t,x) for
some (t,x) € [0,T) x R%.. Using It6’s lemma on the discounted surrender value process and the zero-mean

property of the stochastic integral, we find that
v(t,z) =E [e_r(T_t) max(G, F%x)}
=E | T (M) Fy | + B [ T0(G - By,
=2g(t) +E { /t ' e T FNTL(s) ds} +E [e*’“<T*t>(G - F@%@

T
< xzg(t)+x sup L(s)/ e~ Jiedugs L | [e_T(T_t)(G - F%’m)Jr}
t<s<T t
Now recall from Lemma 2.10 (ii) that v(t, x) > xg(t) forall (t,x) € [0,T) x R . Hence, it follows that
T S
xg(t) <v(t,z) < xg(t)+ = sup L(s)/ e~ Jiewdugg L | [e_T(T_t)(G - Fftpx)Jr} .
t<s<T t
For the last inequality to be satisfied, it must be true that
T S
E [e_T(T_t)(G - F:tpm)d > —x sup L(s)/ e I el du gq
t<s<T t
Using arguments similar to those of the proof of Proposition 2.23(ii), we find a contradiction and therefore

conclude that v(t,z) > h(t,z) forall (t,z) € [0,T) x R%. [

We can now prove Proposition 2.25.

Proof. [Proposition 2.25] To show that S C S, fix (t, ) € S, and observe that o(t, z) = v(t,x) > h(t,z).
Hence, ¢(t,x) = max(p(t,z), h(t, x)). By definition of S, v(t,z) = p(t,x) = max(p(t,z), h(t, x)), and
thus (t,z) € S.

To show that S O S, we show C C C. Fix (t,z) € C, so that v(t,z) > ¢(t,x). Since L(t) < 0 for all
t € [0,T), we have by Lemma 2.26 that v(t,x) > h(t,x) for all (t,z) € [0,T) x R%. Thus, v(t,z) >
max(¢(t, z), h(t, z)), which confirms that (¢, z) € C. O

The next corollary establishes the equality of 7;* and 7;* under a simple condition, complementing the pre-

vious results of Lemma 2.8.

Corollary 2.27 Suppose Assumption 2.4.2 holds. If L(t) < O forall t € [0,T), then ¥ = 7}".
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Proof. The stopping times 7i* and 7;* can be written as

T =inf{t <s < T|(s, F'") € S},
7r o —inf{t <s < T|(s, F'") € S}.

The proof then follows immediately from Proposition 2.25. [

Remark 2.4.14 From the results above, we can conclude that when the fee and surrender charge functions
only depend on time (Assumption 2.4.2) and if L(t) < Oforallt € [0,T'), the optimal stopping problem with
the continuous reward function (2.13) is equivalent to the optimal stopping problem with the discontinuous
reward function (2.7). That is, the two problems lead to the same value function (Theorem 2.6), surren-
der region (Proposition 2.25), and optimal stopping time (Corollary 2.27). It also follows that the optimal

surrender boundary and the continuation region will be the same for the two problems.

2.5 Numerical Examples

In this section, we give two simple examples to illustrate the differences between the optimal stopping
problem involved in variable annuities pricing and the one stemming from American call and put option
pricing often studied in the literature. When valuing variable annuities, the fee and the surrender charge
functions can lead to a disconnected surrender region and a discontinuous optimal stopping boundary. We

consider the time-dependent fee functions ¢; and ¢y defined by

C1 (t) = 0.010908 x 1{t§5} + 0.005454 x 1{5<t§10} + 0.010908 x 1{10<t§T}a

CQ(t) = 0.010908 x 1{tS10} + 0.005454 x 1{10<t§T}5

with T' = 15. The surrender function s set to g(t) = e *(T=%), with x = 0.0055. A simple calculation shows
that L(¢) > Owhen t € (5,10] for ¢; and ¢ € (10, T'] for c2. The numerical example below shows that the
results of the preceding sections hold, even though the fee functions ¢; and ¢; do not satisfy Assumption

2.4.1 (ii), suggesting that the assumptions of Section 2.4 are sufficient conditions and may be relaxed.

Figure 2.1 shows the continuation regions (in red) of the optimal stopping problem with the discontinuous
reward function (2.7) when the fee function is modeled by ¢; (left panel) and ¢y (right panel). We first
observe that the surrender regions (in white) are empty between year 5 and 10 for the fee function ¢y, and
between year 10 and 15 for cy. This corresponds to the time intervals during which L(¢) > 0, as shown

theoretically in Proposition 2.23 (i). Thus, the optimal surrender boundary is discontinuous when the fee is
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Figure 2.1: Analysis of the continuation region (in red) of the optimal stopping problem with the discontinuous reward
function (2.7). The value of the variable annuity contract is approximated using the continuous-time Markov chain
approximation described in the next chapter. Market and VA parameters are r = 0.03, 0 = 0.2, F; = G = 100 and
T =15.

given by ¢; (left panel). It is already known from the literature of variable annuity that the surrender region
can have different shapes depending on the fee function, see for example MacKay et al. (2017), Figures 4
and 5. However, such disconnected sets for the surrender region have not been observed in prior numerical
work on similar problems, see among others Bernard et al. (2014b), MacKay et al. (2017), Kang and Ziveyi
(2018), and the Chapter 3 of this thesis. Another important feature that is highlighted in the second example
(when the fee is modeled by c2) is that we no longer have lim;_,7 b(t) = G. This is because the surrender
region is empty close to maturity (since L(¢) > 0). These simple examples illustrate well how different the
optimal stopping problem involved in variable annuities pricing differs from the traditional American call

and put options often studied in the literature.

2.6 Concluding Remarks

In this chapter, we perform a rigorous theoretical analysis of the value function involved in the pricing of
a variable annuity contract with guaranteed minimum maturity benefit under the Black-Scholes setting
with general fee and surrender charge functions. Because of the time dependence, the discontinuity, and
the unboundedness of the reward function, many of the standard results in optimal stopping theory do
not apply directly to our problem. We show that the optimal stopping problem in (2.7) admits another
representation with a continuous reward function (2.13), which facilitates the study of the regularity of the

value function.
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In particular, the continuous reward representation allows us to use existing results from American option
pricing theory to obtain the continuity of the value function. We also prove its convexity in the state vari-
able, and its Lipschitz property in = and (locally) in ¢. Then, we derive an integral expression for the early
surrender premium, generalizing the results of Bernard et al. (2014a) to general time-dependent fee and
surrender charge functions. This second representation of the value function is also known as the early
exercise premium representation in the American option pricing literature. From there, we develop a third
representation for the value function in terms of the current surrender value and an integral expression that
only takes value in the continuation region. We call this third representation the continuation premium rep-

resentation.

The continuation premium representation turns out to be very helpful in studying the shape of the surrender
region. We show that the (non-)emptiness of the surrender region depends on an explicit condition that is
expressed solely in terms of the fee and the surrender charge functions. This result is new to the literature
and provides a better understanding of the interaction between the fees and the surrender penalty on
surrender incentives. When the surrender region is nonempty, we show that t-sections of S are of the
form S; = [b(t), c0), for some b(t) € R% U {oo}. Investigating the regularity of the optimal surrender

boundary theoretically is left as future research.

2.7 Appendix - Proofs

2.71 Proof of Proposition 2.12

The following Lemma is necessary to prove Proposition 2.12.

Lemma 2.28 Let T be a stopping time taking values in [0, 1] and define ¢ : Ry +— [0,1]. For0 < s <t < T,

s+7(T—s) t+7(T—t)
’/ c(u)du—/ c(u)du| < 3|t — s].
s t

Proof. Since s < t, s+ 7(T' — s) <t + 7(T — t). Hence, there are two cases to consider:
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1. whens <t <s+7(T—3s)<t+7(T—1),

t+7(T—t) s+7(T—s)
‘/ du—/ c(u) du‘
t+7(T— t) t4+7(T—t) t
—‘/ du—/ du ‘/ u)du‘—l—‘/ c(u)du
+7(T— s) +7(T—s) s

<P+TT —t)—s—7(T —s)|+ |t —s| <3|t —s|, (since c is bounded by 1);

2. whens <s+7(T—s) <t<t+7(T—1),

‘/HTT t) " )du_/s+T(T 5) » )du‘

t+7(T—t) s+7(T—s)

< )/ du‘+’/ du’
t+7(T—t)

_)/ u)du‘—l—‘/ c(u)du

< 3|t — s].

We can now prove Proposition 2.12.

(i) Wefirst note that under Assumption 2.4.2, the function x — (¢, x) satisfies |¢(t, x) — ¢(t, y)| < |z — y|

forall ¢ € [0, T']. Suppose x > y. Since = — v(t, z) is non-decreasing (Lemma 2.11), we have

|'U(t, x) - U(tv y)’ = ’U(t,.’L’) - U(t, y)
<E 70T |o(r, B - lri, i)

)

rrg—t) | =02/ —t)— [5T ' efths) ds oWy,

|

<E[e @0 |ple _ ply

§E e

(r 02/2)(TF —t)— fo - c(t+s) ds+a'WTz .

<M—MEFW%Fﬂﬁ”ﬂ
= |z -yl
The last equality follows from an application of Doob’s optional sampling theorem.
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(i) Define M := supp<s<q |Ws| and let 7 € T, 1. Since, M7 > 0, forany t € [0, T,

Fw)(T—t)
T~ tWe (@) + (1 — 0227 (w)(T — ) - /0 ot + ) du

F(w)(T—1)
< oVT — tH{Wxy) ()| + |r — a2 )2|F (W) (T —t) + / c(t+u)du
0
T
< oVTM,(w) + |r —o?/2|T +/ c(u) du, (2.44)
0

forallw € Q.

Moreover, if |z

w| < r, for some r > 0, then

le* —e”| < ez — w|. (2.45)

This is known as the Lipschitz property of the exponential function on a disk and follows from

2wt = (2 —w) Yoh_, ZFwnF foralln € N.

Now fixz € R} and 0 < s < ¢ < T Since v is non-monotone in ¢ (see Remark 2.4.2), we consider
two cases.

Case 1: v(s, x) > v(t, z). Recall from Corollary 2.5 that
=inf {s <u < T|v(u, FJ%) = o(u, Fy")}
is optimal for v(s, z) and let 7 = (7% — s)/(T' — s). Then,

lv(s,z) —v(t, )| = v(s,x) — v(t, x)
<E |70 (o (7T = )+ 5, Fiigy) — 0 (FT -0+ 6 Ff )|
<E :<g(?(T 8) + ) Fo gy — 9(F(T =) + O F % t>) 1F<y

+ (maX(G stT(T o) — max(G, FHT(T t))) 1{;:1}}

t,x S,

<E ‘FtJr‘r T—t) s+T(T s) 1{T<1} + ‘Ft+~(T t) Fer?(Tfs) 1{;:1}]
t,x s X

=E )Ft—f—T T—t) 8-‘1—’7’( —s) }

< B [gerVTMitr—o® 2Ty e du (. _ 52 j9y7(5 — )

s+7(T—s) t+7(T—t)
+/ c(u)du—/ clu)du+ oVT — tWz — ovVT — sWx
s t

] (by (2.44) and (2.45))

<E [me"ﬁMlHT’_"Q/z'T“'IOTC(“)d“{ ‘r — 02/2‘ Tls — t|

+3|s —t| + o|WH||VT —t — VT — 5|}] (from Lemma 2.28)
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= [T 2T o) e 2 i — o

+3Ki|s —t| +E [xeffﬁMﬁlr—az/?\ﬂfoT (@) A | Wa| [T — ¢ — VT — s|]

< Ki|r —o?/2||s — t| + 3Ky |s — t| + Ky ‘\/T—t—\/T—s‘

< Ki|s —t|+ Ko VT —t — VT — s,

where the fifth to last equality follows by the scaling property of Brownian motion (see

for instance Lamberton (1998), Proposition 10.3.5 (1)), and the constants are defined by
K = relm—o /2\T+f0 duE[ a\/TMl}’ Ko = roelT—o /2\T+f0 u) du |:M160\/>M1} and

K| = K, (3 +lr— %|).
Case 2: v(s,x) < v(t, ). Let T be defined as above. Note that the surrender function g is Lipschiz,
since it is C'* and it has bounded first order derivatives (by hypothesis). Hence, as in the first case, we
obtain

lv(t,z) —v(s, )| = v(t,x) — v(s, x)
<E _G_TT(T Dy < (T —1t) +t, F:—ii(T—t)) —e Iy (7(T —8)+ 8, F 5z s))}

[( —r7(T— —r7(T—s ~ i,z
= B[ (e - T o (T 1) + B )]

B[ o (T =0+ 0By ) =0 (=9 45, F )
_E ‘efr?(Tft) _ T ( (T =)+, F % t)>]

[ —rF(T—s 12 T ]
+E|e (T=s) {90 ( (T'—1) + 1, Ft+T(T—t)) g (T(T = 8) 8 Flm 5))}_
<E _erT|r;(T —t) —r7(T — 8)|p (?( —t)+t Ftth(T_t)ﬂ (by (2.45))

[ —rF(T—s 2% ]

+E|e (T=s) {‘P ( (T—1)+t Ft+T(T—t)> - (T(T —8) + 8 F 5))}_
< T€TT|t _ S‘ X (G —+ 411}‘6TT) (by Lemma 210)

[ —rF(T—s i,z T ]

+E E (T—s) {¢< (T —1t)+t, Ft+T(T_t)) - (T(T— s)+ s, FS+T( S)>}_

< Ki|t—s|+E [e_TF(T_S) {(p ( (T =)+t F t)> —¢ (N(T —8)+ 5 F s)) }]

= I}1|t —s|+E [e_TF(T_S) (g(?(T —t)+ t)Ft+~(T t) —g(T(T = 5) + S)F;f;(T,S)) 1{F<1}

e TT(T—5) (maX(G Fttfr(T t)) — maX(G,F;f;(T_S)D 1{;:1}]

= Kilt— s+ E|e T ([gFT = 1) + 1) — g(F(T = 5) + 8)] F}:

s+7(T—s)
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272

(i)

(ii)

+g(F (T —t)+ 1) [F”(T n~ Foizr- sﬂ )1{?<1}
+ e 7T(T=5) (max(G, Ftth(T—t)) max(G, FJr (T ))) 1{;:1}]

< Balt — 5| + B [[g(F(T — ) + ) — (7T — ) + 5)] e T I

—r7(T—s S, %
+E [6 ( )9( (T —t)+1) (Ft+ FHT—t) Fs+?(T—s)> LNE!

L TT(T=s) (maX(G ENY ) —max(G, F25 )) 1{;:1}]

t+7(T—t) s+7(T—s)
< K|t — 8| + (G + 42)C|t — s| + E { Ftth T—t) ij?—(T—s) } (since g is Lipschitz)

< K|t — 8| + (G + 42)C|t — s| + K} |t — s| + Ko|V/T —t — /T — 4]

< K|t —s| + Ko|[VT —t — VT — 4|,

where the second to last inequality follows using the same steps as in Case 1, and with
Ky :=re’T(G + 4ze'T), K = (G + 42)C + K, + K}, C'is the Lipschitz constant of g and K/ and

K5 are the constants defined in Case 1. O

Proof of Proposition 2.23

From Theorem 2.13, Remark 2.4.5 and Corollary 2.17, we have that v € C%1([0, T] xR \{T} x {G})N
CH2([0, T) x R4 \ OC), so that v € C12(int(S)). Observe that for z € relint(S;), v(t, z) = zg(t), so
that zL(t) = Lyv + v, — rv. We note that the differential operator can be applied since = € int(S).
Recall from Proposition 2.15 that under Assumption 2.4.2, £, v+v;—rv < Oforall (¢, ) € (0,7)xR%..

The result follows since z > 0 in int(S).

We first show that if L(¢t) < Oforall¢ € [0,T) then S # () and C # (). Using the continuation

premium representation (2.28), we have

u(t, ) — zg(t) = E [w(T*t)(G - F;@p]
T (2.46)
+ / L(s)E {efr(sft)F;’xl{Ft,xec }} ds,
t S S
forall (t,x) € [0,T] x R . We want to show that- there exists some (¢, z1) € [0,7) x R satisfying
v(t1,z1) = (t1,21) and some (t2,z2) € [0,T) x R satisfying v(t2, x2) > o(t2, x2). We proceed

by contradiction.

First, suppose that L(s) < Oforalls € [0,7)and S = 0. Fixt € [0,7"). Since S = (), we have
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C =10,T) x R%, so that (2.46) becomes
v(t,z) — et 2)
T
B[ TG - B+ [ () = elolgl)ze K s
t
=E {e_T(T_t)(G — thwz)+:| +x <e_ S els)ds _ g(t)) . (2.47)
Now note that S; = ) implies v(t,z) — (t,z) > 0for all z € R*.. Hence, we deduce that for all
r € RY,
E [e_T(T_t)(G — F%‘T)Jr} > <g(t) —e T ets) ds) . (2.48)
Observe now that L(s) = g:(s) — c(s)g(s) < 0 & mnTi@ < ¢(s) forall s € [0,T). By integrating
from ¢ to T" on both sides of the inequality and using the fact that g(7") = 1, we find that
gt) — e~ Ji e®)ds 5 g (2.49)
forallt € [0, 7).

The expectation on the left-hand side of (2.48) is a continuous and monotonically decreasing function

of z, is equal to Ge"(T—1)

when z = 0 and approaches 0 as z — oo. The function on the right-hand
side is continuous (under Assumption 2.4.1), strictly increasing in x and ranges from O to co. Then,
there must existy € R suchthatE |e "(7=)(G — F:tFI)JF} <z (e_ S ets)ds _ g(t)) forallz >y,

contradicting (2.48). We conclude that S; # 0.

For the second part of the proof, we proceed similarly. Suppose that L(s) < 0 for all s € [0,7T") and
C =0.Fixt € [0,T). Since C = ), (2.46) becomes

o(t,2) — plt,2) = v(t, ) — zg(t) = E [T (@ — Fy7). ]

Now note that C; = () implies v(t,2) — ¢(t,z) = 0 for all z € R%. However, we know that for
allz € R, E [e"T=9(G — F:tp‘”)Jr] > 0, so that C; # (), leading to a contradiction. Thus, we
conclude that C; # ().

Secondly, to show that Uy, <¢<1,S; # 0 for any [t1,t2) C [0,T) such that ¢; < t2, we proceed by
contradiction. Fix 0 < ¢; < ty < T'. Suppose that L(s) < 0forall s € [0,T") and Uy, <¢<4, St = 0.
This implies C; = R forallt € [t1,12), sothat v(t,z) — ¢(t,2) > Oforall (¢,z) € [t1,t2) x R’ Fix

(t,x) € [t1,12) x R7.. Using the continuation premium representation (2.28), we have that
—r(T—t 2
v(t,z) —p(t,z) =E [e r(T=1) (G — FTx) J

T
+/ L(S)E [e_r(s_t)Fst’xl{Fst’IGC }] ds > 0,
t S
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2.7.3

so that,
(T—t) t T (s—t) ot
E [e (¢- Py )J > —/t LS)E [ TR e | ds

t2
—r(s—t) t,
> _tEEStQL(S)/t E {e (s )Fs xl{Fﬁ’xECS}} ds

to s
= —x sup L(s)/ e Jr elw)du gq (2.50)
t

t<s<ta

Note that the function on the right-hand side is positive, equal to 0 when = = 0, strictly increas-
ing in x (since L(t) < 0 by assumption) and approaches infinity as z — oo. Then, using argu-
ments similar to those of the proof of Proposition 2.23 (ii), there must exist y € R such that for all
>y E {e""(T_t) (G — Fr}m) J < —asupyc o, L(s) [ e Ji ew)du g5 contradicting the strict

inequality in (2.50) which must hold for all z € R%_. We conclude that S; # 0. O

Proof of Proposition 2.24

(i) This statement is simply the contrapositive of Proposition 2.23 (i).

(i) ObservethatU;, <;<,S; = 0implies Uy, <;<1,C; = [t1,t2) x R*.. Thus, we need to show that v(t, z) >

@(t,x) forall (t,x) € [t1,t2) x RY. Fix (¢t,x) € [t1,t2) x R% and recall from the proof of Lemma
2.20thatforany0 <t <s<T

e (s, FU7) = Y 4+ TG - FE®) 1oy,

where Y% = {Yi™ Ve, with YOF = e~ g(s, FO™)FY®, is the discounted surrender value

process. Hence, applying 1td’s formula to Y%, we find that
E|e "2 oty F) | = zg(t, o) + / : E[L(s, F'™)e "D b ds
t
1E [E—T(T—t)(G _ F’},z)+1{t2:T}j|
> zg(t, z) = ¢(t, ),
where the last inequality follows since L(t, z) > 0 forall (¢, z) € [t1,t2) x R%. It follows that
v(t,x) > E [e”(trt)go(tg, Fttf)] > p(t, x),

forall (t,x) € [t1,t2) x R’ , which completes the proof.
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(i) Since S = 0,C = [0,T) x Ry, v(t,x) — p(t,x) > 0forall (t,z) € [0,7) x R%. Then, for all
(t,z) € [0,T) x RE, v(t,x) — p(t,x) > 0implies

E [e_T(T_t)(G - F:tpw)Jr} >z (g(t) e N ew d”) . (2.51)

As observed in the proof of Proposition 2.23 (ii), the expectation on the left-hand side is a continuous
and monotonically decreasing function of z, is equal to Ge "(T=1) when z = 0 and decreases to 0
as x — oo. Therefore, in order for the inequality to hold for all (¢, z) € [0,T) x RY, it must be true
that

g(t) — e~ e < (2.52)

forallt € [0,T). O
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CHAPTER 3
VIX-LINKED FEE INCENTIVES IN VARIABLE ANNUITIES

This chapter is based on a collaborative paper authored by Dr. Anne MacKay, Dr. Zhenyu Cui from Stevens
Institute of Technology, and myself. The paper has been published in Quantitative Finance (see MacKay
et al. (2023)). In this work, we consider the pricing of variable annuities with general fee structures under
a class of stochastic volatility models, which includes the Heston, Hull-White, Scott, a-Hypergeometric,
3/2, and 4/2 models. In particular, we analyze the impact of different VIX-linked fee structures on the
optimal surrender strategy of a VA contract with GMMB using a two-layer continuous-time Markov chain

to approximate the fund value process.

3.1 Introduction

A variable annuity (or segregated fund in Canada) is a hybrid investment instrument mainly used for retire-
ment planning, which offers a life insurance benefit and a financial guarantee. It allows the policyholder
to profit from potential gains resulting from an investment in financial markets, while offering protection
against losses. The real options embedded in these products are comparable to exotic options, with the
following differences: the benefit may depend on the policyholder’s survival (or death), they are long-term
investments (generally between 5 and 15 years, or more), and the financial guarantee is funded via a peri-
odic fee (typically set as a percentage of the fund value) as opposed to a premium paid upfront. Different
types of protection riders are offered, such as guaranteed minimum maturity benefit (GMMB), guaranteed
minimum death benefit (GMDB), and guaranteed minimum withdrawal benefit (GMWB); see (Hardy, 2003)
or Bauer et al. (2008) for details’. This chapter focuses on the GMMB rider, which guarantees the policy-
holder a minimum amount at the contract’s maturity. Considering the significant size of the variable annuity
market?, the management of the risk associated with the guarantees embedded in variable annuities is a
major concern for insurance companies, see Niittuinpera (2022). Indeed, variable annuities guarantees en-

tail significant risks given their long-term structure and sensitivity to various financial and demographic risks

' There are no consensus among practitioners and scientists for these products’ name, and thus, different authors may use different
terminologies for the same product.

2 In the United-States, the total variable annuity sales were $125 billion in 2021, representing an increase of 25% with respect to
the total VA sales in 2020. Source: LIMRA Secure Retirement Institute, U.S. Individual Annuities survey https://www.limra.

com/siteassets/newsroom/fact-tank/sales-data/2021/q4/2012-2021-annuity-sales-updated.pdf.
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as well as to policyholders’ behavior. For the GMMB rider, this last risk is mostly due to early surrenders.

Surrender risk refers to the uncertainty facing the insurer when a policyholder has the possibility to termi-
nate her contract before its maturity. When she does so, she is entitled to the value accumulated in the
variable annuity investment account, subject to a penalty. Kling et al. (2014) show that unexpected lapses
can represent a significant risk for insurers. For this reason, surrender risk has raised special attention in the
literature (Niittuinpera (2022), Chapter 18). Bacinello et al. (2011) provide a universal pricing framework for
various riders and considers different types of surrender behaviors: static, i.e. the contract is never surren-
dered; or mixed, i.e. the policyholder acts rationally and surrenders the policy as soon as it is optimal from
a risk-neutral valuation perspective. Pricing variable annuities under rational surrender behavior is equiva-
lent to solving an optimal stopping problem and corresponds to the worst-case scenarios for insurers, in the
sense that it maximizes the risk-neutral value of the contract from the policyholders’ perspective. Under
this assumption, Grosen and Jargensen (1997) study the valuation of interest rate guarantees by assuming
that the surrender value will be the same as the benefit value. Milevsky and Salisbury (2001) assume that
the policyholder will only get a certain percentage of the fund upon surrender; this hypothesis is more in
line with policies seen in practice. Under this assumption, they provide a closed-form analytical solution
to the price of a GMDB with surrender in the Black-Scholes framework. In particular, they study the in-
teraction between the surrender charges, the fee rates, and the optimal surrender level. Bernard et al.
(2014b) study a problem similar to the one of Milevsky and Salisbury (2001), but focus on a GMMB rather
than a GMDB. It is well-known that American options with finite maturity generally do not have closed-
form solutions. Thus, Bernard et al. (2014b) used arbitrage-free techniques in the same vein as Kim (1990)
and Carr et al. (1992) in the context of American call and put options to derive an analytical expression for
the value of the right to surrender, which is analogous to the early exercise premium in American option
terminology. In particular, they study the impact of different risk factors influencing the optimal surrender
boundary. In that context, Bernard and MacKay (2015) provide a sufficient condition on surrender charges
and fees which eliminate surrender incentives for a financially rational policyholder. Recently, Kang and
Ziveyi (2018) extended the framework of Bernard et al. (2014b) by analyzing how the optimal surrender
boundary is affected by changes in different risk factors in a stochastic interest rate and volatility model of

the Heston-Hull-White type, whereas Alonso-Garcia et al. (2022) incorporate taxes into their analysis.

Other fee structure designs have also been explored by different authors. The idea behind those designs

is usually to reduce the insurer’s exposure to various risks, such as market volatility and policyholder be-
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havior. Bernard et al. (2014a) introduce a state-dependent fee structure, where the fee is only paid when
the VA account value is below a certain level, and present an analytical formula for the value of a con-
tract with GMMB rider (without early surrender) under this type of fee structure. MacKay et al. (2017)
study how the fee structure and surrender charges affect the surrender region; they also design surrender
charges that eliminate surrender incentives for a financially rational policyholder. Other fee designs have
been explored in the literature: Delong (2014) considers a general state-dependent fee structure in a Lévy
process driven market, whereas Bernard and Moenig (2019) study lapse-and-reentry in variable annuities
with time-dependent fee structure. Finally, in a recent study, Wang and Zou (2021) propose a stochastic

control approach to determine the optimal fee structure.

Recently, fee structures that are tied to the Chicago Board Options Exchange (CBOE) volatility index, the
VIX3, have gained attention in the literature, see Cui et al. (2017a) and Kouritzin and MacKay (2018). The
motivations behind this new fee design come directly from the industry. In 2010, SunAmerica issued two
new variable annuities whose fees were tied to the volatility index*. More recently, America General Life
Insurance Company proposed a fee structure that is linked to the VIX for its Polaris series of variable an-
nuities, see Polaris Platinum O-Series prospectus dated May 3rd, 2021°. By allowing the fees to move with
the volatility index, the insurer expects to better match the cost of hedging with the premium collected. It
also reduces fees for policyholders in low-volatility, rising market environments. The CBOE published two
white papers, CBOE (2013b) and CBOE (2013a), illustrating how VIX-linked fee designs can be advantageous
to both variable annuity providers and policyholders. Cui et al. (2017a) approach the question from a theo-
retical perspective by analyzing variable annuities without surrender with a fee structure that is tied to the
VIX under a Heston-type stochastic volatility model. They provide a closed-form expression for the GMMB
rider and observe that such a structure might help realign fee incomes with the value of the financial guar-
antee. Kouritzin and MacKay (2018) extend the works of Cui et al. (2017a) by applying the VIX fee designs
to a GMWB rider and by adding jumps to the underlying index value process.

In this work, we allow fee structures to be as general as possible, i.e. the fee structure may depend on

3 See https://www.cboe.com/tradable_products/vix/
4 See Retirement Income Journal available at https://retirementincomejournal.com/article/sunamerica-1links-\
gls{va}-rider-fees-to-volatility-index/.

® See footnote 6 on p.9 of the prospectus (the long-form) available at https://aig.onlineprospectus.net/AIG/

867018103A/index . php?open=POLARIS!5fPLATINUM! 5£0- SERIES!5fISP.pdf.
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time, the fund value, and also on the latent variance process, making it possible to link the fee to the VIX.
In the constant fee case, it is well-known that the misalignment between the fees and the value of the
financial guarantee creates an incentive for the risk-neutral, rational policyholder to surrender her policy
early (see Milevsky and Salisbury (2001)). Since VIX-linked fee structures allow for better alignment of the
guaranteed value with the corresponding hedging cost, we expect that such fee designs can also help re-
duce the insurers’ exposure to surrender risk. For this reason, we numerically study the impact of three
different VIX-linked fee designs on the optimal surrender strategy. To do so, we use a two-layer continuous-
time Markov chain (CTMC) approximation for the fund dynamics inspired by Cui et al. (2018). Two-layer
CTMC approximations have recently been used to price derivatives in stochastic volatility models, see Cui
et al. (2018), Cui et al. (2019) and Ma et al. (2021), among others. The methodology proposed by Cui et al.
(2018) for approximating two-dimensional diffusions is not only theoretically appealing and applies to most
stochastic volatility models, but also is simple to implement for pricing European and American options.
Their approach is especially efficient for a short/medium time horizon. However, for derivatives with very
long maturities, such as those involved in variable annuities pricing, the methodology proposed by Cui et al.
(2018) stretches the computing resource to unacceptable levels. In this chapter, we adapt their method to

long-maturity cases.

The main contributions of this chapter are as follows:

e We extend the work of Cui et al. (2018), done in the context of options pricing, by providing novel
efficient algorithms to value options with very long maturities, such as variable annuities, under gen-
eral stochastic volatility models. More precisely, Algorithms 1 and 3 are new to the CTMC literature
and allow to accelerate the calculation time considerably. The convergence of the new methodology
is also shown theoretically, see Proposition ??. All the algorithms provided in this chapter apply to a
general class of stochastic volatility models and can be used for option pricing under other types of

bi-dimensional models.

e We propose a methodology to approximate the optimal surrender surface of a VA contract with a
GMMB rider when the underlying index follows a two-dimensional diffusion process. Algorithms 4
and 5, which are based on the Bermudan approximation, can adapt easily to the context of American
option pricing to approximate the exercise surface under general stochastic volatility models. This
new way of approximating the exercise surface is novel to CTMC literature. The advantage of this

method over the current one (see, for instance, Ma et al. (2021)) is that the integral representation
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of the value function® does not need to be derived to obtain the surface approximation.

e The application of CTMC approximation for variable annuity pricing is also new to the literature.
Moreover, in this chapter, we analyze the optimal surrender strategy for a VA contract with a GMMB
rider under the assumption that the fees are linked to the VIX index. Previously, such an analysis of
surrender incentives was performed using a constant fee structure, or in a Black-Scholes framework
when the fees are state-dependent. To our knowledge, this is the first time that early surrenders are
analyzed conjointly with fees depending on the volatility index under a general class of stochastic

volatility models.

e We derive a closed-form analytical expression for the VIX index when the variance process follows a

continuous-time Markov chain. This expression can also be used to price VIX derivatives.

The remainder of the chapter is organized as follows. In Section 4.2, we introduce the market model, the
VA contract, and the optimal stopping problem involved in the pricing of variable annuities with surrender.
A brief introduction to CTMC approximations for a two-dimensional diffusion process is provided in Sec-
tion 3.3. In Section 3.4, we apply CTMC approximations to VA contract pricing and provide new efficient
algorithms. Section 3.5 provides the numerical results and discusses how VIX-linked fees affect surrender

incentives. Section 3.6 concludes the chapter.

3.2 Financial Setting

3.2.1 Market Model

We consider a filtered probability space (£2, F, F, Q), where F is a complete and right-continuous filtration
and where QQ denotes the pricing measure for our market, see Remark 3.2.1. We consider a risky asset,
whose price can be described by the two-dimensional process (S, V') = {(St, Vi) }+>0 satisfying
dS; =rS;dt +os(Vy)S;dw Y, )
Vi = (V) dt + o (Vi) dW ), '
with Sy = sg € Ry and Vy = vy € Sy where Sy denotes the state-space of V' (usually R or R de-

pending on the model, see Table 3.1 for examples), with » > 0 denoting the risk-free rate and with W =

® The integral representation of the value function may be challenging to obtain under general stochastic volatility models unless
making some regularity assumptions on the value function as in Ma et al. (2021). Indeed, the smoothness of the value function

can be difficult to show under such bi-dimensional models; see Terenzi (2019) and Lamberton and Terenzi (2019).
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Table 3.1: Examples of stochastic volatility models

Model Name Dynamics Parameters Cond. for

Martingale Measure

Heston (1993) dS; = rS; dt + vV, S dwV Sp >0, No additional cond.
Heston (1993) AV; = k(0 — V;) dt + o/V; AW k,0,0,Vy > 0 Cui (2013), Proposition 2.5.1
3/2 (1997) dS; = rSydt + Sy /v Vi dw M So > 0, p<0,
Heston (1997) AV; = k(0 — V;) dt — o/V; AW k,0,0,Vp >0 Cui (2013), Proposition 2.5.47
with k6 > 02/2
4/2 (2017) dS; = rS;dt + S; [a\/vt + b/\/vt] dVVtm a,beR, Sy >0, 02 < 2k + min(0, 2pob)
Grasselli (2017) AVi = k(0 — V) dt + o/V; AW k,0,0,Vp >0, Grasselli (2017), Section 2.2
with k0 > ¢2/2 8
Hull-White (1987) s, = 1S, dt + V7S, dw So >0, 0 <0,
Hull and White (1987) AV, = aV; dt + BV, dw,? @B, Vo>0 Jourdain (2004), Theorem 1 or
Cui (2013), Proposition 2.5.10
Scott (1987) S, = rSy dt + e 5, aw M So >0, p <0,
Scott (1987), p.426 AV; = k(0 — V;) dt + o dW? k,0,Vo R >0 Jourdain (2004), Theorem 1
«a-Hypergeometric (2016) dS; =rS; + €' S, th(l) Sp >0, If &« > 2 or a < 2 and either
Da Fonseca and Martini (2016) dV; = (a — be®"?) dt + {rdI/t/'t(Q) a,b,o>0,a,Vp €R p<0,a>lora=1andb> po

Da Fonseca and Martini (2016), Proposition 6

{(Wt(l), Wt(Q))}tZO a two-dimensional correlated Brownian motion with cross-variation [W(1), W®)], =
pt, where p € [—1, 1]. For simplicity, V' will be referred to as the variance process. We assume that
py Sy — Ris continuous and that g, oy : Sy — R are continuously differentiable functions with
os(-) > 0, oy (-) > 0 on the state-space Sy of V. Further, we suppose that 1y, oy and o are defined

such that (3.1) has a unique-in-law weak solution.

Remark 3.2.1 In (3.1), we start directly with the dynamics under the risk-neutral measure, hence the form of
the market price of volatility risk is not necessary in our setting. However, as pointed out by Sin (1998), Jour-
dain (2004) and Cui (2013), a risk-neutral measure may not always exist under stochastic volatility models;
additional conditions must be added to the model parameters in order for {e "' S; };>¢ to be a true martin-
gale under Q. A list of common SV models is reported in Table 3.1, along with conditions for the martingale

property to hold under the risk-neutral measure.
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3.2.2 Variable Annuity Contract

A policyholder enters a variable annuity contract by depositing an initial premium F{ into a sub-account,
which is then invested in a fund tracking the financial market. For simplicity, we will assume that the sub-
account is invested in the risky asset S. The policyholder often has the right to surrender the contract, or
lapse, prior to maturity. This additional flexibility is often called surrender option (or surrender right) in
the literature and significantly complicates the valuation of variable annuity contracts. Below we discuss
the risk-neutral valuation approach for a variable annuity, under both the assumption that the policyholder

makes use of her surrender right or does not.

To do so, we consider a finite time horizon 7" > 0 and let F' = {F} },,., denote the variable annuity fund
(or sub-account) process. Moreover, we let C' : [0, 7] x R% x Sy — R denote the fee function and let

the continuously compounded fee rate process {c; }o<:<7 be defined as
ct :=C(t, Fy,V;), 0<t<T, (3.2)

where C'is assumed to be continuous or bounded and such that (3.4) has a unique-in-law weak solution. We
allow the fee structure to be as general as possible. This setting includes, among others, state-dependent
fee structures (see Bernard et al. (2014a), Delong (2014), MacKay et al. (2017)), VIX-linked fee structures
(see Cui et al. (2017a), Kouritzin and MacKay (2018)), and time-dependent fee structures (see Bernard and

Moenig (2019)).

We assume that the fees are paid continuously out of the fund at a rate ¢;, so that the fund value is given

by
— ft cy du
Ft = Ste (U 0<t< T, (33)
with Fy = Sj. Using 1té’s lemma, the dynamics of F' under the risk-neutral measure are

dF, = (r—c)F,dt + og(Vy)Fdw Y,

@ (3.4)
AV, = py (Vi) dt + oy (V) W,

For simplicity in this chapter, we assume that interest rates are constant. However, given the long-term

maturity of variable annuity contracts, it may be interesting to allow interest rates to be a deterministic

7 The condition stated in Cui (2013), Proposition 2.5.4 is automatically satisfied by requiring the correlation parameter p to be

non-positive, as pointed out by Drimus (2012).

8ifb # 0, then we must also impose x6 > 02/2 for the model to be well-defined.
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function of time. Such an extension, discussed in Appendix 3.8, allows for the exact replication of the term

structure of interest rates.

Throughout this chapter, E; ;. ,[-] is short-hand notation for E[-|F} = z, V; = y] and E,[-] for E[-|F], with
reR,,yeSyandt € [0,T]. Wealso use E, ,[-] to denote Eq ;, [-].

We focus on a variable annuity with a GMMB whose payoff at maturity 7' > 0 is max(G, Frr), where
G € Ry is a predetermined guaranteed amount. Given (F},V;) = (z,y), the time-t risk-neutral value of

the variable annuity assuming that it will not be surrendered early is
Ve(t,z,y) ' =Eqzy [e*r(T*t) max(G,FT)} . (3.5)

On early surrender, the policyholder receives the value of the VA sub-account, reduced by a penalty which,
in our setting, can depend on time and on the value of the variance process V. When no surrender occurs,

the maturity benefit is paid at 7T'.

More formally, the VA reward (or gain) function ¢ : [0, T'] x Ry x Sy — R is defined by

g(t,y)x ift <T,
o(t,z,y) = (3.6)
max(G, z) ift="1T,

where g : [0, T] x Sy — [0, 1] is continuous, non-decreasing in time and satisfies lim,_,7— g(t,y) =1
Yy € Sy. In practice, we usually consider the surrender charge (as a percentage of the account value),
1 — g(-,-). A common form for the surrender charge function in the literature is g(t,y) = e *(T—%) for
some constant k& > 0, see for example Shen et al. (2016), MacKay et al. (2017) and Kang and Ziveyi (2018). It

is the first time, to the best of our knowledge, that variance-dependent surrender charges are considered.

Remark 3.2.2 For x < G, the functiont — ¢(t, z,y) is discontinuous at T" since

lim ¢(t,z,y) =gt y)z <z <G = (T, z,y).
t—T—

Under the assumption that the policyholder maximizes the risk-neutral value of her VA contract, the time-¢

value of the variable annuity policy is given by

v(t,z,y) = sup Em,y[e_r(T_t)(p(T, E., V), (3.7)
T€T, T
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where 7; 7 is the (admissible) set of all stopping times taking values in the interval [t, T7].

Similar to the early exercise premium in the American option literature, the value of the right to surrender,

denoted by e : [0,7] x Ry x Sy — Ry, is defined by

e(t,z,y) ==v(t,z,y) — ve(t, x,y).

3.3 Continuous-Time Markov Chain Approximation

The CTMC framework outlined in this section has been proposed by Cui et al. (2018) for exotic option pric-
ing under stochastic local volatility models. The general idea is to approximate the two-dimensional stock
price process by a two dimensional continuous-time Markov chain. This is done by first approximating the
variance process by a CTMC, and then by replacing the variance process by its CTMC approximation in the
underlying price process. The resulting regime-switching diffusion process is then further approximated by
a CTMC, yielding a two-dimensional CTMC process which converges weakly to the original two-dimensional

diffusion process, providing that the generator of the CTMC is chosen correctly.

First, we shall briefly recall the basics of continuous-time Markov chains, following sections 6.9 and 6.10
of Grimmet and Stirzaker (2001). The stochastic process X = {Xt}tzo taking values on some discrete
state-space S is called a continuous-time Markov chain if it satisfies the following property (a.k.a. Markov

property):
P<thn - %jp?h - Eilv SR )’Ztnfl - %Z.nfl) - P()?tn - gj’j\(:tnfl - 57:7171)

forallz;, z;, ..., ¥;,_, € S5 and any time sequence {; <t < ... < t,. For 0 < s < ¢, we denote
the transition probability from state 7; € Sg at time s to state 7; € Sy at time t by p;;(s, t) = IP’()AQ =
§j|)~(5 = ;). The chain is said to be homogeneous if p;;(s, t) = p;;(0,t — s) forany 7,5, s < t. In that

case, we use p;;(t — s) to denote p;;(s, t).
Going forward, we assume that X is time-homogeneous and 8)~( is finite. The family
{P: := [pij(t)]|s;|x|s¢| }t=0 Of transition probability matrices is referred as the transition semigroup

of the Markov chain.

For an infinitesimal period of length h > 0, it can be shown that there exist constants {ql‘j}lgid‘g‘s}?P also
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called transition rates, such that

pis(h) = qijh + f(h) if i # j 3:8)
1+qijh+f(h) if 1 = j,

where f is a function satisfying limy,_q @ = 0. From the above, we can conclude that the transition rates

must satisfy

(3.9)
and
m
thza i=1,2,...,m. (3.10)
j=1
The matrix Q := [qz‘jh‘g)ﬂx‘s}}l is called the generator of X. Under some technical conditions?, it can be
shown that the transition probability matrix P; has the following matrix exponential representation:
o (Q1)*
P, = exp(Qt) = ) Y (3.11)
k=0

Assumption 3.3.1 The fee function defined in (3.2) is time-independent and denoted by c. Thatis, C(t, z,y) =

c(z,y) forall 0 <t < T. Moreover, we only consider functions c that are continuous or bounded.

Henceforth, we consider that Assumption 3.3.1 holds. That is, we assume that the fee function is time-
independent so that the fund process is time-homogeneous. For the CTMC approximation of diffusion

processes with time-dependent coefficients, see Ding and Ning (2021).

3.3.1 Approximation of the Variance Process {V; }+>0

We construct a CTMC {Vt(m)}tzo taking values on a finite state-space S‘(/m) = {v1,v9,... vy}, withv; €
Sy and m € N, that converges weakly to {V; };>¢ as m — oo. Weak convergence of V(™) to V, is denoted
by V(™) = V.

Several approaches are available in the literature to construct the finite state-space S‘(/m), from simple

uniform to non-uniform grids (see Tavella and Randall (2000), Mijatovi¢ and Pistorius (2013) and Lo and

? More precisely, the semigroup { P;} must be standard—that is, p;; (t) — 1and p;;(t) — O ast | 0—and uniform—sup, —¢q;; <
00, see Grimmet and Stirzaker (2001), Definitions 6.9.4 and 6.10.3, Theorems 6.10.1, 6.10.5 and 6.10.6 for details.
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Skindilias (2014) for examples of non-uniform grids). The specific grid selected for the numerical analysis

performed in this chapter is discussed in more details in Section 3.5.

Once the state-space is chosen, the approximating CTMC {V;(m)}tzo is defined via its generator Q(m) =
[¢ij]mxm- This generator is constructed so that the first two moments of the transition density of the vari-
ance process {V; }+>0 and of the approximating CTMC {Vt(m)}tzo coincide; these are the so-called local
consistency conditions, see Kushner (1990) and Lo and Skindilias (2014). More precisely, the elements ¢,

1 <, 7 < m of the generator of V(M) are chosen so that for a small time increment b < T,

By [V = V] = B Vi = Vi = gy (Vi)h,  and

2 (3.12)
E |:<‘/;f(-C;L) - Vt(m)) } =E; [(V;t+h - V%)Q] ~ ot (Vy)h,

for all ¢ > 0. To ensure that the local consistency conditions are satisfied, we use the generator proposed
by Lo and Skindilias (2014) and given by

02 (v) =i py (vs)
0i—1(0i—1+6;)

~Qii—1 — Qiji+1, J =1,

b= o (vi)+8i—1pv (vi) S (313
0 (0i—1+9;) , J=itl,
0, jFEiL,T—1,1i41,
for2<i<m-—1land1l < j <mandwhered;, =v;11 —v;,i=1,2,...,m — 1. On the borders, we set
qi2 = W, g1 = —q12, Gmm—1 = %, Gm,m = —qm,m—1; and 0 elsewhere. The transition rates

on the boundaries of the state-space are set so that the absolute instantaneous means are maintained
at the endpoints. Other schemes could have also been employed (see Chourdakis (2004), Mijatovi¢ and

Pistorius (2013)), but we observed that all of these schemes are equivalent numerically.

To obtain a well-defined Q™) matrix, the transition rates in (3.13) must also satisfy the conditions in (3.9).

Hence, for 2 < 4 < m — 1, we must have

o3 (vy) .
5171 < if ,uv(vi) <0
[y (7))
3.14
o (vi) . (314)
52‘ < (o)’ if uv(vi) > 0.

If 1y (v;) = 0, then no additional condition needs to be added.

10 An advised reader will notice some differences between the transition rates stated above, and the ones that appear in Lo and

Skindilias (2014). However, one can show that the two rate matrices are equivalent with some simple algebra.
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Remark 3.3.1 A sufficient condition for (3.14) to hold is

2
ot (v;
max 60; < min v(vi)

< VAT (3.15)
1<i<m—1 1<i<m—1 |y (v;)|

3.3.2 Approximation of the Fund Value Process { F} }o<t<7

The CTMC approximating { F} }+>0 is constructed by first replacing the variance process appearing in the
drift and diffusion coefficients by their CTMC approximations, and then by further approximating the result-
ing regime-switching diffusion process by another CTMC. The resulting two-dimensional regime-switching

CTMC can then be mapped to a one-dimensional CTMC on an enlarged state-space.

Lemma 3.1 below allows for the removal of the correlation between the Brownian motions in (3.4), which

is necessary to construct the CTMC approximation of { F} };>¢.

Lemma 3.1 (Lemma 1 of Cui et al. (2018)) Let F and V be defined as in (3.4). Define () := [* 75(4) 4y,

-+ oy (u)

and X; := In(F;) — py(Vy), t € [0,T]. Then X satisfies

dX; =pux (X, Vi) dt + ox (Vi) AWy (3:16)

AV; =y (Vi) dt + oy (Vi) a2,

1) _ 1 (2)
where W} := % is a standard Brownian motion independent of Wt@), ox(y) :=+/1— p2os(y),
—p

0.2
px(z,y) =1 — c(em W y) — Z=W _ pu) and

W(y) = Loy) =)y () + sob )Y ()
= w24 v )s) - o os(].

forx e R,y € Sy.

The proof relies on the multidimensional 1t6 formula (see Lemma 1 of Cui et al. (2018) for details). Given the
CTMC approximation of the process V(™) and its generator Q(m), the diffusion process in (3.16) can now

be approximated by a regime-switching diffusion process {Xt(m)}tzoz

ax™ = jx(x™ V™)t + ox (V™) awy, (3.17)
where regimes are determined by the states of the approximated variance process, {vi,v2,..., v }. To
construct a regime-switching CTMC (Xt(m’N) , Vt(m)) approximating the regime-switching diffusion (Xt(m), Vt(m)),
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we fix a state for the variance process V;(m) (or equivalently a regime) and construct a CTMC approxima-
tion for Xt(m) given that Vt(m) is in that state. This is done using the procedure described in Section 3.3.1
for a one-dimensional diffusion process. The procedure is then repeated for each state in S‘(/m), and the

approximating CTMCs are combined with V(M) to obtain the final regime-switching CTMC.

More precisely, let Xt(m’N) be the CTMC approximation of Xt(m) taking values on a finite state-space S&N) =
{z1,29,...,2n}, N € N. Foreach v, € S‘(,m), we define the generator GZ(N) = [)\éj]NxN of Xt(m’N) given
that the variance process is in state v; at time ¢t > 0 by
(
0% (v) =02 px (zi,v;) .
Gt =i
_)\l{._l_)\lﬂl j=1
Xj=1 (”) S ”(+ | (3.18)
o5 (v)+65_ 4 px (4,0 .
Saeeop o J =it
0 jFEGLIi—1,14+1,
for2<i<N-—-1landl <j < N,whered =z;1 —x;,1=1,2,..., N — 1. On the boundaries, we set
PU— 7|“X(%1’”)|, M= =X, My y_y = 7‘“&%2”!)‘, Ny.n = —Aly y_1,and 0 elsewhere.

Using V(™) and the relation presented in Lemma 3.1, the approximated fund process F(mN) \which ap-

proximates F, is defined by

FY = exp { XY 4 py (V) 0t < (319)

Remark 3.3.2 (Convergence of the approximation) Such a construction of the regime-switching CTMC en-

m,N m
NS

sures that the two-dimensional process (X converges weakly to (Xy, V) as m, N — oc. The

main idea is to show that the generator of (X™) V(™)

of (X, Vi) asm, N — oo, to then conclude that (Xt(m’N), Vt(m)) = (X4, V4) using the results of Ethier and

is uniformly close to the infinitesimal generator

Kurtz (2005) which relies on semi-group theory. Moreover, since the function h : R x Sy — R, defined
by h(z,y) = e“tP7W) js continuous, we have that F(™N) = F by the continuous mapping Theorem, see
Billingsley (1999) Theorem 2.7. For one-dimensional processes, intuition and detailed explanations of the
proof can be found in Mijatovi¢ and Pistorius (2013), Section 5 (or in the unabridged version of the paper
Mijatovié and Pistorius (2009), Section 6); for stochastic volatility models, see Cui et al. (2018), Section 2.4.

(m.N) (™) into a one-dimensional CTMC pro-

The last step is to convert the regime-switching CTMC (X

(m,N)

cess Y, on an enlarged state-space S}(,m’N) :={1,2,...,mN}. Thisis done in Theorem 1 of Cai et al.
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(2019), reproduced below.

Proposition 3.2 (Theorem 1 of Cai et al. (2019)) Consider a regime-switching CTMC (X (m,N) V(m)) taking

values in S&N) X S‘(/m) where S)((N) = {z1,29,...,2N} and S{(,m) = {v1,v9,...,vn}; and another one-
dimensional cTMC, {Y,""™)}o<,<7, taking values in 8§/m’N) = {1,2,...,mN} and its transition rate

matrix G(™N) given by

N
quly + G§ ) q12ln e GmIn
N
qo1In g22In + G§ b GomIn (3.20)
N
gm1In qmaIn o gy + GHY
where Iy is the N x N identity matrix, GZ(N) = [)\ﬁj]NxN, I =1,2,...,mand Q™ = [gii]mxm are

the generators defined in (3.18) and (3.13), respectively. Define the function 1 : SE(N) X S&m) — S&m’N)
by ¥ (xn,v) = (I — 1)N + n and its inverse ! : Sﬁ(/m’N) > Sg(N) X S\(/m) by v~(ny) = (zn,v1) for
ny € S‘E/m’N), where n < N is the unique integer such that n, = (I —1)N +n forsomel € {1,2,...,m}.

Then, we have
E [w(x (™), vim) XN — o i = u| =B [9@7 (r )% = (k- DN +i]

for any path-dependent function W such that the expectation on the left-hand side is finite.

3.4 Variable Annuity Pricing via CTMC Approximation

In this section, we use the CTMC approximation of the fund value process to price variable annuities under
different surrender strategies. We provide a simple way to approximate the optimal surrender surface,
which is the extension in three dimensions of the exercise boundary for two-dimensional processes. The
present section extends to variable annuity pricing the work of Cui et al. (2018) and Cui et al. (2019), in

which a CTMC approximation is used for option pricing.

Recall that (X (™) V(M) is the regime-switching CTMC approximation of (X, V') (see Lemma 3.1) tak-
ing values in a finite state-space Sg(N) X S‘(/m) where SE(N) = {x1,22,...,2n}, N € N; and S‘(/m) =

{v1,v9,...,vm}, m € N. We have also defined F"N) in terms of (X (™M) /(™)) in (3.19).

Throughout this section, we denote by {eik}ﬁvézl the standard basis in R™, i.e. e;; represents a row

vector of size 1 x mN having a value of 1 in the (k — 1) N + i-th entry and 0 elsewhere.
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3.4.1 Variable Annuity without Early Surrenders

Consider an initial premium £y > 0 and let Vy € Sy . The risk-neutral value of a variable annuity contract

assuming no early surrenders can be approximated by

0e(0, Fo, Vo) =E [e7"T max(G, Fr)|Fo, Vo

(3.21)
~E [e‘T’T max (G, Fi(pm’N))|Xém’N) = x;, Vo(m) = vk] :
Here, we assume' that x; € Sg(N) and v, € S‘(/m), with z; = In(Fp) — py (Vo).
Proposition 3.3 Let F; > 0 b initi i i (m,N) _ — =z (N)
. 0 e the initial premium, with X = In(Fy) — py(Vo) = =; € Sy ' and

Vo = v € Sy. The risk-neutral value at time 0 of a variable annuity contract held until maturity T' and

with guaranteed amount G > 0 can be approximated by

vgm’N)(O,Fo, Vo) = E[e_TT max (G, F}m’N))|Fém’N) = FO,VO(m) = Vp)

= e ey exp{TGM™N)H, (3.22)

where G (™) js defined in (3.20) and H is a column vector of size mN x 1 whose (Il = 1)N + n-th entry
is given by

h(—1)N4n = max (G, ex”+p'7(”l)) , 1<i<m,1<n<N. (3.23)

The proof follows by noticing that (3.22) is the matrix representation of the conditional expectation of a
(function of a) discrete one-dimensional random variable whose conditional probability mass function is
given by the transitional probabilities p,_1)ni (1), 1 < j < mN, with P(T) = [pij(T)]mNxmn =
exp{TG (™)} as per (3.11).

Remark 3.4.1 (Convergence of VA prices without early surrenders) From Remark 3.3.2, we know that
FmN)  — F ags m,N — oo. From the continuous mapping theorem, we also have that
o(T, F;m’N), V}m)) = (T, Fr, V). For derivatives with a continuous and bounded payoff, convergence
of the prices follows directly from the definition of weak convergence, see for example Billingsley (1995),

Theorem 25.8, (i) and (ii). However, convergence of the prices for derivatives with unbounded payoffs is

"f X((,m’N) and Vo(m) are not part of their respective grids, then the two points can be added to the grids, or the option price

must be linearly interpolated between grid points, see Remark 3.5.1 for details.

77



not as clear. We note that if F(™) is a Q-martingale for each m, N, then {o(T, F;m’N)

; Vzgm)) m,N=115
uniformly integrable and the convergence of the prices follows. Showing this property is however out of the
scope of this chapter. In the one-dimensional setting, convergence of the price approximations is discussed in
Zhang and Li (2021). Detailed error and convergence analysis of the two-dimensional CTMC approximation

for European call options is performed in Ma et al. (2022).

3.4.1.1 Fast Algorithm

When considering a typical time horizon of 10, 15 or 20 years as is often the case in VA pricing, the probability
that the fund or the volatility processes reaches high (resp. low) value is higher than when shorter maturities
are concerned, and so the grid’s upper (resp. lower) bound must be set to a higher (resp. lower) value.
This complicates the pricing of VAs compared to financial options (generally written for short or medium
time-horizon), since more discretization points m and N are needed in order to capture the distribution
of the variance and the fund value process correctly. Theoretically, this is not a problem; however, several
numerical issues can occur when implementing the pricing formula numerically. First, the generator matrix
G(m:N) can become very large and thus require a large amount of storage space, which may cause memory
problems. Second, calculating the exponential of a large sparse m/N x m NN matrix over a long time horizon

is time-consuming.

Using the tower property of conditional expectations and an approximation based on the assumption that
the variance process remains constant over small time periods (see Proposition 3.4), we propose a hew

algorithm that speeds up the pricing of the VA contract without early surrenders (see Algorithm 1).

The approximation used in Algorithm 1 follows from Proposition 3.4 presented below.

Proposition 3.4 Let h > Owith h < T and 0 < t < T — h. For any function ¢ such that the expectation
on the left-hand side of (3.24) is finite, we have that

E o (t+n, x50 V) IXY =, v = o]

e m,N m m m,N m
=Y E ot +h X VIV = VI = g, XY = i < (V) = oV = v ) +£ (),
(3.24)

where f(h) is a function satisfying limy, o @ =0.
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The proof of Proposition 3.4 is reported in Appendix 3.7.1.

The above proposition allows the separation of the matrices {GS.N) ;7“:1 and Q(m), so that the new al-
gorithm now requires m times the calculation of the exponential of N x N matrices and one time the
exponential of a m x m matrix over small time-intervals. Hence, by reducing the size of the matrix in the
matrix exponential and the length of the time interval over which the exponential is calculated leads to a
significant reduction in computation time and to more effective management of the memory space. Note
also that the added cost of computing m -+ 1 matrix exponentials (rather than only one) is counterbalanced

by the reduced cost of computing the exponential of smaller matrices over a short time interval h.

The following notation is used in Algorithm 1 below.

1. Weuse M € N time steps of length Ay, = T'/M.

2.B = [bjn]?ﬁﬁl denotes a matrix of size m x N, containing the value of the VA contract.

More precisely, the matrix B is updated at each time step, so that after the first iteration,

bin ~ E [e_rAJWSp(T7 eXgn’N)JFW(VT(m)), V:ﬁm))\Xj(ff’iVL =z, V}T)AM = vj} : after the second iter-

. (m,N) (m)
ation, bjn ~F [6_2TAM SO(T, eXr +pv(Vp )’ Vj(ﬂﬂ”b))|)<¥ﬁ£2]ﬂ =T, VZET%AM = Uj} , and so on.

3. By = [bjn]jL, denotes the n-th columnof B,n =1,2,..., N,

4. B, = [bj]_, denotes the j-throwof B, j = 1,2,...,m.

5. The symbol T indicates the matrix (vector) transpose operation.
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Algorithm 1: Variable Annuity without Early Surrenders via CTMC Approximation - Fast Algorithm

Input: Initialize Q(m) asin (3.13) and GgN) forj=1,2,...,m,asin (3.18)
M € N, the number of time steps,

A < T/M, the size of a time step

Set Bj. + [¢(T, eTntrr(vy) Uj)]r]:]:rj =1,2,...,m

/* Calculate the transition probability matrices */

forj =1,2,...,mdo

/* Adjusted transition probability matrix of X (™) given V(™ =, over a period of length
Ay */
(N)
P}X — ¢G5 AuMerAy

/* Transition probability matrix of V'"” over a period of length A */
P y P g

PV « QAN
/* VA valuation */
forr=M—-1,...,0do

forj=1,2,...,mdo

L H,; + PYB],

forn=1,2,...,Ndo

L B.,+ P'H],

return by;

The computational gain of using Algorithm 1 over the previous algorithm comes at the cost of a loss of
accuracy since the conditional expectations are approximated over small time intervals (refer to Proposition
3.4). Numerical experiments below show that highly accurate results are obtained in seconds when the
time step is small, but the algorithm can perform poorly when the time step is not small enough. This new
algorithm can be easily adapted to a wide range of payoff functions and extends the work of Cui et al. (2018)

by accelerating the calculation time considerably. In particular, it allows for efficient pricing of long-maturity

derivatives.

Remark 3.4.2 Since at each time step, Algorithm 1, or the “Fast Algorithm”, takes advantage of the tower
property of conditional expectations over short time periods of the same length A ,;, the transition proba-

bility matrix can be pre-computed at the beginning of the procedure and stored, accelerating the numerical
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process greatly.

3.4.2 Variable Annuity with Early Surrenders

We approximate the value of the VA contract (including the right to surrender) by its Bermudan counterpart
for alarge number of monitoring dates. Bermudan options can be exercised early, but only at predetermined
dates R C [0, T']. Thus, Bermudan options are similar to American options, but the region of the permitted
exercise times is a subset of [0, T'] containing a finite number of exercise dates, {t,t1,...,ty} witht, €

[0,7],2=0,1,2,..., M forsome M € N.

In this chapter, we use the term Bermudan (resp. American) contract to refer to a variable annuity under
which the policyholder has the right to surrender her contract prior to maturity on predetermined dates
(resp. at any time prior to maturity). In the same vein, a variable annuity without surrender rights is also
called a European contract. Note that these terms do not refer to existing contracts, and they are used to
simplify explanations. Naturally, as M — oo, we expect the price of the Bermudan contract to converge
to the one of a variable annuity with surrender rights as defined in (3.7). The latter is formalized in the

following.

Let Ayy = T/M for some M € N and define the set Hy; = {to,t1,...,tam} Where t, = zAy,,
z=0,1,...,M, sothat ty = 0 and t); = T. The time-t risk-neutral value of the Bermudan contract

with permitted exercise dates H ,, is defined by

by(t,z,y) = sup Et@,y[e_T(T_t)cp(T, F., V)] (3.25)
TETAAJ,TZt

where 7Tp,, is the set of stopping times taking values in 7 ;. Proposition 3.5 below shows that by, (¢, z,y) —

v(t,z,y)as M — co.

Proposition 3.5 As M — oo, the value function of the Bermudan variable annuity contract (3.25) converges

to its American counterpart (3.7), that is,

lim by (t,x,y) = v(t,x,y).
M—oo

The proof can be found in Zhao (2017), Proposition 4.6, under the Barndorff-Nielsen Shephard model. Ex-

tending this proof to stochastic volatility models is straightforward. The key idea behind the proof relies on
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the fact that the price of a Bermudian option is always less than or equal to the price of an American option,
and the price of the Bermudian option increases as the number of exercise dates increases. This results in
a sequence of option prices that is both monotone and bounded. The final step is to demonstrate that the

limit of this sequence equals the price of the American option.

Remark 3.4.3 In the practical context of variables annuities, surrenders are often only allowed at specific
times (such as on the policy anniversary dates). In these cases, the Bermudan contract may be more realistic

than its American counterpart presented in (3.7).

We denote the Bermudan contract value process by B := {B, := by (ts, Fi., Vi) fo<z<m. From the
principle of dynamic programming (see for example Lamberton (1998), Theorem 10.1.3), it is well-known

that the discretized problem admits the following representation:

By = (T, Fr,Vr)
B. =max(p(t., i, Vi.),e "AME, [B.41]), 0<z<M-1

(3.26)

Using CTMCs, we can define an approximation for the time-¢ risk-neutral value of the Bermudan contract

by

b ey = swp B[ p(n B V)Y = G =y
TGTAMﬂ'Zt

The approximation of the Bermudan contract value process, denoted by

BmN) . {Bgm’N) = bE\Z”’N) (t., Ft(Z”’N), V}(Zm))}ogng, is thus given by

B = g (1, ), i)

(m,N) (m,N) 1,(m) (m,N) (3.27)
BN ax (¢ (tz,Fz Nyt )’e—rAMEtZ[BHi ]), 0<z<M-—1.
Or equivalently in terms of the process Y (m:N) we have that
B(m»N) — 1"7 -1 Y(mzN)
M e(T, 0= (Yp ) (3.28)

B = max (§(t, v (V) e avELBIY)), 0z M-,

where ¢y~ ! is defined in Proposition 3.2". Finally, we have by, (0, F, Vo) = By ~ Bém’N) = bS\Zn’N) (0, Fy, Vo).
Based on the above, an approximation for the value of the Bermudan contract can be obtained as described

in the proposition below.

2 Recall that ¢! (ny) = (zn,v1) for ny € SU™™), where n < N is the unique integer such that n, = (I — 1)N + n for some

le{l,2,...,m}.
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Proposition 3.6 Let Fy > 0,V € Sy and G(™N) pe the generator defined in (3.20). The risk-neutral value
of a variable annuity with maturity T' > 0 and guaranteed amount GG > 0 can be approximated recursively

by

BN = HO),
(m,N) (2) (m,N) 3.29)
B:" = max{H;”, e "AM exp{Az\/[G(m’N)}BZJF’1 } 0<z<M-1,

for M € N sufficiently large and where the maximum is taken element by element (also known as the

parallel maxima). H® and H®, 2 = 0,1, ..., M —1 are column vectors of size mN x 1 whose (I—1)N +n-
th entries, hgllzl) Nein and hf()lfl) N are respectively given by
h ll) = max(G, e*n P (W) and

—1)N+n (330)
= g(t., vl)eznﬂn(”l),

1<li<mand1l <n<N.

Specifically, given Xém’N) = z; = In(Fp) — py(Vo) and Vo(m) = Vy = vy, the approximated value of the
Bermudan contract is given by

b7 (0, Fy, Vo) = e BY™Y).

Hence, based on the last proposition, Algorithm 2 below provides a CTMC approximation for the value of a

variable annuity contract (including early surrenders).

Algorithm 2: Variable Annuity with Early Surrenders via CTMC Approximation

Input: Initialize G ) asin (3.20), HV and H?, for = 0,1,..., M — 1, as in (3.30)
M € N, the number of time steps,
Ay < T/M, the size of a time step
set BU"™) « H® and A,,, < exp{AyGmN}erAu
forz=M—-1,M —2,...,0do
L B max {H®), A5, B |
(m,N)

B\™N(0, Fy, Vo) < eBS

return bg\}"’N) (0, Fo, Vo)

Remark 3.4.4 (Convergence of VA prices with early surrenders) Recall, from Remark 3.3.2 that F(mN) —

(m,N)

F asm, N — oo. The convergence of the price of the Bermudan contract written on F’ to the price of
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the Bermudan contract written on F', that is B(()m’N) — Bgasm, N — oo, follows from Song et al. (2013),

Theorem 9, and the results of Theorem 2.6 in Chapter 2, on the alternative continuous reward representation
of the value function v™. Finally, the convergence of the price of the Bermudan contract to its American
counterpart as M goes to infinity follows from Proposition 3.5.

To our knowledge, detailed error and convergence analysis for the two-layers CTMC approximation of early-
exercise options have not yet been performed in the literature. However, Cui et al. (2018) demonstrate the

accuracy of the approximation numerically in the context of American put option pricing.

3.4.21 Fast Algorithm

Similar to the no surrender case, the efficiency of Algorithm 2 can be improved significantly by using an
approximation based on the assumption that the variance process remains constant over small time periods

(see Proposition 3.4).

Let (t) := [p(t, exnHP1(%) vV,

in S‘(/m) X S&N), and ¢, .(t) be the j-th row of (). We denote the matrix (vector) transpose operation by

be a m x N matrix representing the payoff at time ¢ for each state

T.

The Fast Algorithm to value VA with surrender rights is given in Algorithm 3. The Fast Algorithms to price
VA contracts with and without early surrenders are very similar. The only difference is the additional line 11
in Algorithm 3. In fact, at a given time ¢, (that is, we fix one z in the loop line 6 to 11), we can observe that
at the end of the inner loop (line 9 and 10), the matrix B contains the continuation value of the Bermudan
contract at ¢,,.. Since Bermudan contracts can be surrendered at any time in H 4, we simply need to calculate
the maximum between the continuation value and the payoff at ¢, to obtain the value of the Bermudan
contract at that time (line 11). Therefore, the only difference between the Fast Algorithms for VA pricing
with and without early surrenders stems from the fact that the latter contract cannot be surrendered prior
to maturity, and thus, only the continuation value needs to be calculated at each time step (that is, line 11

is not used to price VA contracts without early surrenders).

The computational effort in Algorithms 1 and 3 resides in the calculation of the matrix exponentials (line 3

to line 5). Hence, once they are (pre-)computed, one can price variable annuity contracts with and without

8 Many convergence results, such as the one in Song et al. (2013), require the reward function to be bounded. However, as
mentioned in Mijatovi¢ and Pistorius (2013), Remark 5.4 and Cui et al. (2018), Remark 5, the original payoff ¢ can be replaced by

the truncated payoff ¢ A L with a constant L sufficiently large without altering the accuracy of the numerical results.
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Algorithm 3: Variable Annuity with Early Surrenders via CTMC Approximation - Fast Algorithm

Input: Initialize Q(m) asin (3.13) and GgN) forj=1,2,...,m,asin (3.18)
M € N, the number of time steps,

A < T/M, the size of a time step

Set p(t.)  [ip(ts, e TP )TN for 2 = 0,1,..., M

Set B < @j«(ty)forj=1,2,...,m

/* Calculate the transition probability matrices x/

forj =1,2,...,mdo

/* Adjusted transition probability matrix of X (™) given V(™ =, over a period of length
Ap */
P (S A s
/* Transition probability matrix of Vi) over a period of length Ay */
PY « eQ(m)AM
/* VA valuation */

for=M—1,...,0do
forj=1,2,...,mdo
LE*,jePJXBJT*

forn=1,2,...,Ndo
L B.n, < PVE],

B = max(B, ¢(t,))

return b;

surrender rights simultaneously at almost no additional cost. This also holds true for any other VA contracts
with different guaranteed amounts, that is, a large variety of contracts with different guarantee structures
and surrender rights can be priced simultaneously for almost the same computational effort as a single

contract. Numerical experiments below demonstrate the efficiency and the accuracy of the Fast Algorithm.

The new algorithm can be easily adapted to a wide range of payoff functions. Thus, it extends the previous

work of Cui et al. (2018), done in the context of option pricing, by significantly decreasing calculation time

and allowing for efficient valuation of long-maturity derivatives.
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3.4.3 Optimal Surrender Surface

In this section, we provide an algorithm to approximate the optimal surrender strategy for variable annuities
with a general fee structure depending on the fund value and the variance process. Policyholder behavior
may significantly impact pricing and hedging of variable annuities, Kling et al. (2014). Thus, analyzing op-
timal surrender behavior is crucial for insurers when developing risk management strategies for variable
annuities, Bauer et al. (2017), Niittuinpera (2022). Optimal surrender strategies have been studied in the
literature in different contexts, see for instance MacKay (2014), Bernard et al. (2014b), Bernard and MacKay
(2015), Shen et al. (2016) and Kang and Ziveyi (2018).

The algorithms provided in this section are based on the CTMC Bermudan approximation and can thus be
easily adapted to a wide range of payoff functions. In the context of American put option pricing, Ma et al.
(2021) use the integral representation of the value function to derive a CTMC approximation for the optimal
exercise surface. However, the method used by Ma et al. (2021) to derive such a representation requires the
value function to be smooth enough, which can be difficult to prove for certain payoff functions and under
general stochastic volatility models, see Lamberton and Terenzi (2019) for instance. The Bermudan approx-
imation of the optimal surrender surface presented in this section does not require any specific regularity
properties on the value function and thus extends the work of Ma et al. (2021) to more general payoffs and

value functions.

The goal of this section is to approximate the (optimal) surrender surface using the CTMC approximation.

To this end, we first introduce additional definitions and notations.

Definition 3.6.1 Let £ = [0,7] x R4 x Sy. The continuation region C C E is defined as

C=A{(t,x,y) € E:v(t,z,y) > p(t,z,y)},

and the surrender region D C FE, as

D= {(t,m,y) e Lb: v(t,x,y) = go(t,x,y)}.

Remark 3.4.5 It follows from Definition 3.6.1that E = C U D, since v(t, z,y) > ¢(t,x,y) forall (t,z,y) €
E.

If the value function v is continuous, then C is an open set and D is closed; and the optimal surrender
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surface is the boundary oC of C.

Definition 3.6.1 provides a simple way of approximating the optimal surrender surface via CTMC approx-
imation. To do so, denote by f,; the approximated fund process associated to (z,,v;) € Sg(N) X 8‘(;”)
such that f,; = e*»TP7(¥) and let S(m N~ = {fu }nl | be the state-space of F(mN) we also denote
by S};?Z’N = {fu}N_, the I-section of Sl(J ), Moreover, let Hyy = {to,t1,...,tm—1}, that'is Hy =
Har \ tar, and E; = Hay x Sl(,r"l“N) x {v;}. Using the previous definitions, the [-section, [ € {1,2,...,m},

of the continuation and the surrender regions can be approximated using the CTMC processes via

Cl(mVN) - {( z7fnlyvl c El‘b(mN zyfnl:vl> > g(tzavl)fnl}

and

Dl(m’N) {(tzafnlavl € El‘b tZafnlvvl) - g(tzvvl)fnl} U {T} X S}’T’N) X {Ul}a

respectively. Hence, the approximated continuation and surrender regions are given by

C(m’N) == Uﬁlcl(m’]v), and D(m N) = Ul 1D(m N)

We use the notation of Proposition 3.6, with b, ;_1)n,, denoting the (I = 1)N + n-th entry of B(m N,

For (t., fu,1),0 <2< M —1,1<n<Nandl<I<m,weset (t,, fu,v;) € C™N if ba(l=1)N+n >
g(tz,vr) frr, and (tz, fru,v1) € D(m:N) otherwise. The approximated optimal surrender surface can then

be obtained by analyzing the shape of cmN),

We are now interested in studying the shape of the surrender region. Todo so, we fixt € [0,7) and y € Sy
and consider the set of points D; , C R for which it is optimal to surrender the contract. More precisely,
we define D, ,, by

Dy ={f € R+‘(t,f,y) €D}
Suppose that, for all couples (¢, y) € [0,7) xSy, the set D, , is of the form [f*(¢, y), o) for some f*(¢,y) €
R, . Thatis, f*(¢,y) is the smallest fund value for which it is optimal to surrender the contract at time ¢ for a
volatility level y, and for any fund value greater than f*(¢, y), itis also optimal to surrender. Mathematically,

this may be expressed by

F(t,y) == inf { fe R+‘ fe pt,y} = inf{Dy,}. (3.31)

Under this assumption, the continuation and the surrender regions can be expressed as
c={t.f.y) € Bf < 1t}
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and
D={(tf,9) € E|f = f*(t.y) } U{T} xRy x Sv,

respectively.

Hence, under this assumption, the optimal surrender surface f* splits ' in two regions: at or above the
surface is the surrender region, and below, the continuation region. That is, the set D; ,, is connected™. In
this chapter, we say that the surrender region is of “threshold type” if for any (¢,y) € [0,7) x Sy, the set
Dy, is connected. There is a financial interpretation for such a form for the surrender region. As explained
in Milevsky and Salisbury (2001), it is optimal for the policyholder to hold on to the contract when the fund

value is low since there is a higher chance that the guarantee will be triggered at maturity.

Remark 3.4.6 The surrender region can take any shape; see for examples MacKay et al. (2017) Figure 4
and Figure 5. However, for specific fee and surrender charge structures, it can be shown that the surrender
region is of threshold type, see for instance MacKay (2014), Appendix 2.A, when the index value process
is modelled by a geometric Brownian motion. Other authors take this form for the surrender region as an
initial assumption, see for example Kang and Ziveyi (2018). In the context of financial derivative pricing,
Jacka (1991), Proposition 2.1, shows that the continuation region of American put options is of threshold
type under the Black-Scholes setting whereas Touzi (1999), Section 2, proves it for some stochastic volatility

models, and De Angelis and Stabile (2019), Proposition 4.1, in a very general setting.

When the surrender region is of threshold type, a simple algorithm can be developed to approximate the

optimal surrender surface. The idea is based on the definition of f*(¢,y) in (3.31) above: for each ¢, € H s

and vy, € S‘(/m’N), we identify the smallest fund value f(™N) (t.,v;) for which it is optimal to surrender.

m,N) (

Algorithm 4 returns the approximated optimal surrender surface f( under the assumption that the

surrender region is of threshold type) and the approximated value of a variable annuity with early surrenders
given Xém’N) = z; = In(Fy) — py(Vp) and Vo(m) = Vo = vp.

We note that the derivation of the optimal surrender surface is not mandatory to obtain the value of the
Bermudan contract, as observed from Algorithm 2 or Algorithm 3 in the previous subsection.

m,N

Similarly as above, Algorithm 5 is the fast version of Algorithm 4. Recall that ¢ () := [p(¢, e””"JFW(”j))]J o1

4 A set X is connected if it cannot be divided into two disjoint non-empty open sets.
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10

Algorithm 4: Optimal Surrender Surface (of threshold type) via CTMC Approximation

Input: Initialize G™™) as in (3.20), H® and H?, for » = 0,1,...,M —1,asin (3.30)
M € N, the number of time steps,

A <+ T/M, the size of a time step

Set Bg\i,n’N) —HWand Ay, < exp{AyGmN)}emAM

forr=M-1,M —-2,...,0do

B{™") « max {Hﬁf), Aa, BTN )}

forl=1,2...,mdo

n<+1

while (b, _1)n1n > g(t.,v)e® TP and (n < N) do

Ln<—n+1

f(mvN) (t27 Ul) < emn""p')’(”l)

bg\Z%N) (07 FO, ‘/0) < eikB(()m’N)

return £(™N) and {7 (0, Fy, o)

is am x N matrix representing the payoff at time ¢ for each state in S‘(/m) X S&N), and @, .(t) (resp B; )

is the j-th row of ¢(t) (resp. B). We also denote by b;,,, the (j, n) entry of the matrix B.

Remark 3.4.7 Algorithms 2 and 3 do not require the specification of any particular form for the surrender
region, which is not the case for many of the numerical procedures presented in the literature (Bernard et al.

(2014b),Shen et al. (2016) and Kang and Ziveyi (2018)). Hence, their scope is more general.

The accuracy of the approximated surrender boundary is demonstrated numerically in Appendix 3.8.

3.4.4 CTMC Approximation of the VIX

In Section 3.5, we analyze numerically the impact of various VIX-linked fee structures on the optimal sur-
render strategy. Since analytical formulas for the VIX are not always known for all models listed in Table 3.1,

we use a CTMC approach to approximate the value of the volatility index. This is the case for the numerical
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Algorithm 5: Optimal Surrender Surface (of threshold type) via CTMC Approximation - Fast Algorithm

Input: Initialize Q™ as in (3.13) and GE.N) forj=1,2,...,m,asin(3.18)
M € N, the number of time steps,

Ay <+ T/M, the size of a time step

Set @(t.) + [p(tz, e TP )™ Y for 2 =0,1,...,. M

Set Bj . < @j(tar)forj=1,2,....m

/* Calculate the transition probability matrices */

forj =1,2,...,mdo

/* Ajusted transition probability matrix of X (™) given V(™ =4, over a period of length
A */
P« e Bat gy
/* Transition probability matrix of V(") over a period of length Ay, */
PV « QAN
/* VA valuation */

for=M,M-1,...,0do

forj=1,2,...,mdo

‘ XRpT

L E.; < P/B;,

forn=1,2,...,Ndo

L B.n —P'E,],

B = max(B, ¢(t.))
forj=1,2...,mdo

n<+ 1
while (bj, > g(t.,v;)e™ (%)) and (n < N) do

Ln<—n+1

f(m,N) (tzﬂ)j) — e:cn—i-pv(vj)

return £("™N) and by
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experiments performed under the 3/2 model whose results are available in Appendix 3.8". In this section,

we propose an approximation for the VIX when the variance process is approximated by a CTMC.

Let {VIX? be the process representing the square of the VIX, defined by

}tZO

1 t+1
VIX? = K, [/ gg(v;)ds] :
T Jt

with 7 = 30/365, see Cui et al. (2021b) Equation (6) for details.

Recall that V(™ s the CTMC approximation of V taking values on a finite state-space

S{(/m) = {v1,v2,...,0m}.
When the variance process is a CTMC, an integral expression can be obtained for the value of the volatility
index. The CTMC approximation of the VIX, denoted by VIX(™) = {VIXgm) }>0, is given in the proposition

below.

(m)

Proposition 3.7 Given V'’ = vy, the square of the VIX index at time t can be approximated by

(VXY = E[/ o2 (VM) ds|V™ = v
t

T

1" .
_ / ereQ ™ H ds, (3.32)
T Jo

where T = 30/365, Q(m) is the generator of V(M) defined in (3.13), e is the k:th canonical basis vector of

R™ and H is a m x 1 vector whose j-th entry h; is given by hj = o(v;), j = 1,2,...,m.

The proof is a direct consequence of Fubini's Theorem and the CTMC representation for conditional expec-

tations.

Remark 3.4.8 Since V(™) js time-homogeneous, the approximation does not depend on t and thus, for each

k € {1,...,m} it needs to be calculated only once for all t > 0.

' For the 3/2 model, a closed-form expression for the VIX may be found in Carr and Sun (2007), Theorem 4. However, as pointed
out by Drimus (2012), the integral that appears in the analytical formula is difficult to implement and is not suited for fast and
accurate numerical methods. For this reason, the CTMC approximation of the VIX is used in the numerical examples under the 3/2

model.
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The integral part in (3.32) can be approximated via a quadrature rule. In the numerical example section,

this is done by dividing the interval [0, 7] into n > 0 equidistant sub-intervals for = 0, 1, 2,...,n with
t,:=zA,, Ay :=T1/n.
The approximation then becomes

2 A i m
(Vixi™*) ~ “reryedH, (3.33)
z=1

The approximation in (3.33) can be implemented in a straightforward manner. However, it requires calcu-
lating the exponential of a matrix n times, which can be computationally inefficient. By making use of the

tower property of conditional expectations, Algorithm 6 speeds up the calculation of (3.33).

We remark that other quadrature rules could be used in for the numerical calculation of (3.32). Using

schemes that have a faster rate of convergence may reduce the number of matrix calculations needed.

Algorithm 6: Efficient Algorithm for the calculation of the VIX using CTMC approximation

Input: Initialize Q(m) as in (3.13) and H as in Proposition 3.7
n € N, the number of time steps,
A, < 7/n, the size of a time step
Set Ap, « exp{A,Q"™},S < 0,,x1and E +— H
forz=n,n—1,...,1do

E < ApE

S+—S+E

VIX™F | fe, 880

The vector 0,,,%1 represents the null column vector of size m. Note that Algorithm 6 requires the calcula-
tion of a matrix exponential only once at the beginning of the procedure, which makes the algorithm very

efficient.

Numerical experiments in the next section also demonstrate the accuracy and the efficiency of Algorithm 6
empirically. This new VIX CTMC approximation can also be used for approximating the price of VIX deriva-

tives. This is left as future research.
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3.5 Numerical Analysis

In the constant fee case, the misalighment between the fees and the value of the financial guarantee creates
an incentive for the policyholder to surrender her policy prematurely (see Milevsky and Salisbury (2001) for
details). Indeed, when the fund value is high, the amount of the fees paid is also high, but the put option
embedded in a GMMB is out-of-the-money and worth very little since the probability for the guarantee to
be triggered at maturity is low. Thus, the policyholder pays high fees for a financial guarantee that has a
low value. This is clearly an incentive for a policyholder to surrender her policy prior to maturity. MacKay
et al. (2017) considered state-dependent fee structures where the fee is paid when the fund value is under a
certain level, and showed that this particular type of fee structure reduces insurers’ exposure to policyholder
behavior under risk-neutral value maximization assumption. Fees that are tied to the S&P volatility index,
the VIX, are also studied in the literature, Cui et al. (2017a) and Kouritzin and MacKay (2018). Since the
volatility is negatively correlated with the stock price (see for instance Rebonato (2004)), we expect VIX-
linked fees to be low when the fund value is high and to be higher when the fund value is low. Cui et al.
(2017a) and Kouritzin and MacKay (2018) showed numerically that linking the fee to the volatility index VIX
may help realign revenues with variable annuity liabilities (for VA without surrender rights). Hence, it is
reasonable to believe that linking the fees to the VIX may help to reduce insurers’ exposure to surrender

risk. This will be explored in greater detail in the numerical experiments conducted below.

This section first discusses the market, the VA, and the CTMC parameters used in all numerical experiments
performed below. Then, we investigate the efficiency of the Fast Algorithms (Algorithms 1 and 3). In the
third subsection, we discuss different structures for the VIX-linked fee, that is, different ways to link the fee
rate to the VIX index. Finally, we analyze the impact of different VIX-linked fee structures on the value of
VAs and their optimal surrender strategy. We restrict our analysis to the classical Heston model. Using our

framework, any model listed in Table 3.1 could have been used.

As supplementary material, we investigate the numerical accuracy of the approximated optimal surrender
surface derived in Algorithm 4 (or equivalently 5), and the CTMC approximation of the VIX (Algorithm 6).
We also analyze numerically the impact of time-dependent risk-free rates on the variable annuity values
and the optimal surrender surface. Finally, we explore numerically the impact of VIX-linked fee structures

under the 3/2 model.
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3.5.1 Market, VA and CTMC Parameters

We consider a market under regular conditions: low initial variance v, low long-term variance ¢, moderate
volatility of volatility o, and moderate speed reversion x'®. The initial value of the variance is set to 1, =
0.03, the correlation to p = —0.75 and the risk-free rate to » = 0.03. The selected market parameters are

summarized in Table 3.2 and the model dynamic is given in Table 3.1.

Table 3.2: Market parameters

Parameter 1} K 0 o o) r

Value 0.03 2.00 0.04 020 -0.75 0.03

The variable annuity parameters are set to Fy = Sy = 100, T' = 10 (years), and G = 100. We assume that
the payoff when the contract is surrendered early is given by g(¢, V;) F}, with

g<t7 y) = e_k(T_t)7 Yy e SVv

and k& = 0.2%. The choices for the fee function ¢(x, y) are discussed in greater detail in the next section.

Note that a numerical analysis under the Heston model with G = Fyed9”', § = 2% (rather than G' = 100)
is also performed in Appendix 3.8. We also investigate the impact of time-dependent risk-free rates on the

value of variable annuity contracts and the optimal surrender surface in Section, 3.8.5.

For all numerical examples in this chapter, we use the non-uniform grid proposed by Tavella and Randall
(Tavella and Randall (2000), Chapter 5.3). For example, suppose that X is a one-dimensional diffusion
process approximated by a continuous-time Markov chain X® taking values on a finite state-space SX =

{Z1, Ta,..., Ty}, n € N. The state-space of the approximated process can be determined as follows:

55,-:5('0+asmh<cz7i+c1 [1—;}) i=2, ..., n—1, (3.34)

'6 Bloomberg provides historical Heston calibrated parameters to market data on a daily basis via its Option Pricing template
(OVME). These parameters are often used in practice for over-the-counter option pricing. Bloomberg’s Heston calibrated speed
reversion parameter is k = 3.6881 as of December 31, 2019, x = 5 as of March 31, 2020 and k = 1.1397 as of September 30,
2020. The parameter selected for our numerical experiments falls approximately in the middle of those of December 2019 and
September 2020. In the financial literature, Ait-Sahalia and Kimmel (2007) obtain x = 5.07 whereas Garcia et al. (2011) obtain

x = 0.173, and again our values fall between these two values.
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where B B
71 — X Tp — X
¢1 = sinh™! (W) , and cy = sinh ™! <$n~o> .
« «
Here the constant, & > 0, controls the degree of non-uniformity of the grid. The choices for the two

boundary states and the non-uniformity parameter &, (resp. ax) for V™) (resp. X (™)) are discussed in

more details below.

Remark 3.5.1 When the initial values of the auxiliary and variance processes are not in the grid, they can be
inserted (see for example Cui et al. (2019), Section 2.3 for details), or the value of the variable annuity must

be interpolated between the appropriate grid points.

Non-uniform schemes have been used frequently in the literature for options pricing via CTMC approxi-
mation methods, see Mijatovi¢ and Pistorius (2013), Lo and Skindilias (2014), Cai et al. (2015), Kirkby et al.
(2017), Cui et al. (2018), Cui et al. (2019), Leitao Rodriguez et al. (2021) and Ma et al. (2021), among others.
For a deep analysis of grid designs and how they can affect convergence, the reader is referred to Zhang

and Li (2019).

Unless stated otherwise, all numerical experiments are performed using the CTMC parameters listed in
Table 3.3. Recall that m is the number of grid points for the variance process whereas N represents the
number of grid points of the fund process. &, (resp. ax) is the grid non-uniformity parameter of the
variance (resp. the auxiliary) process. The grid’s upper and lower bounds are respectively v; and v,, for the
variance process and x; and z for the auxiliary process with Xy = In(Fp) — py(Vp). The values of V)
and X are inserted in their respective grid as per Remark 3.5.1. Finally, we use M = 500 x 10 times steps,
which corresponds to a computing frequency of approximately twice daily (since there are approximately

250 trading days per year).

Table 3.3: CTMC parameters

Parameter m N V1 U, Oy 1 TN ax M

Value 50 2,000 Vp/100 7wy 0.6571 X/10° 1.95X, 2/100 5,000

Note that, under the Heston model, good approximations of the transition density of the variance process

can be obtained with a small number of grid points, see for example Cui et al. (2019) Figure 3.
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All the numerical experiments are carried out with Matlab R2015a on a Core i7 desktop with 16GB RAM and
speed 2.40 GHz.

3.5.2 Efficiency of the Fast Algorithms

The valuation of options (or variable annuities) using CTMC requires the calculation of a matrix exponential
to obtain the transition probability matrix. In Algorithm 2, the two-dimensional process is mapped onto
a one-dimensional process resulting in a generator of size mN x mN. Thus, we need to calculate the
exponential of a m/N x mN matrix to obtain the transition probability matrix. For large values of m.V,
this procedure might stretch computing resources to unacceptable levels. Algorithms 1 and 3, proposed
in Section 3.4, require m times the calculation of the exponential of a N x IN matrix and one time the
exponential of a m x m matrix. As demonstrated below, reducing the size of the matrix in the exponent

allows to significantly increase the efficiency of the procedure.

When the size of the exponent in the matrix exponential is greater than 200 x 200, we observe that the

function fastExpm for Matlab, see Mentink-Vigier (2020)"

, which is designed for the fast calculation of
matrix exponentials of large sparse matrices, can further speed up the calculation. Combining the function
fastExpm and the Fast Algorithms can speed up the code by up to 100 times (for European and Bermudan
contracts). For the European contract, the Fast Algorithm can reduce the computation time by up to 12
times whereas the function fastExpm, by up to 7 times. For the Bermudan contract, the computation time
is reduced by up to 4 times with the Fast Algorithm and by up to 40 times with the function fastExpm.

When m = 50 and N = 100 the running time is approximately 6 seconds for both the European and the

Bermudan contracts, confirming the high efficiency of the new algorithms.

Figure 3.1illustrates the computation time in seconds of the “Fast Algorithm”, Algorithm 1 for the European
contract and Algorithm 3 for the Bermudan contract, combined with the function fastExpm of Mentink-
Vigier (2020) (when the size of the generator in the matrix exponential is greater than 200 x 200), and
the computation time of the “Regular Algorithm” for the European contract (3.22) and Algorithm 2 for
the Bermudan one. The run times in Figure 3.1 are recorded using the market, VA, and CTMC param-
eters of Subsection 3.5.1, except for the number of grid points for the auxiliary process X which is set

to N = 100,200,300 and 500, respectively. Moreover, we use a constant fee structure, that is we fix

7 The function fastExpm is based on Hogben et al. (2011) and Kuprov (2011).
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c(x,y) = 1.5338% for all (z,y) € Ry x Sy.

Log of the computation time (sec)
Log of the computation time (sec)

g [—— Reguler Atgorithm |
< 1 2 M- ; 4
» | = © - Fast Algorithm & | = & - Fast Aigorithm

o —— Regular Algorithm o

- A L . . i . L J gL i L . " i i L J
100 150 200 250 300 350 400 450 500 100 150 200 250 300 350 400 450 500

N N
(a) European contract (b) Bermudan contract
Log of computation time (in seconds) Log of computation time (in seconds)

Figure 3.1: Fast Algorithms: Algorithm 1for the European contract and Algorithm 3 for the Bermudan contract. Regular

Algorithms: Equation (3.22) for the European contract and Algorithm 2 for the Bermudan contract.

We also compare the accuracy of the new algorithms. For comparison, we use the regular algorithms for
the European contract and for the Bermudan contract. The absolute difference in the VA prices between
the regular and the fast algorithms is around 10~ for both European and Bermudan contracts, whereas
the relative difference is around 10~°, confirming the accuracy of the fast algorithms. See also Appendix

(3.8) for more details.

Remark 3.5.2 When valuing a European contract, the use of the Expokit of Sidje (1998) based on Krylov sub-
space projection methods accelerates the computation time considerably. Moreover, software packages in
Matlab and Fortran can be downloaded for free at https: // www. maths. uq. edu. au/ expokit. When
N = 500, we observe that the function expv in the Expokit can accelerate the running time by up to 7 times
(compared to the fast algorithm).

However, since the function takes advantage of the product of a matrix exponential with a vector, the fast
algorithm is more efficient when valuing Bermudan contracts. Indeed, when using the fast algorithm, matrix
exponentials are calculated only once at the beginning of the procedure; whereas when using the Expokit,
it needs to be calculated at each time step (since we need to calculate the matrix exponential multiplied by
a vector in order to make use of the procedure) which slows down the execution considerably. Hence, when

valuing a Bermudan contract, Algorithm 3 is up to 9 times faster than the regular algorithm using Expokit
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procedures of Sidje (1998).

As mentioned previously, the computational effort in Algorithms 1 and 3 resides in the calculation of the
matrix exponentials at the beginning of the two procedures. Hence, once they are (pre-)computed, one
can obtain the value of variable annuities with and without surrender rights simultaneously at almost no
additional cost. For instance, when N = 500, we simultaneously obtain the prices of variable annuities
with and without surrender rights in 270 seconds; whereas the values of the Bermudan and the European
contracts can be obtained separately in approximately 250 seconds for each. This also holds true for any
other VA contracts with different guaranteed amounts; that is, a variety of contracts can be priced for almost

the same computational effort as a single contract.

3.5.3 Fee Structures and Fair Fee Parameters

First, recall from Subsection 3.4.4 that

1 t+7
VIX? = K, [ / o2 (Vs) ds] . with T = 30/365.
t

;
For all the numerical experiments conducted below, we consider three types of VIX-linked fee structures.
As in Cui et al. (2017a), we use an uncapped VIX?-linked fee structure (the “Uncapped VIX?” fee structure)
of the form

ct=c+mVIXZ, 0<t<T
with¢,m > 0.
When the volatility is high (e.g. financial turmoil), the Uncapped VIX? fee rate can become excessive (see
Table 3.5 for examples). This motivates our choice of imposing a cap to this type of fee. Thus, for the second
fee structure, we consider capped VIX?-linked fees (or simply the “Capped VIX?” fee structure or Capped

fee structure) of the form

¢t = min(¢ + mVIX?, K), 0<t < T,

where ¢, m > 0and K > 0.

Finally, we look at an uncapped fee structure linked to the VIX (rather than the VIX squared) given by

Ct :E+TAfLVIXt, 0 § t S T,
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with ¢, m > 0, also called the “Uncaped VIX” fee structure. Such a structure can help to keep the fee rates

reasonable during high volatility periods.

Since the volatility process is Markovian, the volatility index at ¢ will depend only on V;. Therefore, the three

fee functions are of the form ¢(y), y € Sy.

The fee structure parameters ¢ and m are set in such a way that the contract is fair at inception. That is,
the initial amount invested by the policyholder, Fj, is equal to the expected discounted value of the future
benefit (without early surrenders). Those parameters are called the fair parameters and are henceforth
denoted by a star: (¢*,m*). We set the fee in this manner to calculate the value added by the right to
surrender. To identify the fair fee vector (¢*, m™*), we first fix a multiplier m*, and then solve for the corre-
sponding fair base fee ¢*. Note that such a fair base fee ¢* does not exist for all values of m* > 0. When
¢ = ¢ + m*VIX?, the fair parameters are obtained using the exact formula of Cui et al. (2017a). For
the other fee structures, the fair parameters are calibrated using a CTMC approximation with N = 100
(all other CTMC parameters are the same as in Table 3.3), to reduce the computation time. Note that very
accurate VA prices are obtained extremely fast with V- = 100 under the Heston model (see Appendix 3.8
for numerical details). Table 3.4 presents the fair fee vectors (¢*, m*), and Table 3.5 shows examples of fair

fee rates produced by each fair fee vector at different volatility levels (1/V}).

Table 3.4: Fair fee vectors (¢*, m*)

¢ = ¢+ m*VIX]

m* 0.0000 0.1500 0.3000  0.4345
c* 1.5338% 1.0036% 0.4741% 0.000%

¢ = min{¢* + m*VIX?, K}, K = 2%
m*=0.0000 0.1500  0.3000  0.4927
¢ = 1.5338% 1.0112% 0.5415% 0.000%

¢ = ¢ +m*VIX,

m* 0.0000 0.0250 0.0500  0.0836
¢ = 1.5338% 1.0750% 0.6164% 0.000%

The uncapped VIX?-linked fee rate can get very high as the volatility increases, reaching levels as high as
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Table 3.5: Fair fee rates in %

(@) ¢; = & 4+ m*VIX? (%)

VvV (%)\m* | 0.0000 0.1500 0.3000 0.4345
8.702 1.5338  1.1550  0.7770  0.4387
13.882 1.5338  1.3168  1.1007  0.9075
30.434 1.5338  2.3314  3.1299  3.8464
42.772 1.5338  3.5808 5.6285  7.4653
(b) ¢; = min{c* + m*VIXZ?(%), K}, K = 2%
VvV (%)\m* | 0.0000 0.1500 0.3000 0.4927
8.702 1.5338  1.1627  0.8444  0.4975
13.882 1.5338  1.3245 1.1681  1.0291
30.434 1.5338  2.0000  2.0000  2.0000
42.772 1.5338  2.0000  2.0000  2.0000
(c) ¢y = & + Mm*VIX,

VY (%)\m* | 0.0000 0.0250 0.0500 0.0836

8.702 1.5338  1.3262 1.1188  0.8402

13.882 1.5338  1.4363  1.3390  1.2083

30.434 1.5338  1.8188  2.1041  2.4877

42.772 1.5338  2.1113  2.6889  3.4657
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7.4653% when the volatility is 42.772%. During the last COVID-19 financial crisis, volatility reached levels
as high as 80% in March 2020'8. This motivates the two other fee structures we propose. We note that the
introduction of a cap does not significantly affect the calibrated fair fee parameters. We also observe, from
Table 3.5 that the second and the third fee structures allow to keep the fees at reasonable levels during high

volatility periods compared to the Uncapped VIX? fee structure.

3.5.4 Effect of VIX-Linked Fees on Surrender Incentives

Recall that under the Heston (1993) model, the price of the risky asset satisfies

dS; =rSydt + VS dw, 5.35)
AV, = w0 — V;)dt + o/ V;dW @, '
with Sy and Vj are deterministic, and where W = (W), W )T is a bi-dimensional correlated Brownian
motion under Q and such that [W®), W], = pt with p € [~1, 1], the speed of the mean-reversion
k > 0, the long term variance # > 0 and the volatility of the variance o > 0 (also called the volatility of the

volatility).

Moreover, when the market is modeled by (3.35), the VIX has a closed-form expression given by
VIX? = B + AV, (3.36)

with A = % and B = w, see Zhu and Zhang (2007) for details. The three fee structures
exposed in the Subsection 3.5.3 can thus be obtained explicitly in terms of the current volatility using (3.36)

as follows:

Table 3.6: Fair fee process under the Heston model

Fee Structure ¢, 0<t<T

Uncapped VIX? ¢ +m*(A+ BV;)
Capped VIX?  min{K,¢" + m*(A + BV})}
Uncapped VIX ¢ +m*\/(A+ BW)

Now from Lemma 3.1, we find that 7(x) = /0. Thus, given a certain fee process ¢, (listed in Table 3.6), the

'8 See VIX historical data at https://www.cboe.com/tradable_products/vix/vix_historical_data/.
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dynamics of the auxiliary process can be derived as
dX, = px(Xe, Vi) dt +ox (V) AWy,
Vi = py (Vi) dt + ov (V) a2,

where ux (X, Vi) =7 — 2% — ¢, 4 V; (2 — 1), and ox (V) = /(1 = p)V;, 0 < t < T.

(3.37)

Using the CTMC technique outlined in Section 3.3 and the market, VA, and CTMC parameters of subsection
3.5.1, we perform the valuation of a variable annuity with and without early surrenders ( “VA with early

surrender (ES)” and “ VA without ES”, respectively). The results are reported in Table 3.7 below™.

First, we observe that the fair value of the variable annuity without early surrenders is approximately Fy =
100 for all fair fee vectors. This is because fair fee parameters are calibrated such that the value of the VA
without surrender rights at time ¢ = 0 is equal to the initial premium (F; = 100). Moreover, under the
Uncapped VIX2-linked structure, fair fee parameters are obtained using the exact pricing formula of Cui
et al. (2017a), confirming the accuracy of the approximated model. The absolute error is around 10~ for
all fee vectors for this fee structure. An accuracy of around 103 can be obtained for each value (the value
of the VA with and without surrender rights) with fewer grid points with significantly less computational
effort. Detailed results with N = 100 and N = 1,000 are given in Appendix 3.8 with their respective
computation time. The value of the surrender right is calculated as the difference between the values of

the variable annuity with and without early surrenders.

As m™* increases, the risk-neutral value of early surrenders remains very close for all fee structures. One
might expect the VIX-linked fee structure to reduce the risk-neutral value of the surrender rights since this
type of fee structure realigns income and liability (Cui et al., 2017a), but this is not what is observed here.

However, VIX-linked fee structures have an impact on optimal surrender strategies, as shown below.

In Figure 3.2, the shape of the approximated optimal surrender surface associated with each of the VIX-
linked fee structures is illustrated for different values of the fair multiplier. We observe that the surrender
region is of threshold type for all m*. We also note that, regardless of the value of m*, the boundary is a
concave function of time. It slowly increases to a maximum and decreases rapidly to the guarantee level G.

This is consistent with earlier findings of Bernard et al. (2014b) and Kang and Ziveyi (2018).

'Y Numerical experiments under the Heston model have been performed using Equation (3.22), and Algorithms 2 and 4. Note

however that similar results are obtained when using the Fast Algorithms, see Appendix 3.8 for details.
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Table 3.7: Variable annuity with and without early surrender (ES).

(@) c; = ¢ + m*VIX]

m* = 0.0000 0.1500 0.3000 0.4345
¢t = 1.5338% 1.0036% 0.4741%  0.000%
VA without ES | 100.00090 100.00091 100.00092 100.00093
VA with ES 103.01785 103.00823 103.00330 103.00367
Value of ES 3.01695 3.00732 3.00238 3.00274
(b) ¢; = min{ K, &* 4+ m*VIX?}, with K = 2%
m* = 0.0000 0.1500 0.3000 0.4927
ct = 1.5338% 1.0112% 0.5415%  0.000%
VA without ES | 100.00090 100.00075 100.00070 100.00036
VA with ES 103.01785 103.00596 102.99137 102.97560
Value of ES 3.01695 3.00521 2.99067 2.97524
(c) ¢; = & + m*VIX;
m* = 0.0000 0.0250 0.0500  0.0.0836
¢t = 1.5338% 1.0750% 0.6164%  0.000%
VA without ES | 100.00090  100.00099 100.00057 100.000167
VA with ES 103.01785 103.01080 103.00446 102.99853
Value of ES 3.01695 3.00981 3.00389 2.99686
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Figure 3.2: Approximated optimal surrender surface of VIX-linked fees VAs for different values of fair multiplier m*

under the Heston model. The z-axis represents the time and the y-axis the variance.

For fixed ¢t € [0,7], we observe, in Figures 3.2 and 3.3, that the ¢ section of f(m’N), the function y —
f(mfN)(t, y), denoted by ft(m’N), is increasing for all m*. Hence, when the volatility is high, variable an-
nuities are surrendered at higher fund values than when the volatility is low. This is in line with the find-

’N) H I
increases at a slower rate

ings of Kang and Ziveyi (2018). However, as m* increases, the function ftm
(and particularly for the uncapped structures, panel (a) and (c) of Figures 3.2 and 3.3). For instance, fix
m* € {0,0.15,0.3,0.4345}, y € S‘(/m) and note, from Figure 3.3 (panel (a) or (c)), that the y section of
fmN) “the function t — f™N)(t,y), denoted by fggm’N), is pushed upwards as y increases. However,
the difference between the low and the high volatility y section is less significant as m* grows. This means
that the optimal surrender decision for uncapped VIX-linked fees is less sensitive to volatility fluctuations
when fees are tied to the volatility index. In the case of the capped structure (panel (b) of Figures 3.2 and

3.3), we also note that approximated optimal surrender surfaces are gradually increasing as volatility grows;

however, they now increase at a similar pace for all m*. This can be interpreted from a financial perspective
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as pointed out below.
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(C) Ct = c* + T%*VIXt

Figure 3.3: The y section of the approximated optimal surrender surface, fém’N), for different volatility levels /y

and fair multipliers m*.

In Figure 3.4, we fix a volatility level y and we compare the y sections of f(™N), fém’N), for different fair
multipliers m*. When the volatility is low (,/y = 8.702%), see for instance the first graph of Figure 3.4
(a), fym’N) is pushed upwards as m* increases. This means that a variable annuity contract with a fully
dependent uncapped VIX2-linked fee structure (m* = 0.4345) is surrendered at higher fund values than
the constant fee one (m* = 0). Indeed, when the volatility is low, the fee paid under a variable annuity
contract with a VIX?-linked fee structure is also low (see Table 3.5 for examples), making VIX-linked fee
contracts more attractive than the constant fee ones. However, as the volatility rises, VIX2-linked fees
also rise and so, the relation between the optimal surrender decision and m* reverts. The second graph
of Figure 3.4 (a) shows that variable annuity contracts are surrendered at almost all the same fund value

levels when the volatility equals to 13.882%, regardless of m*. The latter may be explained by the fact that
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fee rates are all around the same level when  /y = 13.882%, that is £1% as per Table 3.5. However, when
the volatility increases (see for instance the third and the last graphs of Figure 3.4 (a)), VIX?-linked fees
are also high (refer again to Table 3.5 for examples), making VIX?2-linked fee variable annuity contracts less
attractive than the constant fee ones. And so, when volatility is high, we observe that fz,(,m’N) is pushed
downward with increasing values of m*. In other words, for high volatility levels, variable annuity contracts
with VIX2-linked fee structures are surrendered at lower fund values than contracts with constant fee
structures. This is financially intuitive, as pointed out by Bernard et al. (2014b) under the Black-Scholes
setting with a constant fee function, since when the fee gets higher, the policyholder has to pay more for
the guarantee, and so, the mismatch between the premium for guarantee and its value is even greater;
resulting in earlier exercise time. The analysis above shows that the findings of Bernard et al. (2014b) also
extend to stochastic fee structures. Similar conclusions can be drawn for the Uncapped VIX-linked fees,

Figure 3.4(c).

(C) Ct = c + ﬁl*VIXt

Figure 3.4: The y section of the approximated optimal surrender surface, fém’N), for different volatility levels /y

and fair multipliers m*.

We observe in Figure 3.4(b) that when the volatility is low, capped VIX2-linked fee VA contracts are sur-
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rendered at lower fund values than constant fee ones, like for the two other fee structures. However, for
high enough volatility levels, the cap is reached, and thus, the fee paid under the capped structure is the
same for all m* > 0 (see Table 3.5); capped VIX?2-linked fee VA contracts are thus all surrendered at similar
fund value level (Figure 3.4 (b) graphs 3 and 4 when m* > 0). This illustrates again the relation that exists
between fees and optimal surrender decisions. VA contracts with higher fee rates are surrendered at lower

fund values than contracts with lower fee rates.

Similar conclusions can be drawn under the Heston model when G = Fye9” with § = 2% or when the

interest rates depend on time; and under the 3/2 stochastic volatility model, see Appendix 3.8 for details.

3.6 Concluding Remarks

In this chapter, we provide a framework based on CTMC approximations to analyze the surrender incen-
tives resulting from VIX-linked fees in variable annuities under general stochastic volatility models. Under
the assumption that the policyholder maximizes the risk-neutral value of her variable annuity, the pricing of
a variable annuity is an optimal stopping problem with a time-discontinuous reward function. Under gen-
eral fee and surrender charge structures, we develop efficient numerical algorithms based on a two-layers
CTMC approximation to price variable annuities with and without early surrenders. We derive a closed-
form analytical formula for the value of a variable annuity without surrender rights and provide a quick
and simple way of determining early surrenders value via a recursive algorithm. We also present an easy
procedure to approximate the optimal surrender surface under the hypothesis that the surrender region is
of threshold type. Finally, we observe numerically that VIX-linked fees do not significantly affect the value
of early surrenders under the selected set of Heston parameters. However, numerical examples also reveal
that the optimal surrender decision is impacted by VIX-linked fee structures. In particular, we observe that
the optimal surrender strategy is more stable with respect to volatility changes when the fees are linked to
the volatility index.

All algorithms and results of this chapter can easily be adapted to incorporate the term structure of interest
rates by modeling the risk-free rate as a deterministic function of time. However, extension to stochas-
tic interest rate models can present some numerical challenges. Indeed, adding a third dimension to the
problem necessitates increasing the size of the generator, which can cause numerical challenges specifi-
cally for the valuation of long-term derivatives such as variable annuities. Algorithms 1 and 3 of this chapter

address the numerical challenge encountered when trying to value long-term derivatives under general
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two-dimensional models. The extension to higher dimension models is not straightforward and is left as
future research. Moreover, short-rate models that allow to reproduce the term structure of interest rates
are time-inhomogeneous, adding to the numerical difficulty of this extension for long-maturity derivatives
since matrix exponential of the time-dependent generator now needs to be calculated at each time step to
obtain the transition probability matrices. Finally, the CTMC approximation of the VIX presented in Section

3.4.4 can also be used to price exotic path-dependent options on the VIX, which is left as future research.

3.7 Appendix - Proofs of Main Results

3.71 Proof of Proposition 3.4

First, recall that

IP’(XgnAN) =z, Vt(ﬁl) = vj‘Xt(m’N) = x;, Vt(m) = vg)
=P, = (= DN + 1|y, = (k= 1)N +9).
By inspection of the matrix G(m:N) and since h is small, we have by (3.8) that
auih + £ (h) ifi=1j#Fk
AEh -+ fER(R) ifitlj=k

m,N m m,N m
P(Xt(—‘rh )= xl’vt(—#h) = ”J"Xt( = xi,Vt( )= k) =

L+ (que + A R+ fEE(R) ifi=1j=k

FRI(h) ifi£l, 5k

where the functions {fﬁj} satisfy limy, s w =0fori,l €{1,2,...,N}and k,j € {1,2,...,m}.

From the last equality, we observe that the regime-switching CTMC cannot change regime (V(m)y and state

(X (m.N)) simultaneously over small time intervals. It follows that

E [¢ (t +h X, tﬂ)) XN = @, v = Uk}

m N

=1
I#i

S
e

-
(i o) (14 (g + N+ S5 ) ) + D07 6t + by, ) £ (1)

m N

= Gt + h,zi,op) + Y St + hywi,vj)qeih + Y Gt + by, ve) Nk + fa(h),
i=1 =1
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since fori,l € {1,2,...,N}and j,k € {1,2,...,m},limh_,0qmm+m =0.

Also, observe that

m,N m m m,N
5 [¢(t+h’ x5 oV = v = v, x MY = xz}

$(t + h, zp, 0,)P (Xff};m = V™ =V = gy, XN = I)

I
E

=1

ot + hyz,v;) (M 4 cl(h) + ot + hy 2, v;) (1 + Mh + f(R))

I
NE

o~
SN

=
N . .
= ¢<t + h, i, vj) + Z ot + h, zy, vj)()‘glh + zjl(h’))
=1
Hence, we have that
Y E {qﬁ(t +h, XN o v = v = v, x N = fvz} P (‘/15(4:7}? = v [V = vk)
j=1

m N
=> (qb(t +hai,vg) + Y Gt 4 hya,v) (VA + i(h))> (arjh + frj(h))
=1

l

Ot + h,xp, vp) (N + ()

M= T

+¢(t + h) Ly Uk) +

=1

m N
= @t +h,mi,op) + Y o+ h,mi,v))arih + Y St + hy i, vR) Nih + fm(h).
j=1 =1
The results follows from setting f(h) = f(h) — fn(h). O

3.8 Appendix - Supplemental Material

This section provides supplemental material to Chapter 3.

3.8.1 Accuracy of the VA price and the Approximated Optimal Surrender Strategy

The purpose of this subsection is to analyze numerically the accuracy of Algorithm 4 to approximate the
optimal surrender strategy. In the context of American put options under the Black-Scholes setting, Lam-
berton (1993) considers a similar approximation for the exercise boundary when the underlying diffusion
process is approximated by a Markov chain. In particular, under this setting, Lamberton (1993) proves theo-

retically the convergence of the approximated exercise boundary (also called the critical price) towards the
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exact exercise boundary in their Theorem 2.1.

In order to analyze the accuracy of our methodology against a known benchmark, we use our algorithms
in a problem that has been done by others. More precisely, we compare the approach of Algorithm 4 (also
called the CTMC Bermudian approximation and denoted below by “CTMC-Berm”) for approximating the
optimal surrender surface and the value of a variable annuity with early surrenders to the ones obtained
using the approach of Bernard et al. (2014b), the “Benchmark”. The methodology proposed by Bernard et al.
(2014b) is based on the integral equation method of Kim (1990) under the Black-Scholes model, and cannot
be easily extended to more general models. Thus, in order to compare with their method, we assume that

the volatility of the index is constant so that
dS;,=rSydt + oSy dWy, ¢ >0,

where o > 0 is the volatility. We also suppose that c(x,y) = ¢ > 0, for all (z,y) € Ry x Sy, and we use

g(t,y) = 1forall (t,y) € [0,T] x Sy. Hence, the VA account dynamics is given by
dF,,= (r =) F;dt + oF,dW;, 0<t<T.

We approximate the logarithm of the fund process )~(t = In F},0 < ¢t < T by using the CTMC approximation
method. The CTMC approach for one-dimensional diffusion processes works in the exact same way as the
one described in Subsection 3.3.1 for the approximation of V/, see Cui et al. (2019) for details. The number
of state-space grids and time steps are set to N = 5,000 and M = T x 500, respectively. We use the
grid of Tavella and Randall (2000), as discussed in Section 3.5.1, with a non-uniformity parameter 5‘)? = 5.
The grid upper (z ) and lower bounds (z) of the approximated process X are set about the mean of )A(:t
att = T'/2 as follows: Zn = a(t) + va(t) and 1 = [(t) — yo(t) where f(t) is the conditional mean
of X, given X, and a(t), the conditional standard deviation. We use v = 7.2. Now note that, under the
Black-Scholes setting, we have

2

) = Ko+ (r-

2>t, and  (t) = oVt

As a benchmark, we use the value of the variable annuity with early surrenders and the optimal surren-
der boundary obtained using the method of Bernard et al. (2014b) with 1500 steps per year. Other pa-
rameters are G = 100, r = 0.03 and T" = 15. We tested our method for different volatility levels
o € {0.1, 0.2, 0.3, 0.4} and initial values of the VA account Fy € {90,100}. The fair fee ¢* is calculated
such that the expected discounted value of the maturity benefit equals the value of the VA account at incep-

tion, that is Fy = E [e " max (G, Frr)|. We compare to the benchmark the value of the variable annuity
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Table 3.8: Relative errors of variable annuities with ES and maximum relative errors of the optimal surrender

boundaries.
VA with ES Opt. Surr. Bound.
o (%)
CTMC-Berm Bernard et al. (2014) Rel. Err. Max Rel. Err.
041 0.1374 100.851600 100.851748 1.47e-6 2.60e-3
0.2 0.9094 104.400379 100.401287 8.70e-6 5.20e-3
Fy =100
0.3 1.9277 108.577366 108.579001 1.51e-5 7.78e-3
0.4 2.9415 112.823616 112.826112 2.21e-5 1.04e-2
01 0.2641 91.28494 91.285171 2.53e-6 2.60e-3
0.2 1.3062 94.989758 94.990712 1.01e-5 5.20e-3
Fy =90
0.3 2.5571 99.012022 99.013806 1.80e-5 7.78e-3
0.4 3.7631 103.022547 103.025197 2.57e-5 1.03e-2

with early surrenders “VA with ES” and the optimal surrender boundary (“Opt. Surr. Bound.”). The results
are reported in Table 3.8. The column “Rel. Err.” documents the relative errors whereas “Max Re. Err” doc-
uments the maximum relative errors?®. From Table 3.8, we see that the CTMC Bermudian approximation

achieves a high level of accuracy across all volatility levels and initial value of VA account Fj.

3.8.2 Accuracy and Efficiency of the CTMC Approximation for the VIX Index

We assess the accuracy of the CTMC approximation for the volatility index for the 3/2 and Heston models.

Under a Heston-type model, the VIX has a closed-form expression given by

VIX? = B + AV, (3.38)

with A = =¢ " and B = 9xr=1+e""") 'see 7hu and Zhang (2007) for details.

RT

For the 3/2 model, a closed-form expression for the VIX may be found in Carr and Sun (2007), Theorem 4.
However, as pointed out by Drimus (2012), the integral that appears in the analytical formula is difficult to

implement and is not suited for fast and accurate numerical approximation. For this reason, benchmark

% Given a benchmark value y and its approximation yapproz, the relative error is defined as |y — Yapproz|/|y| for y # 0; whereas

the maximum relative error is the largest relative error over a sample of benchmark values and their approximations.
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results are obtained via Monte Carlo simulation?' under 3/2 model.

The market and CTMC parameters are set to the ones of Subsection 3.5.1 for the Heston model, except that
we set m = 1,000 (rather than m = 50). For the 3/2 model, we use the parameters reported in Section
3.8.6.1. The results are presented in Table 3.9. The column “V;” (resp. 1/V}) displays the initial value of the
variance at time ¢ > 0 for the Heston model (resp. the 3/2 model), the column “CTMC” shows the result of
the VIX approximation using Algorithm 6 with n = 1, 000 time steps, and the column “Benchmark” reports
the benchmark value calculated either by using the closed-form formula (3.38) (for the Heston model) or

by Monte Carlo simulation (for the 3/2 model). The relative error are documented in column “Rel. err”.

Table 3.9: Accuracy of the CTMC- VIX approximation, Algorithm 6.

(a) Heston model (b) 3/2 model
Vi CTMC Benchmark Rel. err. 1/Vy CTMC Benchmark Rel. err.
0.01 11.1077% 11.1068% 8.10e-05 0.01 | 11.2202% 11.2203% 8.91e-06
0.02 | 14.6829% 14.6824% 3.41e-05 0.02 | 15.7016% 15.7020%  2.55e-05
0.04 | 20.0000% 20.0000% 0.00e+00 0.04 | 21.4892% 21.4901% 4.19e-05
0.06 | 24.1746% 24.1749% 1.24e-05 0.06 | 25.3096% 25.3112% 6.32e-05
0.09 | 29.3433% 29.3439% 2.04e-05 0.09 | 29.2708%  29.2735%5 9.22e-05

The results of Table 3.9 confirm the high accuracy of the CTMC-VIX approximation for both models. It is
worth mentioning that, when using Algorithm 6, we obtain simultaneously the value of the VIXEm)’k for
all v, € S‘(/m) within less than a 0.1 second for both models. The value of the CTMC approximation given a
particular value for V4 is then interpolated between the appropriate grid points. This further increases the

efficiency of our algorithm.

3.8.3 VA Prices Accuracy and Computation Time under the Heston Model

Table 3.10 shows the value of a variable annuity with and without surrender rights (“VA with ES” and “VA
without ES”, respectively) under the Heston model with the Uncapped VIX?-linked fees using N = 100,
N =1,100and M = 252 x 10; and using N = 2,000 and M = 500 x 10. All other market, VA and CTMC

2 We simulate 500K paths (plus 500K antithetic variables) using Milstein discretization scheme and we use 5,000-time steps.
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parameters are the same as in Subsection 3.5.1.

Table 3.10: Variable annuity with and without early surrenders using CTMC Approximation with N = 100
and 1,100, with M = 252 x 10; and N = 2,000 with M = 500 x 10.

m* = 0.0000 0.1500 0.3000 0.4345
ct = 1.5338% 1.0036% 0.4741%  0.000% | Computation Time (sec.)
N = 2,000 | 100.00090 100.00091 100.00092 100.00093 2,500
VA withoutES N = 1,100 | 100.00094 100.00095 100.00096 100.00097 400
N =100 100.00750 100.00769 100.00789  100.00807 0.85
N =2,000 | 103.01785 103.00823 103.00330 103.00367 7,100
VA with ES N =1,100 | 103.01743 103.00788 103.00300 103.00341 1,600
N =100 103.0162  103.00676 103.00190 103.00228 54
N = 2,000 3.01695 3.00732 3.00238 3.00274 N/A
ES value N =1,100 | 3.01649 3.00693 3.00204 3.00243 N/A
N =100 3.00862 2.99907 2.99401 2.99421 N/A

All the numerical results and computation times in Table 3.10 are performed using Equation 3.22 and Algo-
rithm 2 combine with the Expokit procedures of Sidje (1998), function expv. Since fair fees are calibrated at
inception using the exact pricing formula of Cui et al. (2017a), the benchmark value for the VA without sur-
render rights is £y = 100. When N = 100, accurate VA prices are obtained extremely fast (within 54 sec.
for the VA with surrender rights and less than a second for the VA without surrender rights). The absolute

error is around 103 for both values?2.

Similar results are obtained with the Fast Algorithms (1 and 3). The results are reported in Table 3.11. The
values of VA with and without surrender rights are calculated simultaneously, as discussed in Section 3.4.2.1.

So, the computation times in column “Computation Time (sec.)” are for both prices.

By comparing the two tables, we note that the Fast Algorithms provide very accurate results extremely

fast?® compared to the original Algorithms.

2The benchmark for the VA with early surrenders is the approximated CTMC value obtained using N = 2,000 and M = 500.

2 Recall that the computation times in Table 3.11 for the Fast Algorithms are for the value of the VAs with and without ES simulta-

neously.
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Table 3.11: Variable annuity with and without early surrenders (ES) using CTMC Approximation Fast Algo-

rithms with NV = 100 and 1, 100, with M = 252 x 10; and N = 2,000 with M = 500 x 10.

m* = 0.0000 0.1500 0.3000 0.4345
ct = 1.5338% 1.0036% 0.4741%  0.000% | Computation Time (sec.)
N =2,000 | 99.99615 99.99611  99.99607  99.99603 N/A
VA withoutES N =1,100 | 99.99619  99.99615  99.99611  99.99607 N/A
N =100 100.00276  100.00290 100.00304 100.00317 N/A
N =2,000 | 103.02361 103.01360 103.00815 103.00789 4,405
VA with ES N =1,100 | 103.02360 103.01359 103.00814 103.00788 1,244
N =100 103.02237 103.01251 103.00715 103.00680 9.60
N = 2,000 3.02745 3.01748 3.01208 3.01186 N/A
ES value N =1,100 | 3.02741 3.01744 3.01203 3.01181 N/A
N =100 3.01961 3.00961 3.00411 3.00363 N/A
3.8.4 Other Numerical Analysis of VIX-linked Fee Incentives in the Heston Model

In this appendix, we show the numerical results obtained under the Heston model for the three fee struc-
tures (Uncapped VIX?, Capped VIX? and Uncapped VIX), detailed in Subsection 3.5.3, when the guaran-
teed amount is set to G = Fyed” with g = 2% (rather than G = Fj). The conclusions are similar to the

ones detailed in Subsection 3.5.4.

Unless stated otherwise, in this section, all market, VA and CTMC parameters are the same as in Subsection

3.5.1 except for G = Fyed” with § = 2% and M = T x 252.

Fair fee parameters (¢*, m*) are presented in Table 3.12, Panel (a), whereas Panel (b) shows the approxi-
mated values of early surrenders. When ¢; = & + m*VIX?, the fair parameters are obtained using the
exact formula of Cui et al. (2017a). For the other fee structures, the fair parameters are obtained using

CTMC approximation with N = 100, m = 50, and M = T x 252 to accelerate the computation time.

Figures 3.5, 3.6 and 3.7 display the approximated optimal surrender surfaces under the Heston model for

the three fee structures when G = Fye9” with § = 2%.
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Table 3.12: Fair fee vectors and approximated early surrender values under Heston model when G = Fye97L,

g =2%.

(a) Fair fee vectors (¢*, m*) (b) Early surrender values (“ES” values).
ct = ¢ +m*VIX? ¢t = ¢ +m*VIX?
m*  0.0000 0.3000 0.8000 1.1313 m* 0.0000  0.3000 0.8000  1.1313
¢ 3.82542% 2.80632% 1.11545%  0.0000%  ESValue 5.00216 5.01219 5.03998 5.06681
¢ = min{¢* + m*VIX? K}, K = 4.5% ¢ = min{¢* + m*VIX? K}, K = 4.5%
m*  0.0000 0.3000 0.8000 1.4144 m* 0.0000  0.3000 0.8000  1.4144
¢ 3.82542% 2.83600% 1.45530%  0.0000%  ESValue 5.00216 5.00415 4.98201 4.95968
¢ =+ m*VIX, ¢ =+ m*VIX,
m*  0.0000 0.0750 0.1250 0.2128 m* 0.0000 0.0750 0.1250  0.2128

¢t 3.82542% 2.47570% 1.57660% 0.00000%  ESValue 5.00216 5.00351 5.00569 5.01254

3.8.5 Simple Model Extension to Account for the Term Structure of Interest Rates

In the following, we briefly discuss a simple extension to (3.4) to allow interest rates to be a (deterministic)

function of time 7 : [0, 7] — [0, 1].

Assuming that the fee function only depends on the VIX (or V;) and using the new function for the interest

rates, 7, we can extend (3.4) as follows

dF, = (F(t) — c(V})) F,dt + og(V;)Fy dW Y, 5.39)

Vi = (Vi) dt + oy (Vi) aw . '
Such an extension allows the exact replication of the term structure of interest rates. This is an important
feature given the long-term maturity of variable annuity contracts.
However, the CTMC approximation is better suited for time-homogeneous processes. Recently, Ding and
Ning (2021) uses CTMCs to approximate time-inhomogeneous diffusion processes and estimate short-term
maturity European and barrier option prices. Theoretical extension to longer-term derivatives is straight-
forward but can present numerical challenges since matrix exponential of a large matrix now needs to
be calculated several times to obtain transition probability matrices. More precisely, the Fast Algorithms
(Algorithms 1 and 3) take advantage of pre-computing the transition probabilities at the beginning of the

procedure. When the generator is time-dependent, transition probabilities need to be calculated at each

time step, adding to the numerical difficulty of valuing long-term derivatives. In the following, we overcome
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Figure 3.5: Approximated optimal surrender surfaces for different values of fair multiplier m* under the Heston
model, G = Fyed” with § = 2%.
this challenge by working with the discounted fund process { F; }o<¢<7 defined by
Fy = Fe= Jomo)ds, (3.40)
Using Itd’s lemma, the dynamics of Fisthen given by
dF, = —c(V)) By dt + os(Vi) F, dw . (3.41)

Now note that F is time-homogeneous and its dynamic is equivalent to (3.4) with » = 0. We can thus apply
the same procedure as the one described in Section 3.3 to approximate F by a CTMC. We denote by F(m.N)
the CTMC approximation of F. Then, we can retrieve the value of the approximated fund process F(mN)
by using the relation in (3.40). More precisely, we have that

FmN = FmNeloTe)ds g <p < T (3.42)

All the results of Section 3.4 can then be adapted with the new definition of the approximated fund process
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Figure 3.6: The y section of the approximated optimal surrender surface under the Heston model, fgsm’N), for

different volatility levels /7 and fair multipliers m*, G = Fye9T with g = 2%.

given in (3.42). Note that D(¢,T) := e~ S/ () ds corresponds to the discount factor at time ¢ for the ma-
turity 7', and since the interest rates are assumed to be deterministic, this quantity is known with certainty
at t. The curve t — D(0,t) corresponds to the risk-free discount curve and can be retrieved from market
data at time 0. Also, for ¢; < ¢, we have that

D(0,t;)

D(t;, t;) = D0.4)°

Finally, all the algorithms in Section 3.4 must be adjusted to account for changing interest rates. So, the
cash-flows at time ¢; + Ay, must be discounted at time ¢; using the discount factor D(¢;,t; + Aps). For

example, (3.22) becomes

Uém’N)(O,F(], VE)) — E[e_ fOT r(s)ds maX(G,ﬁ:(pm’N)efOT r(s) ds‘ﬁo(m»N) = Fp, ‘/O(m) — Vb]

= D(0,T)ej exp{TG™NNH, (3.43)

117



san = 013182 san) =030834 sanp) = 042772

)

¢t = ¢ 4+ m*VIX?

saty) = 013082 sant=03083¢ sarv) = 042772

Ct = c* + ’I:lv’l*VIXt
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and (3.27) becomes
~ T
B(m,N) = (T F(m’N)efO r(s)ds V(m)>
M T T ’ (3.44)

BN = max (i (b, B Veh 04 v DB, BV

for 0 < z < M — 1. We now analyze the impact of time-dependent risk-free rates on optimal surrender

strategy and the value of variable annuities. To do so, we use the discount curve reported in Table 3.13.

Table 3.13: Discount curve

t 0.20 0.50 0.70 1.00 1.20 1.50 1.70 2.00 3.00 4.00 5.00 6.00 7.00 8.00 9.00 10.00
Zero Rate?* 0.0050 0.0075 0.0100 0.0125 0.0150 0.0175 0.0200 0.0210 0.0220 0.0230 0.0250 0.0270 0.0280 0.0290 0.0295 0.0300
D(0,t) 0.9963 0.9930 0.9876 0.9822 0.9741 0.9666 0.9589 0.9361 0.9121 0.8825 0.8504 0.8220 0.7929 0.7668 0.7408 0.7111

In order to measure the impact of time-dependent risk-free rates on surrender incentives, the discount

curve is set in such a way that the 10-year zero rate corresponds to the constant risk-free rate used in Section

24The continuously-compounded zero rate, R(0, t), is the interest rate prevailing at time 0 for the maturity ¢ and it is defined by

R(0,¢) := —InD(0,)/t.
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3.5. This way fair fees are the same under both models, see Table 3.4. Also, to better capture the effect of
interest rates, the short-term zero rates are set to a much lower value than long-term rates. Except for the
constant risk-free rate, all other market and CTMC parameters are the same as in the previous analysis, see
Tables 3.2 and 3.3. All numerical examples below are performed for a variable annuity with the Uncapped
VIX? fee structure (see Table 3.6). The values of a variable annuity with and without surrender rights are

reported in Table 3.14.

Table 3.14: Variable annuity with and without early surrenders (ES) under Heston model with time-

dependent interest rates and ¢; = ¢* + m*VIX?,0 <t < T.

m* = 0.0000 0.1500 0.3000 0.4345
ct = 1.5338% 1.0036% 0.4741%  0.000%

VA without ES | 100.00087 100.00088 100.00088 100.00089
VA with ES 103.01783  103.00821 103.00328 103.00365
Value of ES 3.01697 3.00733 3.00239 3.00276

By comparing Table 3.7, Panel (a) and Table 3.14, we note that variable annuity values are almost un-
changed with the incorporation of time-dependent risk-free rates. The small difference is probably due
to the rounding-off effect of the discount factor at maturity when using the time-dependent discount curve
as an input. However, as illustrated below, time-dependent risk-free rates affect the optimal surrender

strategy.

First, we observe from Figures 3.8, 3.9 and 3.10, that the conclusions regarding the effects of VIX link fees
on the optimal surrender strategy remain the same under both assumptions (constant and time-dependent
risk-free rates). However, we also note, from Figure 3.11, that the optimal surrenders occur at lower fund
values when the interest rates are time-dependent. So, incorporating the term structure of interest rates
does not affect the overall value of the variable annuity, but the optimal surrender behavior is impacted by

this new interest rate assumption.

3.8.6 Numerical Analysis under 3/2 Model

In this section, we analyze numerically the impact of VIX-linked fee incentives under the 3/2 model.
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Figure 3.8: Approximated optimal surrender surface of VIX-linked fees VAs for different values of fair multiplier m*

under the Heston model with time-dependent risk-free rates. The x-axis represents the time and the y-axis the vari-

ance.

3.8.6.1 Market, VA and CTMC Parameters

In order for the results under the 3/2 model to be comparable to the ones obtained under the Heston model,
the market parameters (6, x and o for the 3/2 model) are calibrated to at-the-money call options® priced
using the Heston model with the market parameters in Table 3.2. The initial value of the variance is set to
Vo = 0.03 for the Heston model and V;) = 1/0.03 for the 3/2 model. The correlation p = —0.75 and the
risk-free rate » = 0.03 are assumed to be the same under both models. The resulting market parameters

are presented in Table 3.15 and the model dynamics is given in Table 3.1.

Table 3.15: Market parameters for the 3/2 model

Parameter Vo K 0 o P r

Value 1/0.03 5.7488 46.1326 15.4320 —0.75 0.03

ZWe consider 4 options with maturity 7' = 0.5, 2.5, 5 and 10. We used Sy = K = 100 and a dividend yield of 1.5338%.
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Figure 3.9: The y section of the approximated optimal surrender surface under the
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Figure 3.10: The y section of the approximated optimal surrender surface under the Heston model with time-

dependent risk-free rates, fggm’N), for different volatility levels ,/y and fair multipliers m*.

121



Figure 3.11: Comparison of the y section of the approximated optimal surrender surface under the Heston model

with time-dependent risk-free rates and constant risk-free rates at different volatility levels ,/y and fair multipliers

m*.

Unless stated otherwise, all numerical experiments in this section are performed using the CTMC param-
eters listed in Table 3.16. Note that for the 3/2 model, the VIX is approximated using Algorithm 6 with
n = 1,000 time steps, whereas in the Heston model, the volatility index is calculated using a closed-form

formula.

Table 3.16: CTMC parameters for the 3/2 Model

Parameter m N V1 Urn, Oy 1 TN ax M n

Value 1,000 1,000 V4,/200 8vy 0.5764 —Xp 2Xp 2/100 5,000 1,000

3.8.6.2 Fee Structures and Fair Fee Parameters

As for the Heston model, we consider three fee structures: the Uncapped VIX?, the Capped VIX? and the
Uncapped VIX, see Section 3.5.3 for details. The fair parameters are calibrated using a CTMC approximation
with N = 100 (all other CTMC parameters are the same as in Table 3.16), to reduce the computation time.
Table 3.17 presents the fair fee vectors (¢*, m*) obtained under the 3/2 model. Note how close the fair
fee vectors obtained under the 3/2 model (Table 3.17) are from the ones obtained under the Heston model

(Table 3.4).
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¢t = ¢ + m*VIX?
*0.0000 0.15000  0.3000  0.4235
1.5273% 0.9858%  0.4449%  0.0000%

=1

&

¢t = min{¢* + m*VIX?, K}, K = 2%

*0.0000 0.1500 0.3000 0.5791
¢t 1.5273% 1.0335% 0.6351% 0.0000%

N

X

Ct — c* + T%*VIX,:

m*  0.0000 0.0250 0.0500 0.0846
¢ 1.5273% 1.0757% 0.6241% 0.0000%

Table 3.17: Fair fee vectors (¢*, m*) under the 3/2 model

3.8.6.3 Effect of VIX-Linked Fees on Surrender Incentives

Recall from Table 3.1 that under the 3/2 model, the dynamics of the index and the variance processes are

given by?6
— 1 (1)

dSt = TSt dt + \/VtSt th N ) (345)

AV, = k(0 — V) dt — o/V,dW?,
where W = (WO, WENT is a bi-dimensional correlated Brownian motion under Q and such that
WO, W), = pt with p € [~1,07, and &, 0, 0 > 0 with 2k > 2.
Now from Lemma 3.1, we find that (x) = —@. Thus, given a certain fee process {c; }o<i<7 (see Sub-
section 3.5.3 for examples), the dynamics of the auxiliary process is obtained as follows

dX; = X, Yy)dt + ox (V) AW,

t = px(Xe, Y2) x (Yy) dW; (3.46)

Vi = py(Vp) dt + oy (V) aw?,

g

whereuX(Xt,Vt):r—ct—@—i—%(M—%—%>,andax(%): 1_?f,OStST.

26 Note that in this formulation of the 3/2 model, the process V represents the inverse of the variance process. It is also common

to see the 3/2 model expressed in terms of its variance, see for instance Drimus (2012).

% The parameter p is assumed to be non-positive for the martingale measure to exist, see Footnote 7 for details.
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When the fee is tied to the VIX, the form of the fee function is not known explicitly at this point under
the 3/2 model, since the VIX does not have a closed-form expression (see footnote 15 for details). However,
as illustrated in (3.17), when the inverse variance process V' is replaced by its CTMC approximation y(m),

the auxiliary process X becomes a RS diffusion X (™) with the following dynamics:

ax™ = ey i (22— 4 - @) dt+ox(V™)awy, ¢>0, (3.47)

where ¢{™ = ¢(X™ V(™)) is the CTMC approximation of the fee process.

Recall that VIX (™ is the CTMC approximation of the volatility index; see Proposition 3.7 and Algorithm 6.
The three fee structures exposed in Subsection 3.5.3 can then be approximated using VIX(™ as shown in

Table 3.18.

Table 3.18: CTMC approximation of the VIX-linked fee process

Fee Structure cim), 0<t<T

Uncapped VIX? &+ m(VIX{™)2
Capped VIX? | min{K, &+ m(VIX\"™)2}

Uncapped VIX ¢+ ﬁlVIX%m)

The second layer CTMC approximation of Subsection 3.3.2 is then applied to the regime-switching diffusion

(3.47) with the approximated fee processes listed in Table 3.18.

Using the CTMC technique outlined in Section 3.3; and the market, the variable annuity, and the CTMC
parameters of Subsection 3.8.6.1, we performed the valuation of a variable annuity with and without early
surrenders. The results are similar to the ones obtained under the Heston model and are summarized
below, confirming again that fees tied to the volatility index do not significantly affect the value of surrender

incentives.
The value of early surrenders (“ES values”) under the 3/2 model are presented in Table 3.19.

The approximated optimal surrender surfaces for the three fee structures under the 3/2 model are displayed
in Figures 3.12, 3.13 and 3.14. Note that in order for the Figures under the Heston and 3/2 models to be

comparable, the y-axis under the 3/2 model represents the variance of the fund, that is % 0<t<T
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Table 3.19: Approximated early surrender values (ES values) under the 3/2 model.

¢ = & + m*VIX?
m*  0.0000 0.1500  0.3000  0.4235
ESValue 291799 291126 2.90875 2.91078

¢ = min{¢* + m*VIXZ, K}, K = 2%
m* 0.0000  0.1500  0.3000  0.5791
ESValue 2.91799 2.90594 2.89435 2.88076

Ct = c* + m*VIXt

m* 0.0000  0.0250  0.0500  0.0846
ESValue 29180 2.9120 2.9068  2.9012

(recall that V is the inverse variance in (3.45)). As noted previously, we observe that the optimal surrender
surface is increasing with the volatility. However, when m* = 0, the surrender surface increases much
faster than under the Heston model. We also note that VIX-linked fees help to neutralize the effect of the
volatility on the optimal surrender decision, confirming again the relation existing between the fees and
the optimal surrender strategies; that is, VA contracts with high fees are surrendered at lower fund values

than VA contracts with low fees.
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CHAPTER 4
A UNIFYING APPROACH FOR THE PRICING OF DEBT SECURITIES

This chapter is based on the paper "A unifying approach for the pricing of debt securities", co-authored with
Dr. Anne MacKay, published in Quantitative Finance (see Vachon and MacKay (2024)). It extends the findings
from Chapters 2 and 3 to include time-inhomogeneous diffusion processes for pricing debt securities like
bonds, bond options, callable/putable bonds, and convertible bonds. In particular, efficient algorithms are
developed based on the technique discussed in Chapter 3, which naturally extends to stochastic interest
rate models and time-inhomogeneous processes. Additionally, we show the existence of a trivial stopping
time at the maturity of the contract for American-style CBs under specific conditions, employing reasoning

akin to that presented in Chapter 2.

4.1 Introduction

This chapter proposes a unifying framework based on continuous-time Markov chain (CTMC) approxima-
tions to price debt securities under general time-inhomogenous short-rate models. Over the last few years,
CTMC methods have garnered attention in option pricing literature, see for instance Cui et al. (2018), Ding
and Ning (2021), and Kirkby (2023), among others. In particular, Cui et al. (2018) developed a two-layer
CTMC technique to price European, barrier, Bermudian, Asian, and occupation time derivatives under gen-
eral stochastic volatility models, while Ding and Ning (2021) discussed the extension of the method to time-
inhomogeneous processes for the pricing of European and barrier options. Recently, Kirkby (2023) ap-
proximated time-homogeneous bi-dimensional diffusion processes to model short-rates and equity for the
pricing of hybrid securities such as equity swap and cap via CTMC approximation. The framework outlined
below is an extension to the work of Cui et al. (2018) to time-inhomogeneous processes for the pricing of
debt securities such as bonds, bond options (loan commitments and deposit instruments), callable/putable

bonds, and convertible bonds (CBs).

The advantage of CTMC approximations over other numerical techniques resides in their ability to easily
adapt to various diffusion processes (homogeneous as well as inhomogeneous processes), and their ex-
tension to higher dimension models is also relatively straightforward Cui et al. (2018) (for two-dimension),
Kirkby et al. (2020) (for higher dimension). More importantly, they generally allow for an explicit formula-

tion of expectations (resp. conditional expectations), see, for instance, Cui et al. (2019), which facilitate the
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pricing of European (resp. American)-type derivatives. In particular, the method allows for a closed-form
matrix expression for the price of zero-coupon bonds regardless of the complexity of the short-rate dynam-
ics selected, simplifying the calibration of the approximated model to the current market-term structure for
a wide range of short-rate models. Calibration to the current market term structure is essential for practi-
tioners since small deviations in the current short rates can result in significant differences in the value of
the derivatives, see Brigo and Mercurio (2006). Moreover, the method generally exhibits a second-order
convergence rate; see, for instance, Li and Zhang (2018) and Zhang and Li (2019) for a one-dimensional set-
ting, and Ma et al. (2022) for a two-dimensional setting. In this chapter, we develop an easy and efficient
algorithm to calibrate the approximated model to the current market term structure of interest rates un-
der general one-dimensional time-inhomogeneous short-rate processes. A closed-form matrix expression

is also obtained for the price of bond options (with coupons).

Debt securities often include embedded options such as call and put options, also known as redeemable
and retractable bonds, respectively. A callable bond grants the issuer the right to pay back the bond at a
predetermined price in the future (the call or the strike price). This type of provision protects the issuer
and reduces the value of the bond. Another type of common embedded option in a bond is a put option. A
putable bond grants the bondholder the right to sell back the bond to the issuer at a predetermined price
(the put or the strike price). These types of options can usually be exercised at any time during a given exer-
cise period (exercise window), which makes them similar to American options with time-dependent strikes.
A bond can have both a call and put options embedded simultaneously. Because of the American style of
the embedded options, the valuation of callable/putable debt does not admit a closed-form expression;

thus, numerical procedures are necessary to price them.

Classical numerical techniques' for pricing interest rate derivatives include tree methods, numerical solu-
tions to partial differential equations (PDEs), and Monte Carlo simulation, see for instance Brigo and Mer-
curio (2006), Section 3.11. Trees are particularly interesting for valuing American-type derivatives because
the continuation value can be calculated explicitly at each node of the tree. However, building trees for
time-inhomogeneous mean reverting diffusion processes, such as those used for short-rate dynamics, is

not always straightforward, and extension to higher dimensions may be difficult. The construction of the

' In this chapter, we do not consider advance notices, that is, exercise decisions prior to exercise benefits, which complexify the
problem significantly, see for instance Buttler and Waldvogel (1996), D’Halluin et al. (2001), Ben-Ameur et al. (2007) and Ding et al.

(2012) for numerical techniques in that particular context.
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tree depends on the diffusion model selected (see among others, Ho and Lee (1986), Black et al. (1990),
Black and Karasinski (1991), Hull and White (1994), Hull and White (1996), Mercurio and Moraleda (2001)
and Brigo and Mercurio (2006), Appendix F, for a general formulation), and extra care is required for the
transition probabilities to stay positive. Fitting the approximated model to the current market term struc-
ture can also be tricky Hull and White (1994), Hull and White (1996). Trees can also make options with
path-dependent payoffs, such as Asian options, difficult to value. PDE approaches encounter similar chal-
lenges to trees in terms of flexibility in the modelization of the underlying diffusion process. They also make
path-dependent payoff valuation challenging, and techniques are generally less intuitive than trees; see, for
instance, Duffy (2006) for a general review of the approach for derivatives pricing. In contrast, simulation
methods can be implemented for various diffusion models and adapt easily to higher dimensions; however,
this type of procedure is usually less efficient computationally than those based on trees or PDEs because
the continuation value cannot be calculated explicitly and needs to be approximated. Different techniques
are proposed in the literature to price American-type derivatives using simulation methods; see, for in-
stance, Fu et al. (2001) for a comparison of these approaches, and Glasserman (2003), Chapter 8, for a

review.

In this chapter, a simple and efficient algorithm for pricing callable/putable debt under general one-dimensional
time-inhomogeneous short-rate processes is developed. Our methodology overcomes several of the draw-
backs of other classical methods. In particular, it is intuitive (similar to tree methods) and adapts to a wide
range of diffusion processes (homogeneous as well as inhomogeneous processes). Moreover, because con-
ditional expectations have closed-form matrix expressions, the continuation value can be calculated explic-
itly, making the approximation extremely efficient and accurate for the pricing of American-type derivatives.
Using the methodology of Cui et al. (2018), described in Section 4.3.2 of this chapter, the extension of these
procedures to two-factor short rate models, see for instance Brigo and Mercurio (2006), Chapter 4, is also

straightforward.

Next, the pricing of CBs is considered. CBs are hybrid securities that possess features of both debt and
equity. They are similar to bonds except that the investor has the right to convert the bond for a predeter-
mined number of shares, known as the conversion ratio, of the issuing company during a certain exercise
window prior to maturity. At maturity, if conversion is allowed and the bond has not been converted to
shares, the holder has the right to convert the bond or receive its face value. In practice, additional features

such as call and put options are also generally embedded in CBs, so numerical procedures are required to
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value these securities.

Over the last 40 years, CB pricing has been studied extensively in the literature. Under the standard Black-
Scholes setting, Ingersoll Jr. (1977) proposes a structural approach under which the firm value is the un-
derlying state variable. Then follows the work of Brennan and Schwartz (1977), in which finite difference
methods are used to solve a PDE. The structural approach has multiple drawbacks, Batten et al. (2014). In
particular, since the firm value is not a tradable asset, the calibration of the model may be challenging. Thus,
McConnell and Schwartz (1986) propose a reduced-form approach under which the issuing company stock
price is the underlying state variable. Working in the Black-Scholes setting with a constant risk-free rate and
volatility, McConnell and Schwartz (1986) compensate for the credit risk by adding a constant (the credit
spread) over the risk-free rate to discount the cash flows. Since then, multiple authors have incorporated
credit risk into the valuation framework adequately. Tsiveriotis and Fernandes (1998) split the bond value
into two components: equity and debt. The equity part (when the debt is converted to stock) is discounted
at a risk-free rate, whereas the debt part is discounted at a risky rate, where the risky rate can be deduced
from the market-observed credit spreads. This approach to model credit risk is still widely used among
practitioners for its simplicity and ability to incorporate the main feature of CBs with limited market infor-
mation, Gushchin and Curien (2008). Following the approach of Jarrow and Turnbull (1995) to model the
credit risk, Hung and Wang (2002) and Chambers and Lu (2007) use a binomial tree method and incorpo-
rate stochastic risk-free rates in the valuation model, whereas Ayache et al. (2003) and Milanov et al. (2013)
incorporate default risk by modeling the stock price by a jump-diffusion process in a constant risk-free rate

environment.

Diverse numerical methods have been proposed to value convertible debt, ranging from the classical tree
methods (Hung and Wang (2002),Chambers and Lu (2007), Milanov et al. (2013), among others), to finite-
difference and finite element approaches (Tsiveriotis and Fernandes (1998), Ayache et al. (2003), Barone-
Adesi et al. (2003), among others) and simulation (Ammann et al. (2008), Batten et al. (2018)). Recently, Lu
and Xu (2017) and Ma et al. (2020) developed a two-factor willow-tree approach to price CBs under stochas-
tic interest rates and used the approach of Jarrow and Turnbull (1995) as in Hung and Wang (2002) and
Chambers and Lu (2007) to include credit risk. On the other hand, Lin and Zhu (2020) propose a predictor-
corrector scheme to solve a PDE under stochastic volatility or interest rate models, whereas Lin and Zhu
(2022) use an integral approach under the Black-Scholes setting. Both Lin and Zhu (2020) and Lin and

Zhu (2022) ignored credit risk in their valuation framework. This chapter considers the CB pricing problem
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under general bi-dimensional time-inhomogeneous diffusion processes, where equity and risk-free rates
are the two risk factors. Default/credit risk is also included in the valuation model using the approach of
Tsiveriotis and Fernandes (1998). An efficient algorithm to approximate the value of CBs using a two-layer
continuous-time Markov chain approximation is developed. When conversion is only permitted at maturity
(European-style or European CBs), a closed-form matrix expression is obtained. Numerical experiments re-
veal that the method is highly efficient and accurate. The advantage of the CTMC approximation over other
classical methods resides in its ability to adapt to a wide range of time-inhomogeneous bi-dimensional mod-
els while preserving the simplicity of one-dimensional valuation models. The method is intuitive (similar to
trees), and it is worth reiterating that it allows for the perfect fit of the current market term structure in a

straightforward manner, regardless of the short-rate diffusion process selected.

The CB pricing problem is also studied from a theoretical perspective. In particular, when there is no credit
risk, no dividends and other features such as call and put options are ignored, we show that early conversion
is sub-optimal such that the problem is reduced to the pricing of a European-style CB. This result also holds
for coupon-bearing convertible debt. On the other hand, when credit risk is considered, we show that the
value of American-style CBs? is bounded from below and above by those of European-style CBs with and

without credit risk, respectively.

Finally, numerical experiments demonstrate the high level of accuracy of CTMC methods across a large
range of model parameters and short-rate models. The efficiency and numerical convergence of the CTMC
methodology in pricing debt securities are also studied empirically, and theoretical convergence is dis-

cussed.

The main contributions of this chapter are as follows:

1. This chapter extends the results of Cui et al. (2018) to a time-inhomogeneous framework for the

pricing of debt securities, such as callable, putable, and convertible bonds.

2. A closed-form matrix expression is obtained to approximate the price of bonds under general time-
inhomogeneous short-rate processes. The availability of a closed-form expression to approximate the

price of zero-coupon bonds, regardless of the complexity of the short-rate dynamics selected, makes

2 The term American-style CB (or just CB) is used to refer to a bond under which the conversion option can be exercised at any

time prior to maturity.

133



the method attractive for practitioners since it allows to perfectly calibrate the approximated model

to the current market term structure.

3. A closed-form matrix expression is also obtained for the price of bond (with or without coupons)
options under general time-inhomogeneous short-rate processes, providing an alternative approxi-

mation formula to Kirkby (2023), Proposition 12, which involved an integral to be solved numerically.

4. Efficient procedures are developed to approximate the price of convertible debt under general bi-
dimensional time-inhomogeneous diffusion processes, and a closed-form matrix expression is ob-

tained for the price of European-style CBs.

5. The pricing of convertible bonds is also considered from a theoretical perspective. When there is no
credit risk and no dividend yield, we show that early conversion is sub-optimal. When credit risk is

considered, lower and upper bounds are obtained.

The remainder of the chapter is organized as follows. In Section 4.2, we introduce the market model. A
brief introduction to CTMC approximation methods for two-dimensional time-inhomogeneous diffusion
processes is provided in Section 4.3. In Section 4.4, CTMC methods are used to approximate the price of
bonds, bond options, and debt securities such as callable and putable bonds under general one-dimensional
time-inhomogeneous short-rate processes. Section 4.5 discusses the application of CTMC approximation
to convertible debt valuation under bi-dimensional time-inhomogeneous diffusion processes. Section 4.6
provides numerical results and shows the high efficiency of CTMC methods over other common numerical

techniques. Section 4.7 concludes the chapter.

4.2 Financial Setting

4.2 Market Model

We consider a filtered probability space (2, F, F,Q), where IF denotes a complete and right-continuous
filtration and where Q denotes the pricing measure for our market. We consider a stochastic short-rate pro-
cess R correlated with the price of a risky asset (or stock) S, which can be described by a two-dimensional
process (S, R) = {(St, R¢) }+>0 satisfying

dSt = (Rt — qt)St dt + US(Rt)St th(l), (4 1)

ARy = pg(t, Ry) dt + op(Ry) AW,
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with Sy > 0 and Ry € Sg, where Si denotes the state-space of R (generally R or R, depending on
the model, see Tables 4.1 and 4.2 for details), ¢ : Ry — [0,1] is a continuous function representing a
time-deterministic dividend yield, and W = {(Wt(l), Wt(Q))}tZO is a two-dimensional correlated Brownian
motion with cross-variation [IW(1), W )], = pt, with p € [~1,1]. We assume that ur : Ry x Sp — R
is continuous and that or, 05 : Sp — R4 are continuously differentiable with or(-),o5(-) > 0 on Sg.

Further, we suppose that 11z, o g and og are defined such that (4.1) has a unique-in-law weak solution.

The function og is often set to a constant og(-) = o > 0 ( Lu and Xu (2017), Ma et al. (2020), Kirkby
(2023)), such that the stock price follows a geometric Brownian motion with stochastic interest rate. A list

of common short-rate models is provided in Tables 4.1, 4.2, and 4.3.

Table 4.1: Example of time-homogeneous short-rate models

Time-Homogeneous Models

Model Dynamics Parameters
Vasicek, Vasicek (1977) dR; = k(0 — Ry) dt + o dW, k,0,0 >0, Ry € R
Cox-Ingersoll-Ross (CIR), k,0,0, Ry > 0,
th = K,(e — Rt) dt + o Rt th
Cox et al. (1985) with 2k6 > o
Dothan, Dothan (1978) dR; = kRydt + o R; AW, o,k €ER, Ry >0

Exponential Vasicek (EV)
th:Rt(n—alnRt)dt—}-JthWt n,a,0, Rg >0
Brigo and Mercurio (2006), Section 3.2.5

The time-homogeneous models listed in Table 4.1 are popular because of their analytical tractability. How-
ever, they are less used by practitioners because they cannot adequately replicate the term structure of
interest rates. Indeed, to be able to capture the discount curve appropriately, models need to have at
least one time-dependent parameter. This important feature of interest rate dynamics gives rise to the
time-inhomogeneous models; see Table 4.2 for examples. In these models, the yield curve is provided ex-

ogenously (as an input to the model). The extended models of Brigo and Mercurio (2006), listed in Table

3 The short rates are positive under some conditions on function 6.
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Table 4.2: Example of time-inhomogeneous short-rate models

Time-Inhomogeneous Models

Model Dynamics Parameters
Ho-Lee (HL), dR; = 6(t)dt + o dW, c>0,RyeR
Ho and Lee (1986)
Black-Derman-Toy (BDT),
dR; :H(t)tht—‘rO'thWt c>0,Ry>0
Black et al. (1990)
Hull-White (HW), k,0 > 0,and
th = (Q(t) — KJRt> dt + O'th
Hull and White (1990) RoeR
Black-Karasinski (BK),
th:Rt(H(t)—rilnRt) dt + o R; dW; K/7O',R()>0
Black and Karasinski (1991)
Mercurio and Moraleda (MM),  dR; = R; [(9(15) - ()\ - ﬁ In Rt)] dt+oR,dW; A,y €Ry, and
Mercurio and Moraleda (2001) o,Ry >0
Extended CIR (CIR+), k,0, Ry > 03

dR; = 9(75) — kRydt + o/ Ry dW;
Hull and White (1990)

4.3, allow fitting of the initial term structure and reproduce important stylized facts while preserving the

analytical tractability of the model through the auxiliary homogeneous process Y.

In Tables 4.2 and 4.3, the initial term structure of interest rates is captured through the time deterministic

function 6. When using CTMC approximation, an easy recursive procedure is used to find the function 6

that makes the approximated models fit the initial discount curve perfectly. This will be discussed further

in Section 4.4.4.
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Table 4.3: Extended time-homogeneous models of Brigo and Mercurio (2006), Section 3.8

Time-Inhomogeneous Models

Model Dynamics Parameters

Extended Vasicek, (EV+) dY; = k(a =Y, dt + o dW; Kk,a, 0 > 0,

Brigo and Mercurio (2006), Section 3.8.4 Ry=Y;+60(t) Yy,Rp € R
Extended CIR, (CIR++) dY; = k(a =Y dt + oY, dW, K, a,0 > 0,

Brigo and Mercurio (2006), Section 3.9 R, =Y +0(t) Yy, Ro > 03

Extended Exponential Vasicek, (EEV+) dY; =Yi(n—alnY)dt + oV, dW;, n,a,0 € R,
Brigo and Mercurio (2006), Section 3.8 Ry =Y, +0(t) Yy, Ro > 0°

4.3 Continuous-Time Markov Chain Approximation of Nonhomogeneous Processes

The CTMC framework outlined in this section was first proposed by Cui et al. (2018) for the pricing of ex-
otic equity options under general stochastic local volatility models. Subsequently, the technique has been

extended to time-inhomogeneous processes by Ding and Ning (2021).

4.3.1 Approximation of the Short-Rate Process { R; }+>0

The objective is to construct a continuous-time Markov chain {R,Em) }>0 taking values on afinite state-space
Sl(zm) .= {r1,re,... rm}, with r; € S, m € N and a time-dependent generator Q™ (¢) = (@55 ()] msxcm
that converges weakly to { R }+>0 as IV, m — oo. To denote the weak convergence of R™) to R, we write

R(™ = R.

The first step is to approximate the state-space of the short-rate process. Several approaches are available
in the literature to construct the finite state-space S](%m) of R("™) from simple uniform to non-uniform grids
(see for instance Tavella and Randall (2000), Mijatovi¢ and Pistorius (2013), and Lo and Skindilias (2014)
for examples of non-uniform grids). The specific grid choice for this work is discussed in greater detail in

Section 4.6.
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The next step is to construct the time-dependent generator Q(m) (t). For analytical tractability, we suppose

further that Q™) (¢) is piecewise constant in time?, that is,

N
Q) =" QM 1y, .. (4.2)
n=1

for some time partition 0 = tp < t; < ... <ty =T of [0,T], withT > 0, t,, := nAy and Ay = T/N,

(n)

and where Q%m) = (@]me denotes the generator on the time interval [t,,_1, t,,), whose elements 4

ij
1 < 14,5 < m, satisfy qu) > O0wheni # j, and qg) < 0Owheni = j,n =1,2,...N. Under this assump-

tion, the transition probability matrix P (s, t) from time s to ¢ has the following matrix representation
(m) (m) (m) .
P(s,t) = eQiritin1 =) Qiia(tiva—tiv) . Qi) < g o) 1 <t <tjyy, s<t, (4.3)

where -
o m k?
(myp — N (Qn 0"
exp{Q™1} = kZ -, 0<t<T (4.4)
=0

see Rindos et al. (1995), p.123-124 for details.

Following the work of Lo and Skindilias (2014) and Ding and Ning (2021), the generator Q&m) = [qg”)]mxm

on the time interval [t,,_1, t,,) is constructed as follows

02, (1i)=6i iR (tn—1,74) s
. 0i—1(0i—1+0;) g=i—1
(n) (n) ;
_q o — q . R j = Z,
o5(r; i—1HR\In—1,T4 s
. 8;(6;—1+9;) » J=it
0, j#@i—l,iﬁ-l,

fornel,2,....N,2<i<m-—1,1<j<m, and where §; =r;41 —1r;, i =1,2,...,m — 1. On the
borders, we set qg‘) = 7‘”“};1’”)', QYf) = —qS), qﬁ,ﬁﬁ)m_l = 7'“1#::1’%)', qr(g)m = —(J,(,?;)m_l, and 0 else-

where. At endpoints, other schemes could have also been employed, see Chourdakis (2004) and Mijatovic¢

and Pistorius (2013) for examples. However, we note that these schemes are equivalent numerically.

Remark 4.3.1 (Weak convergence of the approximation) Such a construction ensures that the process R(m)
converges weakly to R as N, m — oo, see Mijatovi¢ and Pistorius (2009), Section 4 and Corollary 2 for de-

tails, and Ding and Ning (2021), Section 2.1.

4 This assumption ensures that the transition probability matrix has a simple expression in terms of its generator, see Rindos et al.

(1995) Equation (8.4) for the general formulation.
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4.3.2 Approximation of the Stock Process {.S; }+>0

The idea behind the CTMC approximation of two-dimensional processes is similar to the approximation
of one-dimensional processes. The first step is to replace the CTMC approximation of the short-rate pro-
cess R(™) into an auxiliary process (4.6) obtained from a transformation of (4.1). This results in a regime-
switching diffusion process. The regime-switching diffusion process is then approximated by a regime-
switching CTMC. The final step and the key to the approximation consists of mapping the two-dimensional
regime-switching CTMC onto a one-dimensional CTMC defined on an enlarged state-space. Thus, work-
ing with an approximation of two-dimensional processes is similar to working with an approximation of

one-dimensional processes.

The next lemma allows the removal of the correlation between the two Brownian motions in (4.1).

Lemma 4.1 (Cui et al. (2018), Lemma 1) Let (S, R) be defined as in (4.1). Define f(r) := [" Z;% du, and
X :=1n(Sy) — pf(Ry) fort > 0. Then, X satisfies
dXt = ux (t, Rt) dt + UX(Rt) th*

(4.6)
ARy = pg(t, Ry) dt + og(Ry) dW 2,

W<1)—pW(2) . . . 2
where W* = ﬁ denotes a standard Brownian motion independent of W2,
—p
0'2 T
ox(r):=o0g(r)\/1—p2and px(t,r) :==r —q — 52( ) _ p(t,r), and
os(r 1
0(tr) = e r) 2505 4 3 [05(0)on(r) = as(r)a(r)].

forr € Sg.

By replacing the short-rate process in (4.6) by its CTMC approximation R(™) we obtain the following regime-

switching diffusion process {Xt(m)}tzo satisfying

dx™ = px(t, R"™) dt + ox (RI™) dWp, (4.7)

where the regimes correspond to the state of the approximated short rate process,

S}(%m) ={r,r2, ..., Tm}-
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The regime-switching diffusion process (X(m), R(m)) is then approximated by a regime-switching CTMC
(X(m’M), R(m)). This is done by fixing a state for the short-rate process R(™) and then constructinga CTMC
approximation for X (m) given R(™) is in that state. For this step, the same procedure as that described in
Section 4.3.1 can be used. More precisely, let X (™M) be the CTMC approximation of X (") taking values

on a finite state-space Sx := {z1,z2,...,2p}, M € N.

For each rj, € S](%m), we define the time-dependant generator KECN’M) t) =N, A,(C"’M)l[tn_l,tn)(t),

where A,(g"’M) = [)\E;L’k)]MxM and

0% (1) =6 ux (tn—1,7%) .

6T, 400 J=i-1
(n,k) _)‘z(j;—i - )‘EL{ J=1

Mg = , N (4.8)

Ux(rk)‘i’(si,lﬂX(tn—l:rk) . + 1

X (6% 07 S
0 jAd 1,041,

\
for2<:<M-1,1<7y §M,Where5iX =241 —x5,1=1,2,..., M — 1. On the boundaries, we set

AR 7|“X(tg;1’”“)|, Al = _\h), AR = 7‘“?};’1”)', Alh — _\Imhand 0 elsewhere.
1 ’ M-—1 ’ ’

Using the regime-switching approximation of (X, R) and the relation between X and S provided in Lemma

4.1, the CTMC approximation of the stock process S(m.M) s defined by
S = exp { XM 1 pf (R}, 20, (4.9)

The final step consists in mapping the two-dimensional regime-switching CTMC onto a one-dimensional
CTMC process ZmM) on an enlarged state-space S(ZmM) :={1,2,...,mM}. This is done in Proposition

4.3.1, reproduced from Proposition 2 of Ding and Ning (2021).

Proposition 4.3.1 [Proposition 2 of Ding and Ning (2021)]

Consider a regime-switching CTMC (X (™M) R(™)) taking values in S&M) % 8™ where S&M) =

R
{x1,29,...,22} and S](%m) = {r1,79,...,mm}, and another one-dimensional CTMC, {Zt(mM)}tzo, tak-
ing values in S(ZmM) := {1,2,...,mN} and its time-dependent generator defined by G(mM) (t) =

SN LG 1y, (#), where

140



qu)IM + Aﬁ”’M) qg)IM e q%?n)IM
(n) (n) (n,M) (n)
GmM) T 1M G L+ A Tl . (410)
gL e oY g T+ A
where I,; denotes the M x M identity matrix, lem) = gl)]mxm and AI(CH’M) = [)\Z(?’k)]MxM,

k=1,2,...,m,n=1,2,..., N denote the generators defined in (4.5) and (4.8), respectively. Define the

function 1) : SE(M) X Sg”) — S(ZmM) by ¥(zy,rx) = (k — 1)M + [ and its inverse ¢)=1 : S(ZmM)

S 5 SU™ by =1 (n.) = (1, rk) for n. € S, and k = [n. /M), 1 = n, — (k — 1)M, where []

—

denotes the largest integer less than x. Then, we have
E [w(x (), RO XN = gy, R =1y =B [w(y (200))| 26 = (- )M+

for any path-dependent function W such that the expectation on the left-hand side is finite.

Remark 4.3.2 (Weak convergence of the approximation) Such a construction ensures that
(X (M) R(M)Y = (X, R) and S(™M) = § as N,m,M — oo, see Ding and Ning (2021), Proposi-

tion 3, for details.

4.4 Application to the Pricing of Interest Rate Securities

This section provides closed-form matrix expressions for the prices of zero-coupon bonds and European
bond options. We also develop an efficient recursive procedure for the pricing of American-type financial
instruments such as callable and putable bonds. Calibration to the current term structure of interest rates

is also discussed.

Let 0 = tp < t1 < ... < ty = T be a time partition of [0, 7], where " > 0 denotes the maturity of
the financial instrument, t,, = nAy, n = 0,1,2,...,N,and Ay = T/N, N € N. Recall that R("™ is
the CTMC approximation of R taking values in a finite state-space Sgn) ={ri,r2,...,rm}, m € N, and its
time dependent generator, Q™ (t) = SV | %m)l[tn_l,tn)(t), is defined in (4.5).

Throughout this section, we denote by {e; }* , the standard basisin R™, that is, e, represents a row vector

of size 1 x m with a value of 1 in the k-th entry and 0 elsewhere, 1,,,«1 denotes an m x 1 unit vector, and
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D,,, := diag(r) denotes an m x m diagonal matrix with the vector » = (r1, 79, ..., 7,,) on its diagonal.

The following results often require Assumption 4.4.1to hold.
Assumption 4.4.1 There exist a r* € R such that R; > r* forall t > 0.

This assumption restricts the state-space of the short-rate process for the discount factor to be bounded.
This allows the use of some convergence theorems. Note that Vasicek, Ho-Lee, Hull-White, and EV+ mod-
els, listed in Tables 4.1, 4.2, or 4.3, do not satisfy this condition. However, numerical results in Section 4.6
and Appendix 4.12.2 show that the theoretical results of this section still hold for the Hull-White and Vasicek
models, suggesting that Assumption 4.4.1 can be relaxed under a certain set of parameters. In that case,

theoretical results must be shown on a case-by-case basis for each particular model.

4.4 Zero-Coupon Bond

The CTMC approximation of zero-coupon bond prices has been previously examined in the literature for
time-homogeneous short-rate processes; see, for instance, Kirkby (2023), Proposition 3. In this section, we
extend these findings to time-inhomogeneous processes. The first result, presented in Lemma 4.2, con-
cerns the Laplace transform of some additive functions, extending Proposition 8 of Cui et al. (2018) to time-
inhomogeneous processes. This result will be used thereafter to obtain a closed-form matrix expression for

the price of zero-coupon bonds.

Lemma 4.2 Consider 0 =ty < t; < ... < fﬁ = T a partition of [0, T], with N = kN for some k € N,
Ag = T/N andt,, = nAg, and let R™ = Ry, =1 € Sl(%m), forsomei € {0,1,2,..., N}. It holds that

7

N N
_ N £’m) _ (m) k

: [e Frme B R =7”J'] =€ ( [[ (e avebas) >1mxl, (4.)

H n=it1

and
— N AR(JR)A~ (m) N D, A ~ (”")A~ k D., A~
Ele ==k "% N|Rﬁ =r;| =ej H (e* mAgQn N) e AN x- (4.12)
n=i+1

The proof provided in Appendix 4.8 is intuitive and follows essentially by noticing that (4.11) and (4.12) are
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matrix representations of the conditional expectation of a function of a discrete one-dimensional random

process whose conditional probabilities are given by (4.3).

Remark 4.4.1 Using arguments similar to those of the proof of Lemma 4.2, we can also find that matrices
(m) .. . . . . .
ePm and eQn " commute under multiplication in (4.12). More precisely, using the notation of Lemma 4.2,

we have that

~ N
_s N RmA _ _oma\F) _ -
E |e~ Zn=ki 5, N‘Rgm) =rj| =€ I I (6 Dl o Qn AN) e PmAR X Ly

2] -
n=i+1

N (m) k
:eje_DmAﬁ H <e n Aﬁe_DmAﬁ> X 1x1.

n=1t+1

Proposition 4.4.1 provides a closed-form matrix expression for the price of a zero-coupon bond under gen-
eral time-inhomogeneous CTMCs. The result is a natural extension of Proposition 3 of Kirkby (2023) for

time-inhomogeneous diffusion processes.

(m

Proposition 4.4.1 Let Assumption 4.4.1 hold. Given that R(im) =Ry, =rj €8y ), for some i €

{0,1,2,..., N}, the price at time t; of a zero-coupon bond with maturity T' > t; can be approximated
by
(m) — [T R ds| (m) Al ( (m)—Dm>AN
Pj (t;,T):=E |e """ ‘Rti =il =ej H e\ ™" 1,,x1- (4.13)
n=i+1

The proof of Proposition 4.4.1, detailed in Appendix 4.8, relies on Lemma 4.2, the dominated convergence
theorem, and the Lie product formula for the limit of matrix exponentials. For time-homogeneous models,
an elegant proof can also be found in Kirkby (2023). The proof presented in this chapter employs straight-
forward and intuitive probabilistic arguments, making it applicable to both time-homogeneous and time-
inhomogeneous models. However, it requires Assumption 4.4.1 to be satisfied for the use of dominated
convergence, which is also necessary to ensure the convergence of the approximated price to the true

price (as in Proposition 3 (iii) of Kirkby (2023)), as discussed in Remark 4.4.2 below.

Remark 4.4.2 (Convergence of zero-coupon bonds) Under the condition of Proposition 4.4.1, the conver-

gence of the approximated bond prices follows from the weak convergence of R(M) = R, see Remark 4.3.1.
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Indeed, from there, we have that f(f Rgm) ds = f(f R, ds from Proposition 4 of Cui et al. (2021a). Then, the
convergence of the expectation follows directly from the Portmanteau theorem and Assumption 4.4.1since,

for x > r, the function e~* is continuous and bounded.

Detailed error and convergence analysis for CTMC methods applied to option pricing in one-dimensional
settings are discussed in Li and Zhang (2018) and Zhang and Li (2019). Convergence behavior and rates are

discussed further in Appendix 4.12.2.1.

Remark 4.4.3 Assumption 4.4.1 ensures that the dominated convergence and Portmanteau theorems can
be used in the proof Proposition 4.4.1 and Remark 4.4.2, respectively. However, numerical results in Section
4.6 and Appendix 4.12.2 show these results still hold when S = R under some specific models and set of

parameters.

4.4.2 Bond Option

Proposition 4.4.2 provides an explicit closed-form matrix expression to approximate the prices of call and
put options on zero-coupon bonds under general time-inhomogeneous short-rate models. To the best of
the author’s knowledge, this method of approximating the price of zero-coupon bond options is a novel

contribution to the literature.

Proposition 4.4.2 Let Assumption 4.4.1 hold. Given that R,EZ) =Ry, =1j€ Sl(%m), for some n; €
{0,1,2,..., N}, the price at t,, > 0 of a European call (resp. put) option with maturity t,,, > t,, on
a zero-coupon bond maturing at time T' > t,,, with strike K > 0 can be approximated by
[ o B ds g (Pt 7)) | R = j] —e; ( ﬁ (@7 D’”)A”) H, (4.14)
n=ni+1
where h(z) = max(z — K,0) (resp. h(x) = max(K — x,0)) denotes the payoff function,
P (t,,,T) :=E [e_ U

Rt::)} denotes the approximated zero-coupon bond price at t,,, and

H denotes a column vector of size m x 1, whose k-th entry is given by h;, = h (P,gm) (th,T)) , with
P,ém) (tn,, T) defined in (4.13).

The proof follows using arguments similar to that of the proof of Proposition 4.4.1.
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Remark 4.4.4 (Convergence of zero-coupon bond options) From Remark 4.4.2, we have
that ftT Rgm) ds = ftT RMds for all t < T, as m,N — oo, and we conclude that
Pj(m) (t,T) — P;(t,T) :=E [e‘ S Reds| g, = rj] for all r; € SW. However, this is not sufficient
to prove the convergence of zero-coupon bond option prices. Consequently, one first needs to show that
Pt T) = E {e‘ SRS dS\Rgm)} = P(t,T) = E [e‘ 5" B 45| R;|, that is, weak convergence of
random variables also implies weak convergence of conditional expectations. This has been studied in the
context of filtering theory by Goggin (1994), Kouritzin and Zeng (2005), and Crimaldi and Pratelli (2005).
However, their results are inapplicable in that particular context since it requires finding a measure under
which processes e~ Ji Rsds and R; are independent. An alternative way to prove the weak convergence
of conditional expectations is to show that the estimation errors converge; see Goggin (1994), Lemma 2.2.
Showing this property is, however, out of the scope of this chapter. Numerical experiments in the next

section demonstrate the accuracy and efficiency of Proposition 4.4.2 empirically.

Detailed error and convergence analysis for CTMC methods applied to option pricing in one-dimensional
settings are discussed in Li and Zhang (2018) and Zhang and Li (2019). Extensions to zero-bond option pricing

are left for future investigations. Convergence behavior and rates are studied empirically in the next section.

Remark 4.4.5 (Extension to coupon-bearing bonds) The extension of (4.14) to coupon-bearing bonds is straight-
forward. Indeed, suppose that the underlying bond pays a periodic coupon o > O attimet,,4+, < tp,42, <

<t = T, with z = (N — ny)/N. Then, it suffices to replace P,gm) (tny, T') in Proposition 4.4.2 by

n2+]\~/z

N
P (tny, T) + > aP™ (tny bz,
n=1

with PU™)(., ), defined in (4.13).

4.4.3 Callable/Putable Bond

In the following sections, we develop simple and efficient algorithms for pricing callable and putable debt
under general one-dimensional time-inhomogeneous short-rate processes. To the author’s knowledge, this

type of approximation for callable and putable bond pricing is novel in the literature.

Let Ktp, K{ > 0 be constants representing the put and call prices (or strike prices) at time ¢ < T', respec-

tively, and let F' > 0 be the face value of the bond, and T" > 0 the maturity of the bond. In the following,
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we assume that there is no coupon. However, adjustment to coupon-bearing bonds is straightforward, and
it is discussed in greater detail below. Furthermore, we denote by 7; 7, the (admissible) set of all stopping

times taking values on the interval [¢, T'.

When the put option can be exercised at any time prior to maturity, the value of a putable debt is equivalent

to solving the following optimal stopping problem

vp(t,r) == 2171’p E e~ J/ B d“(pp(T)‘Rt = r} , (4.15)
T€Tir

where the reward (or payoff) function ¢, : [0,T] — R is defined by

K? if t <T,
op(t) = (4.16)
max(F,K7) ift="T.

On the other hand, the value of callable debt is given by

ve(t,r) 1= TéIgTIE eI R“d“goc(T)’Rt = 7‘] , (4.17)

where the reward function ¢, : [0, 7] — R is defined by

K¢ ift <T,
ep(t) = (4.18)
min(F, K¢) ift=T.

Typically, a bond can have both a call and put options embedded; thus, the two problems in (4.16) and (4.17)
need to be solved simultaneously. We denote by v, : [0, 7] x Sp — R the value function of the problem
when (4.16) and (4.17) are solved together. Often, options are only exercisable during a certain period (ex-
ercise period or window). This is discussed further below. Numerical techniques are thus required to solve
the problem. Commonly used techniques, such as trees, are based on the Bermudan® approximation of Vep
and the dynamic programming principle (see, for instance, Lamberton (1998), Theorem 10.1.3). Proposition

4.4.3 relies on the same ideas.

Proposition 4.4.3 Let Assumption 4.4.1hold. The value of a callable and putable bond with maturity T' > 0
and face value F' > 0 can be approximated recursively by
V%n) = max (min (F,K%,), K%)

(m)
V7(lm) — max <min (Kﬁu e(Q"+1_Dm)ANV7(:Z)1) ,Kﬁ) 0<n<N-1.

(4.19)

5 The Bermudan contract refers to a contract under which the embedded options can be exercised on a finite number of predeter-
mined dates, whereas an American contract refers to a contract under which the embedded options can be exercised at any time

from the inception to the maturity date.
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for a sufficiently large N € N, and where K, = K{ 1,,x1, a € {p,c}, F = F1,,x1, and the maximum
(resp. minimum) is taken element by element (also known as the parallel maxima (resp. minima)). Specifi-

cally, given R(()m) = Ry = r;, the approximated price of a callable and putable debt is given by

vggl)((), Ry) = ejV((]m).

The proof of Proposition 4.4.3 follows from the dynamic programming principle and by not-
ing that exp (Q,Eﬁ)l - Dm)AN> Vv(ﬁ)l (the continuation value) is the matrix representation of the
conditional expectation of a function of a discrete random variable whose conditional probabil-
ity mass function is given by the transitional probability p;;(t,,tn+1), 1 < 4,5 < m, with
P(tn, tnt1) = [Pij(tn, tat1)]lmxm = exp (Qf;i)lAN) as per (4.3). The remainder of the proof follows the

same reasoning used in the proofs of Lemma 4.2 and Proposition 4.4.1, detailed in Appendix 4.8.

The accuracy of (4.19) in pricing callable and putable debt is demonstrated numerically in Section 4.6. To
price a callable only bond, it suffices to set K} = 0, and for a putable only bond, one must let K — oo,

0 <t < T. Different exercise windows can also be incorporated using a similar logic.

Remark 4.4.6 (Extension to coupon-bearing bonds) Proposition 4.4.3is set up for zero-coupon debt. How-
ever, extension to coupon-bearing bonds is straightforward. Indeed, when a coupon o > 0 is paid t, 1, it

just needs to be discounted back at time t,, with the value of the bond at t,, 1. More precisely, (4.19) becomes

(m)

V,(lm) = max (min <Kfl, e(Qni1~Dm)AN <V£:$)1 + alyx 1)) 7K$z)

forn € {1,2,...,N —1}.

The results of Lemma 4.2, and Propositions 4.4.1, 4.4.2, and 4.4.3 can be simplified when the short-rate
process is time-homogeneous such as for the models listed in Table 4.1, or when it can be expressed as a
sum of an auxiliary time-homogeneous process and a deterministic function of time as for the models listed

in Table 4.3. This is discussed further in Appendices 4.9 and 4.10.

Extension of these results to two-factor short-rate models can be accomplished using the procedure of

Section 4.3, along with Proposition 4.3.1. This is left as future research.
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4.4.4 Calibration to the Initial Term Structure of Interest Rates

Using the closed-form formula for the price of a zero-coupon bond in (4.13), we can develop an efficient

algorithm such that the zero-bond curve® of the approximated model fits the market curve.

To do so, we choose a time partition of [0,7],0 =ty < t; < ... < ty = T,with N € N, T > 0,
t, =nApn,n < Nand Ay = T/N. We suppose that there is a time deterministic function 6 that appears
in the drift of (4.1) such that ugr(t,r) = pr(0(t),r), for (t,7) € [0,T] x Sg, as it may often be the case
for time-inhomogeneous short-rate models, see the models listed in Table 4.2 for examples. Moreover, we

assume that 0 is piecewise constant in time, such that

N
0(t) = Z Onlis, 1 0(E). (4.20)
n=1

for some 6 = (61,0s,...,0y) € RY.

Let ¢ — P*(0,t) represent the current market zero-bond curve. The objective is to find the parameters 6
that make the zero-coupon bond prices under the approximated model equal to the market zero-coupon
bond prices. Henceforth, we denote these calibrated parameters by 8*. Note that matrix Q,, in (4.5) de-
pends on 6,, via function ur,n = 1,2, ..., N. In this subsection, we write Qf@m) (6,,) for Q%m) to make this
relation clearer. By inspecting (4.13), we also note that the zero-coupon bond price at ¢; only depends on
ng) (61), and the price at t5 depends on ng)(el) and ng) (62); and so on. Thus, the calibrated param-
eters 6*, which make Pj(m) (0,t;) = P*(0,t;),i =1,2..., N, can be obtained recursively starting from ¢,
to ¢ . Algorithm 7 provides an efficient recursive procedure to find 6*. In Algorithm 7, I,,,%.,, denotes the

identity matrix of size m x m.

When the short-rate process can be modeled as a deterministic shift of a homogeneous process, such as
the models listed in Table 4.3, the calibrated parameters 8* have an explicit closed-form expression. This is

discussed further in Appendix 4.10.3.

4.5 Application to the Pricing of Convertible Bonds

In this section, we develop efficient algorithms for pricing CBs using CTMC approximations. When the con-

version feature is only permitted at maturity, a closed-form matrix expression is obtained. In this chapter,

% The term zero-bond curve refers to the term structure of discount factors (or zero-coupon bonds).
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Algorithm 7: Calibration of 0 to the Current Market Term-Structure
Input: Let Q%m)(Qn) be defined as in (4.5) and ¢ — P*(0, t) be the current market zero-bond curve,

n=12...,N

N € N, the number of time steps

Ay < T/N, the size of a time step

Sett, =nAn,n=1,2,...,N

Set D,,, < diag(r) withr = (r1,7r2,...,7n), Tk € Sl(gm), k=1,2,...,m

/* Calibration to the current market zero-bond curve t+— P*(0,t) */

A"+ 1L,xmforn=1,...Ndo
Find 63, such that P*(0,t,) — e;A* x e(Q%W(G")_Dm)AN 1,,x1=0

A* < A* x Q77 (6:)-Dm)Ay

return {0%}_,

we use the term European (resp. American)-style CB to refer to a CB under which the investor has the right
to convert the bond at maturity only (resp. at any time prior to maturity). The use of CTMC approximation

for pricing convertible debt is a novel contribution to the literature.

The frameworks outlined below consider two risk factors: equity and risk-free rate. Default/credit risk is
incorporated into the model using the methodology of Tsiveriotis and Fernandes (1998) (TF). Their approach
consists of splitting the debt into two components: a cash-only and an equity part. The cash-only part
consists of coupons and principal payments, whereas the equity part consists of equity payments (when
the debt is converted to stock). Each part is subject to different credit risks. Indeed, the cash-only part can
be seen as a standard bond and is subject to the issuer default risk. Cash-flows are thus discounted at a
risky rate. The equity part can be interpreted as an equity derivative and must thus be discounted at the

risk-free rate.

In the following, we consider zero-coupon CBs since the extension to coupon-bearing convertible debt is
straightforward. Indeed, when conversion can only occur at maturity (European-style), coupons can be
added to the price. For American-style CBs, the procedure is similar to callable and putable bonds. That
is, when a coupon is paid at time ¢,,1, then it just needs to be discounted back to time ¢,, with the value
of the cash-only part of the bond at ¢,,.1, 0 < n < N — 1. This is discussed further in Remarks 4.5.1 and

4.5.5. Further, we suppose that the risky rate {Et}ogth is obtained by adding a time-deterministic credit
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spread, ¢ : [0,7] — [0, 1], over the risk-free rate, that is, szt = R; + ¢, 0 <t < T. Finally, the face value

of the bonds is denoted by F' > 0, and p > 0 represents the conversion ratio.

Recall that 0 = tg < t; < ... < ty = T is a time partition of [0, T'], where T' > 0 denotes the maturity
of the financial instrument, ¢, = nAy, n = 0,1,2,...,N,and Ay = T/N, N € N. (X(mM) R(m))
denotes the regime-swiching CTMC approximation of (X, R), see Section 4.3.2, taking values of a finite

state-space SE(M) X Sl(%m) with S&M) = {x1,29,...,7)} and 81(%7”) ={ri,m2,...,rm}, m, M € N. We

have also defined S("™) in terms of (X(™M) R(™)) in (4.9), and the generator G™M) s defined in

(410),n=1,2,...,N.

Throughout this section, we denote by {ekl}?l’]:wl the standard basis in R”™*M | that is, ex; represents a row

vector of size 1 x mM with a value of 1in the (k—1)M +I-th entry and 0 elsewhere. D, := diag (d) isan

mM xmM diagonal matrix withvector d = (dy, da, . . ., d;mar) onits diagonal, where d(g—1)M+1 =Tk € Sl(qm),

k=1,2,,...,m1=1,2,,..., M.

451 European-Style Convertible Bond

Under the approach of Tsiveriotis and Fernandes (1998), the risk-neutral value of a European-style convert-
ible debt, v, : [0, 7] x R} x Sgp — R, is given by
_ — fT R, du — fT Ry+cy, du _ _
ve(t,z,7) =E|e Jt NSTl{s,>F/m +€ 7t F]'{ST<F/77}{St =z, R =r|. (4.21)

The cash-only v&9 : [0, 7] x R%. x Sg — R and equity vZ : [0,T] x R% x Sg — Ry parts of the debt

can then be defined as
T
vE(t, x,r) = E[e_ Ji P duﬁSTl{STzF/nﬂSt =z, R = r], (4.22)

and
e

vCO(t, x,r) = E[e— S Rurendupy o 1S = 2 Ry = 7’} : (4.23)

respectively.

Under the assumption that the volatility parameter of S in (4.1) is constant, og(r) = gg > Oforall r € Sg,
and the short-rate process is Gaussian; we can find an explicit expression for (4.21). This is the case for the
Vasicek, Ho-Lee, and Hull-White models (see Tables 4.1 and 4.2 for details). This is discussed further in

Appendix 4.12.1.
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Proposition 4.5.1 Let Assumption 4.4.1 hold. Given that Sy > 0, and X ™M) = 1n(Sy) — pf(Ro) = x; €
S&M), with Ry = r; € Sg%m), the value of the European-style CB with maturity T' > 0, face value F' > 0,

and conversion ratio > 0 can be approximated by

m,M — - TRSLm)du (m, M)
w{™M)(0, So, Ro) -—E{e b M7 gm0

_ T p(m) u m, m
+e Jo B teud Fl{S;m,M)<F/n}}Sé M) _ SO7R(() ):RO

N ,
=e;i [] (G —Diar) A gy (4.24)

n=1
where H denotes a column vector of size mM x 1 whose (k — 1) M + [-th entry is given by

_ newﬂrpf(?"k)

T
h(k*l)MJrl 1{611+Pf(7‘k)zp/n} +e fO Cu duF1{8$l+Pf(Tk-)<F/n}u (425)

fork=1,2,,....m,1=1,2,,..., M.

The proof follows by noting that (4.24) is the matrix representation of the conditional expectation of a
function of a discrete one-dimensional random variable whose conditional probability mass function is given
by the transitional probability pr;(t,,tn+1), 1 < k,1 < mM, with P(t,,, tni1) = [Pri(tn, tnt1)mdrxmmr

(mM)

as defined in (4.3), with the generators Q%m) replaced by G, . The remainder of the proof follows the

same reasoning used in the proofs of Lemma 4.2 and Proposition 4.4.1, detailed in Appendix 4.8.

Remark 4.5.1 (Extension to coupon-bearing European CBs) To extend the valuation to coupon-bearing bonds,
it suffices to add the discounted value of the future coupons to the value obtained in (4.24), similar to
the approach in Remark 4.4.5. More precisely, assume that a periodic coupon, o« > 0, is paid at times

ly <to, <...<tg,=T, with z = N/]\~f The present value of future coupons is given by

N

Z an(m) (0,tnz2),

n=1

with Pj(m) (+,-) defined in (4.13). Adding this to the value of the European-style CB without coupons obtained

in (4.24) completes the extension.

Remark 4.5.2 (Convergence of European-style CBs) From Remark 4.3.2, we have that S(™M) = S. The
convergence of derivatives with a continuous and bounded payoff function then follows directly from the

Portmanteau theorem, see for instance Billingsley (1999), Theorem 2.1. However, for discontinuous and
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unbounded payoff functions such as that involved in (4.21)’, the convergence of the prices is not as straight-
forward. For a continuous and unbounded payoff function g, Mijatovic and Pistorius (2009), Remark 3 and
Cui et al. (2018), Remark 5, suggest replacing the original payoff function by a truncated payoff g A L, with
a constant L > 0 chosen to be sufficiently large such that the numerical results are not altered. Kirkby
(2023), Proposition 6, shows the convergence of the derivative prices for continuous bounded payoffs, such

as equity cap and floor, that is, when the payoff function is bounded from above and below.

Detailed error and convergence analysis in the context of European option pricing under two-dimensional
stochastic local volatility models are discussed in Ma et al. (2022). Extensions to European-style CBs un-
der two-dimensional stochastic interest rate models are left for future research. Numerical experiments in

Section 4.6 demonstrate the accuracy and efficiency of the approximation empirically.

The closed-form matrix expression in (4.24) can be implemented in a straightforward manner. However,
as highlighted in Chapter 3, several numerical issues can be encountered when dealing with medium/long
time-horizon derivatives because of the size of generator G%mM). Hence, based on Propostion 3.4, a new
algorithm that speeds up the pricing of European-style CBs is developed. This fast version of Proposition

4.5.1is presented in Appendix 4.11.1.

4.,5.2 Convertible Bond (American-Style)

When the conversion option can be exercised at any time prior to maturity (and call and put features are
ignored), the valuation of CBs is equivalent to solving the following optimal stopping problem

vt z,r) = sup B e S ftet e sn ) Mo, 5| 8 = 2, Ry = 7], (4.26)
7€y, T

where T; 1 denotes the (admissible) set of all stopping times taking values on the interval [t, '], and the
reward (or gain) function ¢ : [0, 7] x R — R is defined by
nx ittt <T,

o(t,z) = (4.27)
max(nz, F) ift=T.

7 The payoff function exhibits a discontinuity in the state variable because of the difference between the risky and the risk-free

rates.
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Remark 4.5.3 When = < F'/n, the reward function is discontinuous at T since

lim p(t,z) =nz < F = o(T,x).
t—T~

Assuming that an optimal stopping time® 7L exists, the cash-only part veO . [0,T] x R*% x Sg —+ Ry and

equity part v” : [0, 7] x R%. x Sg — R of the CB can be defined by

Uco(t,z,’,r) ) [67 ftT Ry+cu duF].A‘St =ux, R = r:| , and

’UE(t, :L.’ rr») — E |:e_ ftTt Ru dunSTt* 1AC

St:l',Rt:T:|,

respectively, where A := {7} =T, Sr < F/n},and A® := {7} < T}U{r} =T, Sr > F/n} denotes the

complement of A. It follows that v(t, z,7) = vCO(t, z,r) + vF (¢, z,r).

When no dividends are paid, and credit risk is assumed to be nil (¢; = ¢; = 0 for all ¢ € [0, T1), the value of
the CB in (4.26), which can be exercised at any time prior to maturity, is equal to the value of the European-
style CB (4.21), meaning that an optimal stopping time for (4.26) is at the maturity of the bond. On the other
hand, when credit risk is considered, the value of American-style CBs is bounded from below and above by

those of European-style CBs with and without credit risk, respectively. This is formalized in the following.

Proposition 4.5.2 Assume that ¢, = ¢, = Oforallt € [0,T] and o5(r) = o5 > 0 forall r € Sg. We have
that v(t, z,r) = ve(t, z,r) forall (t,x,r) € [0,T] x RL x Sg.

Proof. We first show that the discounted reward process {e~ Jo Bu d“go(t, St) Yo<i<r is a submartingale. For

0<s<t<T,wehave that
E [ei Jo Bu d“gp(t, St)‘]:s} =F [ef Jo Bu d“nSt|]:S] — ¢ Jo Ru d”nSS — ¢ Jo Bu d“gp(s, Ss),

where the second equality follows from the martingale property of the discounted stock process under the

risk-neutral measure (see Remark 4.5.4). On the other hand, if 0 < s < t = T, we have that
E [e_ Jo Ru du (T, St) ‘]:5] =E {e_ Jo Rudu max(nSt, F) ‘.7:5}

2 E |:€— f(;T Ry duT]ST’fS:| =e f(f Ry du(p(‘S? SS)

8 An admissible stopping time 77 € T¢,r is said to be optimal for (4.26) if

[T Ruteals s d
ot ) = B [ < St 5

StZJJ,Rt:T:|.
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The final assertion follows for well-known results in optimal stopping theory, which states that if the dis-
counted reward process is a submartingale, then the maturity of the contract is an optimal stopping time,

see Bjork (2009), Proposition 21.2. [J

When periodic coupons are paid, the results of Proposition 4.5.2 still hold. This is demonstrated in Corollary

4.4.

Let v, : [0,T] x R} x Sg — R4 denote the value function of European-style CBs when ¢; = 0 for all
t € [0,T7]. Using (4.21), it follows that
Ve(t,x,7) 1= E[e* Ji" Rudu o (nSt, F) |St =z, Ry = 7’}

(4.28)
=E [6_ ftT Ry dugD(T, ST) ‘St =, R; = ’l“] .

Corollary 4.3 Assume that ¢, = 0 forallt € [0,7] and og(r) = og > 0 forall r € Sg. We have that

ve(t,x, ) < v(t, @, 1) < Ve(t,x,r) forall (t,z,r) € [0,T] x RY x Sg.

Proof. The first inequality follows directly since T' € T; 7. For the second inequality, it suffices to note that

Wtoo,r) = sup B[em I Betadicamancrm oy (e s,
T€Ti, T

St =x, Rt = 7":|
< suwp B eI Rl (r 8|S, = o Ry = 7| = Tt @, 1)
TG'E,T

where the last equality follows from Proposition 4.5.2. [

When periodic coupons are paid, the result of Corollary 4.3 still holds. This is discussed in Corollary 4.8.3.

Remark 4.5.4 Condition og(r) = os > 0 for all r € Sg in Propositions 4.5.2 can be relaxed provided
that the discounted stock process remains a true martingale under the risk-neutral measure. Indeed, when
no additional condition is added, the discounted stock process {e~ Jo Ru d“St}tZO is a local martingale. For
{e” Jo Budu St }+>0 to be a true martingale, some restrictions must be added to the parameters of the short-
rate dynamics. This has been studied in stochastic volatility models for some specific time-homogeneous
diffusion processes; see Sin (1998), Jourdain (2004), and Cui (2013). Conditions under which the discounted
stock process is a true martingale for the particular short-rate models listed in Tables 4.1, 4.2, and 4.3 are

left as future research.
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Note also that the aforementioned results are applicable only to stocks that do not pay dividends, thatis ¢, =
0 for all t > 0. When dividends are distributed, the discounted stock process becomes a supermartingale,

which makes the arguments in the proof of Proposition 4.5.2 invalid.

When the conditions of Proposition 4.5.2 are not satisfied, or the debt includes other specific features such
as call and/or put options, as is often the case in practice, numerical techniques are required to solve the
optimal stopping problem in (4.26). Commonly used methods, such as trees or least-squares Monte Carlo
(see Longstaff and Schwartz (2001)), are based on the Bermudan approximation® of v and the dynamic

programming principle. The same ideas are used in Proposition 4.5.3.

Consequently, we define HE? (resp. HE 0 < n < N) as column vectors of size mM x 1 representing the

cash-only (resp. equity) part of the reward, whose (k — 1) M + [-entry are respectively given by

h(c;c91)M+l = Fl{exz+pf<rk><p/n}7 (4.29)

and
. neitpf () if0<n<N -1,
h(kq)MH,n = cibpf () . (4.30)
nexitPI(re 1{e“l+Pf("k)2F/n}’ if n =N,

for1 < k < m,1 <1 < M. Furthermore, let B¢?, Bf, and B,,, 0 < n < N, be column vectors
of size mM x 1, representing the cash-only part, the equity part, and the total value of the CB at time
t,, respectively. We denote by by, ,, the k-th entry of B,,, 1 < k < mM, and define the indicator vector
1(g,—ur}, where the k-th entry of 1 _ynry, denoted by 1¢g _ymy(k), is given by 11g _pmy (k) =

1{bk W=hE Y foreach k € SQ”N. Finally, 1,,0/x1 denotes the unit vector of size mM x 1.

Proposition 4.5.3 Let Assumption 4.4.1hold. The value of a CB with maturity T' > 0, face value F' > 0, and
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conversion ratio n > 0, can be approximated recursively by

HCO, ifn =N,

BCO n
T e et {(G) D) Av}BEG, oSN L

ﬁ%o, ifn=N,
ﬁgo (1me1 - l{Bn:HE}) ) f0<n<N-1,

{
{
_ { HE, ifn=N,
{
{

BCO

o
&
I

exp{(G;T_JIV)—DmM> AN}BE_H, f0<n<N-1,

B%, if n= N,
B, — B¢O, if0<n<N-1,

o)
Sty
I

ﬁ%o—i—ﬁ]%, ifn=N,
maX(HfjﬁgO+]§E> f0<n<N-1

W
3
|

for a sufficiently large N € N, and where the maximum is taken element by element. Specifically, given that
Xém’M) =1n(Sy) — pf(Ro) = z; € S&M) and R((Jm) =Ry=r; € S;m), the value of an American-style CB
can be approximated by

'U(m’]\/[) (O, S(), RO) = ejiBémM).

Proposition 4.5.3 is presented as an algorithm in Appendix 4.11. Similar to the European-style CB, the perfor-
mance of the procedure in Proposition 4.5.3 can be significantly increased using the technique of Chapter

3, Proposition 3.4. This new fast version of the procedure is also reported in Appendix 4.11.

Remark 4.5.5 (Extension to coupon-bearing bonds) Recall that Proposition 4.5.3 is set up for zero-coupon
CBs. However, as mentioned previously, adding coupons to the previous procedure is straightforward. In-
deed, when a coupon is paid at time t,, 1, it just needs to be discounted back to time t,, with the cash-only
part of the CB. More precisely, when a coupon o« > 0 is paid at time t,,. 1, then the continuation value of

~

the cash-only part at t,,, B¢©

» ", must be calculated as follow

o~y _ tn+1 N
BTCL’O =¢ S T cudu exp { (G’Elnj-l ) _ DmM> AN} (Bg-‘?l + almel) ,

forn € {0,1,...,N —1}.
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Additional features, such as call and put options, can also be added, similarly as in tree methods (see, for
instance, Hung and Wang (2002), Exhibit 2), by modifying the value of the convertible debt, the equity part,

and the cash-only part accordingly at each time step.

Remark 4.5.6 (Convergence of convertible bonds (American-style)) When there is no credit risk, the con-
vergence follows as in Remark 3.4.4. Indeed, in that particular case, we can rely on the continuous-reward
representation of Theorem 2.6, and use the results of Song et al. (2013), Theorem 9, to establish the con-
vergence. When credit risk is considered, the convergence is less clear because of the discontinuity in the

discounted reward process created by the difference between the risky and risk-free rates.

Detailed error and convergence analysis for American-style CBs are left for future research. The accuracy

and efficiency of Proposition 4.5.3 in pricing American-style CBs is demonstrated empirically in Section 4.6.

4.6 Numerical Experiments

In this section, numerical experiments are conducted to analyze the performance of the methodology pro-
posed in the previous sections under models listed in Tables 4.2 and 4.3. For the testing, we selected the
Hull-White model, which is widely used in practice, and the extended CIR model (CIR++) for its analytical
tractability. More precisely, we analyze the accuracy and efficiency’ of CTMC approximations in valuing
different debt securities. Numerical convergence is also investigated. Note that Assumption 4.4.1 is not

respected under the Hull-White model.

In Appendix 4.12.2, a similar analysis is performed for the Vasicek and CIR models, two time-homogeneous
short-rate processes of Tables 4.1. The accuracy and efficiency of the CTMC methods in approximating zero-
bond prices, Proposition 4.4.1, are also investigated, and numerical convergence is analyzed. Additional
examples with Dothan, exponential Vasicek, EV+, and EEV+ models are also available upon request. Results
under these models are similar to those obtained under the Hull-White and CIR++ short-rate processes

documented below.

All the numerical experiments are conducted with Matlab R2015a on a Core i7 desktop with 16GB RAM

and a speed of 2.40 GHz. Matrix exponentials are calculated using the function fastExpm for Matlab, see

? The term “efficiency” refers to the ratio of the computation time of a procedure to the precision of its numerical result.
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Mentink-Vigier (2020), which is designed to accelerate the calculation of large (sparse and full) matrices.
Column “CTMC” reports the CTMC approximated value calculated using the results of Sections 4.4 or 4.5.
Column “Benchmark” presents the benchmark value, column “Abs. error” documents the absolute error™,
whereas column “Rel. error” provides the relative error. The convergence rate about the number of grid
points m is approximated using the following formula:

log (em2/em1)

Rate ~
log (m1/ma) ’
where e,, is the absolute error using the number of grid points m. Throughout this chapter, log refers to

the natural logarithm.

In all the following numerical experiments, the model is calibrated to the market risk-free discount curve™

reported in Table 4.4. The calibration to the market curve is performed using Algorithm 7 for the Hull-White

model and Algorithm 8 for the CIR++ model.

Table 4.4: Market zero-bond curve, t — P*(0,t).

t 0.26 0.47 0.72 0.97 1.22 1.47 172 2 3 4
P*(0,t) 0.986944 0.976019 0.964123 0.953152 0.943283 0.934357 0.926202 0.917553 0.888740 0.861950

For the Hull-White model, the state-space of the approximated short-rate process, Sém) ={ri,ra,...,Tm}
with m € N, is constructed using the non-uniform grid proposed by Tavella and Randall (Tavella and Randall
(2000), Chapter 5.3). That is, we first select the grid lower and upper bounds, r1,r,, € Sg, and set the
other grid points as follows 7, = Ry + agsinh (o +¢; [1— £]), k=2,...,m — 1, wherec; =
sinh™! (%) ¢y = sinh™! (%) ,and ar > 0, controls the degree of non-uniformity of the grid.
For the CIR++ models, the same procedure is applied to the auxiliary process Y (™) and we denote by &y
the grid non-uniformity parameter. Note that when R (or Y{ for the CIR++ model) is not in the grid, it
is inserted (see, for instance, Cui et al. (2019), Section 2.3 for details). Unless stated otherwise, all model

experiments are conducted using the model and the CTMC parameters summarized in Table 4.5.

' The absolute error is defined as the absolute value of the difference between the CTMC approximated value and the benchmark

value.

" The market discount curve is obtained from Bloomberg and corresponds to the US Dollar curve 23 as of March 31, 2023, from

the Swap Curve Builder (ICVS) page.
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Table 4.5: Model and CTMC parameters

Ry « K O m ol Tm Or An

Hull-White 0.04 N/A 1 0.20 | 160 —30rg 25r¢ 0.5 1/252

Yo=Ry «a Kk o | m (7 Ym Qy AN

CIR++ 0.04 0.035 2 020|160 yo/100 T7yo 0.5 1/252

4.6.1 Approximation of Zero-Coupon Bond Option Prices

In this section, we study the accuracy and efficiency of (4.14), as well as the numerical convergence of
the approximated zero-coupon bond option prices, under the Hull-White and CIR++ models'?, respectively.
Under these particular models, the price of zero-coupon bond options have a closed-form expression, which

can be found in Brigo and Mercurio (2006), Section 3, and thus, can serve as a benchmark in our analysis.

We test the accuracy of the approximated option prices for different levels of moneyness and volatilities.
The results are summarized in Table 4.6. Column “price-to-strike” shows the price-to-strike ratio, calculated
as the actual zero-coupon bond price over the option strike price K > 0. The price-to-strike ratio is a
measure indicating the degree of moneyness of an option. A ratio above (resp. below) one shows that the
call option is in the money (resp. out of the money), whereas a value of one indicates that the option is at

the money.

We observe that the two models achieve high degrees of accuracy across all parameters and strikes, with ab-
solute errors below 8.11E-06. It is also worth noticing the high precision of the approximation for deep-out-
of-the-money options, indicating good approximations of the left tails of the underlying short-rate process.
Such a high level of accuracy can be difficult to attain when using other numerical techniques, particularly

for out-of-the-money options.

Analogous experiments have been conducted with put options, with similar results for out-of-the-money

put options, indicating good approximations of the right tails of the short-rate diffusion process. The ac-

"2 For the CIR++ model, (4.14) can be greatly simplified using the time-homogeneous property of the auxiliary process Y (™) see

(4.43) in Appendix 4.10 for details.

B The price-to-strike ratios differ between the Hull-White and CIR++ models because the short rate in the CIR++ model cannot

become negative, limiting the zero-bond price to 1.
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Table 4.6: Accuracy of the approximated price of zero-coupon bond call options, Proposition 4.4.2 and Corollary 4.9,
under the Hull-White and CIR++ models, respectively. Benchmark prices are calculated using closed-form analytical
formulas. Except for the number of grid points set to m = 200, model and CTMC parameters are as listed in Table

4.5. Zero-coupon bond call option parameters using the notation of Proposition 4.4.2: ¢,,, =0, ¢,,, = 2,and T = 4.

o price-to-strike CTMC Benchmark  Abs. error o price-to-strike CT™MC Benchmark Abs. error
1.67 0.38741911 0.38741911 4.95E-14 1.67 0.38741911 0.38741911 2.46E-11
1.25 0.22924215 0.22924215 3.43E-10 1.25 0.22924215  0.22924215 2.18E-11
0.1 1.00 0.07281370 0.07281784 4.14E-06 0.1 1.00 0.07106519  0.07106519 1.90E-1
0.83 0.00130678  0.00130552 1.26E-06 0.95 0.03153223 0.03153224  9.24E-09
0.71 0.00000021 0.00000023  2.49E-08 0.92 0.00150899 0.00150815  8.40E-07
o price-to-strike CTMC Benchmark Abs. error o price-to-strike CTMC Benchmark Abs. error
1.67 0.38741912 0.38741912 4.50E-10 1.67 0.38741911 0.38741911 3.58E-10
1.25 0.22939397 0.22939439  4.21E-07 1.25 0.22924215 0.22924215 3.12E-10
0.2 1.00 0.08510628 0.08509821 8.07E-06 0.2 1.00 0.07106519  0.07106519 2.86E-10
0.83 0.01328299 0.01328294  4.45E-08 0.95 0.03153223  0.03153224  9.24E-09
0.71 0.00083528 0.00083714  1.86E-06 0.92 0.00299047 0.00299063  1.62E-07
o price-to-strike CTMC Benchmark Abs. error o price-to-strike CTMC Benchmark Abs. error
1.67 0.38743466 0.38743476  9.94E-08 1.67 0.38741912 0.38741911 1.61E-10
1.25 0.23168156 0.23168115 4.13E-07 1.25 0.22924215  0.22924215 1.39E-10
0.3 1.00 0.10193411 0.10192793 6.17E-06 0.3 1.00 0.07106791 0.07106800  8.86E-08
0.83 0.03096382 0.03096201  1.81E-06 0.95 0.03153223  0.03153224  9.24E-09
0.71 0.00681115  0.00681259  1.44E-06 0.92 0.00432070 0.00431963  1.07E-06
o price-to-strike CTMC Benchmark Abs. error o price-to-strike CTMC Benchmark Abs. error
1.67 0.38776664 0.38776489  1.75E-06 1.67 0.38741912  0.38741911 1.55E-10
1.25 0.23777915  0.23777104 8.11E-06 1.25 0.22924215  0.22924215 1.23E-10
0.4 1.00 0.12017293  0.12017104 1.89E-06 0.4 1.00 0.07110811 0.07111282 4.71E-06
0.83 0.05053076 0.05052852  2.24E-06 0.95 0.03153223  0.03153224  9.24E-09
0.71 0.01840799 0.01841005 2.05E-06 0.92 0.00545130 0.00544519  6.11E-06

(a) Hull-White model (b) CIR++ model
curacy of the approximation across different model parameter values has also been tested. The methods

exhibit a high level of precision across all parameters. Results are available upon request.

We compare the efficiency of the CTMC methodology (4.14) to the trinomial tree method (“Tree”) of Hull
and White (1994) and Hull and White (1996), and Monte Carlo simulation (“Sim”) using the procedure of
Ostrovski (2013). For the Monte Carlo simulation, we used an Euler discretization scheme, with a number
of simulations ranging from 10, 000 to 100, 000 and 252-time steps per year. Figure 4.1 shows the results.

The calibration time is not included in the log elapsed time in Figure 4.1, that is, for the tree, the calculation
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Figure 4.1: Efficiency of the CTMC method (4.14) compared to trees and simulation methods in approximating the
price of zero-coupon bond call options under the Hull-White model. Except for the number of grid points m, which
range from 100 to 350, model and CTMC parameters are as listed in Table 4.5. For the tree, we use between 300 and
700 time steps per year. Zero-coupon bond call option parameters using the notation of Proposition 4.4.2: ¢,,, = 0,

th, =2,T=4,and K =0.9.

time does not include the construction of the interest rate tree that perfectly fits the market data, and for
the CTMC approximation, the calculation time does not include the calibration of the model to the market
zero-bond curve using Algorithm 7. Note that the construction of the interest rate tree is generally much
faster than the CTMC calibration process with Algorithm 7. When using 252-time steps per year, the tree is
builtin a fraction of a second, whereas the calibration process with Algorithm 7 takes on average 3.2 seconds
with m = 160. Figure 4.1 shows the high efficiency of CTMC methods compared to other methods. CTMC
approximation clearly outperforms these other techniques in terms of both calculation time and precision.
The speed of the approximation for the extended models of Brigo and Mercurio (2006), such as the CIR++
model, is similar to that obtained for the homogeneous models with an average calculation time of less

than 0.015 seconds (excluding calibration).

The convergence patterns of the value of the call option to the analytical price as the number of grid points
m increases are displayed in Figure 4.2, whereas Table 4.7 shows the convergence rate. We observe that
the approximation achieves superquadratic convergence on average. The CTMC approximation is known
to achieve a theoretical quadratic convergence rate (rate = 2) for barrier and European options in one-
dimensional diffusion models with particular grid designs; see Zhang and Li (2019) for details. We also note
that the two models converge rapidly to their analytical values but exhibit a sawtooth pattern. Such oscil-
latory behavior has also been observed by Zhang and Li (2019) in the context of double barrier knock-out

options pricing within the CTMC approximation framework. In particular, they observe that constructing
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Figure 4.2: Convergence pattern of the approximated zero-coupon bond call prices under Hull-White and CIR++
models. Except for the number of grid points m, model and CTMC parameters are as listed in Table 4.5. Zero-coupon

bond call option parameters using the notation of Proposition 4.4.2: ¢,,, =0, t,, = 2,7 =4,and K = 0.9.

a grid with the strike placed precisely in the middle of two grid points removes oscillations (see Section
4.7 of their paper for details). However, their grid design is not directly applicable to the present context
since, in this chapter, the grid represents the state-space of the short-rate process R(™) | and the option
(and the strike) depends on the zero-bond price P(™) (-, T), whose approximation also depends on the grid
design. In the context of tree methods approximation, a detailed study of the oscillatory behavior of Eu-
ropean vanilla options has been performed in ?, whereas Tavella and Randall (2000), Chapter 5, observes
that convergence oscillation of the finite difference method can be reduced in a non-uniform grid design
when the strike is placed midway between two grid points. Further investigation into how grid design can
improve convergence is left for future research. Finally, since Assumption 4.4.1 is not satisfied under the
Hull-White model, the preceding experiments show that the results of Section 4.4 can hold under less re-

strictive conditions for a specific set of parameters'.

4.6.2 Approximation of Callable/Putable Bond Prices

We now examine the accuracy of Proposition 4.4.3 in approximating callable/putable bonds under the Hull-
White model. Accordingly, we consider a coupon-bearing bond with semi-annual coupons that mature in
4 years, T' = 4. The coupon rate, denoted by «; is set to 5% per annum compounded semi-annually. The

notional of the debt is set to F' = 100, and we assume that it can be called at any time between the second

' Some testing has also been performed for the EV+ model, and the results are available upon request. These experiments also

indicate that Assumption 4.4.1 could potentially be relaxed.
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Table 4.7: Approximation of the convergence rate of the price of zero-coupon bond call options, Proposition 4.4.2 and
Corollary 4.9, under the Hull-White and CIR++ models, respectively. Benchmark prices are calculated using closed-
form analytical formulas. Except for the number of grid points, model and CTMC parameters are as listed in Table 4.5.

Zero-coupon bond call option parameters using the notation of Proposition 4.4.2: t,,, = 0,%,, = 2,and T' = 4.

(a) Hull-White model (b) CIR++ model
m  Abs. error Rate m  Abs. error Rate
60  1.20E-04 - 60  8.19E-08 -
80 5.36E-05 2.791 80  4.64E-08 1.977
100 2.98E-05 2.637 100 2.45E-08 2.854
120  2.64E-05 0.661 120 1.71E-08 1.973
160  1.07E-05  3.130 160 8.61E-09  2.387

and fourth year for no additional cost, that is, Kf = 100 for 2 < t < T, and we let K{ — oo when
t < 2 (as exercise is not allowed). Moreover, since there is no put feature, K? := Kf =0for0<t<T.
Finally, we assume that accrued interest is paid to the bondholder upon redemption'. The results are
summarized in Table 4.8. The column “CTMC” shows the approximated value of the debt using CTMCs with
m = 160 as specified in Table 4.5, whereas the column “Benchmark” shows the CTMC approximated value

with m = 350. The value using the tree method of Hull and White (1994) is reported in the column “Tree”.

2102

7 .
B I

s
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Figure 4.3: Convergence pattern of the approximated price of callable bonds, Proposition 4.4.3, as the number of grid
points m increases. Benchmark is calculated using CTMC approximation with m = 1, 000. Except for the number of
grid points m, model and CTMC parameters are as listed in Table 4.5. Contract specifications are F' = 100, o = 0.05,

T =4, K{ =100, and K? = 0, with the call option exercise window starting from¢ = 2to T

' This is a standard assumption in practice, meaning that the call price K7 is increased by accrued interest upon redemption.
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Table 4.8: Accuracy of Proposition 4.4.3 in approximating the price of callable bonds under the Hull-White model.
Benchmark is calculated using CTMC approximation with m = 350. Model and CTMC parameters are as listed in Table
4.5. For the tree method, we use 252-time steps per year. Contract specifications are /' = 100, « = 0.05, T' = 4,

K¢ =100, and K? = 0, with the call option exercise window starting from¢ = 2to T' = 4.

Rel. Elapsed Rel. Elapsed
x  Benchmark CTMC Tree
Error Time (sec) Error Time (sec)
0.5 91.6418214 | 91.6426071 8.57E-06 0.0936 91.6070243 3.80E-04 0.0411
1 95.6073132 | 95.6072144 1.03E-06 0.0897 95.5614168 4.80E-04 0.0301
2 98.5647947 | 98.5648058  1.13E-07 0.0961 98.5108693 5.47E-04 0.0167
3 99.7010757 | 99.7004280 6.50E-06 0.0916 99.6443817 5.69E-04 0.0157
Rel. Elapsed Rel. Elapsed
o Benchmark CTMC Tree
Error Time (sec) Error Time (sec)
0.1 98.9838248 | 98.9818310 2.01E-05 0.0780 98.9454895 3.87E-04 0.0238
0.2 95.6073132 | 95.6072144 1.03E-06 0.0927 95.5614168 4.80E-04 0.0258
0.3 92.2381361 | 92.2382928 1.70E-06 0.101 921871120  5.53E-04 0.0244
0.4 88.9338108 | 88.9340669 2.88E-06 0.1198 88.8822619 5.80E-04 0.0289

We observe that the approximated values from the CTMC and tree methods are close to each other, con-
firming the adequacy of Proposition 4.4.3. Additionally, the relative error of the CTMC approximation is
lower than that of the tree method. However, the tree method is shown to be 2 to 5 times faster than the
CTMC approximation. The efficiency of the two approaches is shown in the context of zero-coupon bond

option pricing in Figure 4.1.

The convergence pattern of the approximated callable price as m grows is displayed in Figure 4.3, whereas
Table 4.9 shows the convergence rates. The absolute error decreases rapidly to 0 but exhibits a sawtooth
pattern. As mentioned in Section 4.6.1, previous work in different contexts has shown that grid design can
improve convergence and that placing the strike midway between two grid points can reduce or remove
oscillatory behavior (see Tavella and Randall (2000) and Zhang and Li (2019) for details). However, the
methodologies proposed in these studies are not directly applicable to the present context. Therefore,

further investigation into how grid design can improve convergence is left for future research.
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Table 4.9: - Approximation of the convergence rate of the price of callable bonds, Proposition 4.4.3, as the number
of grid points m increases. Benchmark is calculated using CTMC approximation with m = 1,000. Except for the
number of grid points m, model and CTMC parameters are as listed in Table 4.5. Contract specifications are F' = 100,

a=0.05,T =4, K =100, and K? = 0, with the call option exercise window starting from¢ = 2to 7.

m  Abs. error Rate

50  3.21E-03 -

80  1.73E-03 1.31
120 5.81E-04 2.70
140 4.75E-04  1.31
175  2.47E-04  2.93

4.6.3 Approximation of Convertible Bond Prices

We now investigate the accuracy and efficiency of Proposition 4.5.3 in approximating CB prices under the
Black-Scholes-Hull-White model, as well as the numerical convergence of the price estimates. That is, we
suppose that the stock price dynamics follow a geometric Brownian motion with stochastic interest rate

satisfying

dS, = (Ri — q)S; dt + 555, dW,Y, s
ARy = (0(t) — kRy) dt + G5 AW,

with &, 75, 5r>0, and [W) W), = pt, p € [~1,1].

From Lemma 4.1, we find that f(r) = g—;r. The dynamics of the auxiliary process X; = In(S;) — pf(Ry)

can then be derived as

dX; = px (t, Ry) dt + ox (Ry) AW} (4.32)

ARy = (0(t) — kRy) dt + 5 dW ),

=2

with px (t, Ry) = Ry — g — %8 — pZ(0(t) — kRy), ox = d5+/1 — p?, and X = In(Sp) — pf(Ro).

OR

Unless stated otherwise, the model parameters for the short-rate process are the same as those used in
previous examples, summarized in Table 4.5. Recall also that function @ is calibrated to the market zero-bond
curve in Table 4.4 using Algorithm 7, as explained in Section 4.4.4. Unless stated otherwise, we suppose
thatog = 0.2, ¢4 = 0.02for all t € [0,7], and p = —0.2. The model parameters are summarized in Table
4.10.
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Table 4.10: Model parameters

Model R() qt K 5]{ So 55 1%

Black-Scholes-Hull-White 0.04 0.02 1 0.20 100 0.2 -0.2

(m)

The grid used to approximate the short-rate process, S, = {r1,72,...,mm}, and the auxiliary process
Sg(M) = {x1,x9,...,xp}, are constructed using the methodology of Tavella and Randall (Tavella and Ran-

dall (2000), Chapter 5), as explained at the beginning of this section, with a g (resp. ax) representing the
non-uniformity parameter of the grid of R(m) (resp. X(m)). Unless otherwise indicated, all numerical ex-
periments are conducted using the CTMC parameters listed in Table 4.11. Note also that the fast versions of

Propositions 4.5.1 and 4.5.3 reported in Appendix 4.11 have been used in all numerical examples.

Table 4.11: CTMC parameters

Model m M 71 Tm &R T TN &X AN

Black-Scholes-Hull-White 160 160 —30Ry, 25Rp 0.5 0.64X, 142X, 2 1/252

For the testing, we consider a convertible bond that pays semi-annual coupons with an annual rate a =
0.05 and has a notional value F' = 100. We suppose that the bond can be converted at any time from
inception to maturity (7" = 1) at a conversion rate 7 = 1. Under this set of parameters and assuming that
both the dividend yield and credit risk are nil (g = ¢; = 0 for all ¢ € [0,T]), the valuation of American-
style CBs simplifies to the valuation of European-style convertible bonds, as stated in Proposition 4.5.2 and
generalized to coupon paying bonds in Proposition 4.4. In that particular case, the results of Proposition
4.12.1' can thus serve as a benchmark in our analysis. When ¢, ¢; > 0 for some t € [0, T, the benchmark
is calculated using CTMC approximation with A/ = 300. All other parameters are as stated in Table 4.11. The
results are summarized in Table 4.12. We note that the model achieves a high level of accuracy across all
model parameters, with an average calculation time of less than 10 seconds. When the short-rate process is
time-homogeneous, the matrix exponential can be calculated only once at the beginning of the procedure,
which speeds up the procedure significantly. For instance, under the Black-Scholes-Vasicek model, the
average calculation time for the CTMC approximated prices is less than 1.7 seconds. Numerical results for

that particular model are reported in Appendix 4.12.2.

' The expected present value of future coupons should be added to the formula obtained in Proposition 4.12.1.
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Table 4.12: Accuracy of the approximation of American-style CB prices, Algorithm 11, under Black-Scholes-Hull-
White model. Model and CTMC parameters are as listed in Tables 4.10 and 4.11, respectively. Contract specifications

are ' =100,T = 1, and n = 1, with an annual coupon rate o = 0.05 paid semi-annually.

(@) g = ¢t =0forallt € [0,T] (b) g: = 0.02, ¢; = 0.05for all ¢t € [0, 7]
So CT™MC Benchmark Rel. error So CTMC Benchmark Rel. error
90 10515488  105.15732 2.32E-05 90 101.96277 101.93530  2.69E-04
95 107.56087  107.57350 1.17E-04 95 104.84800 104.82384 2.30E-04
100 110.48565 110.50458 1.71E-04 100 108.25070 108.21547  3.26E-04
105 113.87792 113.89940  1.89E-04 105 112.07490 112.03748 3.34E-04
110 117.66876 117.68977 1.79E-04 110 116.24312 116.19981 3.73E-0
os CT™MC Benchmark Rel. error s CTMC Benchmark Rel. error
0.1 107.36113 107.38133 1.88E-04 0.1 105.52046 105.48338  3.52E-04
0.15 108.82431 108.84084  1.52E-04 0.15 106.75571 106.71897  3.44E-04
0.2 110.48565 110.50458 1.71E-04 0.2 108.25070 108.21547  3.26E-04
0.3 114.04675 114.07719 2.67E-04 0.3  111.58183 111.55168 2.70E-04
0.4 117.72017 117.76496 3.80E-04 0.4 115.08975  115.06539 2.12E-04
P CTMC Benchmark Rel. error 0 CTMC Benchmark Rel. error
-0.3 110.20950  110.22594 1.49E-04 -0.3 107.99824  107.96134 3.42E-04
-0.2 110.48565 110.50458 1.71E-04 -0.2 108.25070 108.21547  3.26E-04
0.2 111.50772 111.53335 2.30E-04 0.2 109.19534  109.16259 3.00E-04
0.3 111.74601 111.77262 2.38E-04 0.3 109.41008 109.38793 2.03E-04

Figure 4.4 shows the efficiency of the methodology compared to other recently developed numerical ap-
proaches. For this testing, we considered zero-coupon CBs (v = 0), and we set 0(t) = xRy forall ¢ € [0, T,
such that the short-rate process collapses to the Vasicek model with a long-term mean level equal to Ry. We
compare the CTMC approximated prices to the Willow tree approach (“Willow Tree”) of Lu and Xu (2017),
the quadrinomial tree (“Quad. Tree”) of Battauz and Rotondi (2022), and the LSMC method of Longstaff
and Schwartz (2001). All methodologies listed above have been adapted to incorporate credit risk as in the
work of Tsiveriotis and Fernandes (1998) for a better comparison. When both credit spread and dividend
yield are set to nil, the benchmark is obtained using the closed-form formula derived in Proposition 4.12.1;
otherwise, CTMC approximation is used as a benchmark with M = 1, 000, and all other CTMC parameters
are as listed in Table 4.11. Figure 4.4 clearly shows the high efficiency of the CTMC methodologies compared

to other methods. CTMC approximation significantly outperforms these other techniques in terms of both
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Figure 4.4: Efficiency of the CTMC method in approximating CB prices, Algorithm 11, under the Black—Scholes-
Vasicek model. Except for the number of grid points M, Ay = 1/100 and 6(t) = kR, for all t € [0, T], the model
and CTMC parameters are as listed in Tables 4.10 and 4.11, respectively. Contract specifications are F' = 100, T = 1,
n=1and a = 0.

precision and calculation time.

The convergence pattern of the approximation as M increases is illustrated in Figure 4.5, whereas Table

413 shows the convergence rate.
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Figure 4.5: Convergence pattern of the approximated CB prices using CTMC method, Algorihtm 11, under
Black—Scholes-Hull-White model. Except for the number of grid points M of the auxiliary process, the model and
CTMC parameters are as listed in Tables 4.10 and 4.11, respectively. Contract specifications are F' = 100, T = 1, and

7 = 1, with an annual coupon rate o = 0.05 paid semi-annually.
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Table 4.13: Approximation of the convergence rate of the approximated CB prices using CTMC method, Algorithm 11,
under Black-Scholes-Hull-White model. Except for the number of grid points M of the auxiliary process, the model
and CTMC parameters are as listed in Tables 4.10 and 4.11, respectively. Contract specifications are F' = 100, T = 1,

and n = 1, with an annual coupon rate a = 0.05 paid semi-annually.

(@) g = ¢, =0forallt € [0,7T) (b) ¢t = 0.02, ¢; = 0.05 for all ¢t € [0, T
m  Rel. error Rate m  Rel. error Rate
20  5.50E-03 - 20  5.38E-03 -
50 5.59E-04 2.494 50 3.43E-04 3.004
100 2.21E-04 1.340 100 5.17E-05 2.731
150 1.65E-04 0.714 150 1.30E-05 3.396
500 1.25E-04 0.231 500 2.45E-06 1.390

We observe that the approximated prices converge rapidly and smoothly to the benchmark prices, and the
approximation achieves superquadratic convergence on average when accounting for both the dividend

yield and credit risk.

Appendix 4.12.2 shows similar results under the Black-Scholes-Vasicek model. Analogous numerical anal-
ysis has also been performed under the Black-Scholes-CIR model with similar results, which are available
upon request. Finally, since Assumption 4.4.1 is not satisfied under the Black-Scholes-Hull-White model,
the preceding experiments demonstrate that the results of Section 4.5 can still be valid under less restrictive

conditions under a certain set of parameters. Theoretical proof is left as future research.

4.7 Conclusion

In this chapter, we provide a general pricing framework based on continuous-time Markov chain approxi-
mations to value debt securities under general time-inhomogenous short-rate models. One advantage of
CTMC methods over other commonly used numerical techniques is that they allow for a closed-form ma-
trix expression for the price of zero-coupon bonds regardless of the complexity of the short-rate dynamics,
making the calibration of the approximated model to the current market-term structure straightforward
for a wide range of models. Closed-form matrix expressions are also obtained for the price of bond op-
tions and European CBs, and simple and efficient algorithms are developed to approximate the values of

callable/putable bonds and CBs (American-style). Numerical results show the high accuracy and great ef-
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ficiency of the methodology. Theoretical convergence is also discussed. The problem of CB pricing is also
studied from a theoretical perspective. When both credit spread and dividend yield are set to nil and under
some conditions on the parameters of the equity process (constant volatility), we show that early conver-
sion is sub-optimal. When default risk is considered, we obtain lower and upper bounds for the value of

American-style CBs.

Alternative approaches to credit risk modeling, such as the one of Hung and Wang (2002) and Chambers
and Lu (2007) or Milanov et al. (2013), can also be explored using CTMCs. The methodologies proposed
by Hung and Wang (2002) and Chambers and Lu (2007) can be easily integrated. However, Milanov et al.
(2013) introduce default risk by incorporating a jump into the equity process. Jump processes in CTMCs
have been studied in a one-dimensional setting by Lo and Skindilias (2014), while Kirkby (2023), Appendix
B, discusses some extensions to two-dimensional processes. Other developments to the present work can
also be considered. For example, building on insights from Brigo and Mercurio (2006), Sections 2.6.1 and
3.3.2,, the closed-form expression obtained for the price of bond options in (4.14) and Remark 4.4.5 can be
used to approximate other derivatives like caps, floors, and swaptions. The pricing of these derivatives, as

well as the associated model calibration, should be studied in greater detail.

4.8 Appendix - Proofs

4.8.1 Proof of Lemma 4.2

Without loss of generality, suppose that i = 0 and that N = N. Since R(™ is a discrete random
process whose transitional probabilities pg, i, (tn—1,tn), 1 < ki,k2 < m,1 < n < N are given by

P(t,_1,tn) = exp {Q%m)AN} as per (4.3), we have that

oS <)

m

N
= Y e XAV p (0, 81)Prok (F1,82) - Py sk (EN—1,N)
k1,k2,...kn=1
m
= > pig(tot)e A gy (b1, t2)e R AN L pp -k (Evon,ty )T RN AN
k1,k2,...kn=1
N
= €5 (H P(tn—latn)e_DMAN> 1mx1
n=1

N
(m) _
= ¢ (He‘“’" Bve DmAN) L1,
n=1
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where the fourth line is the matrix representation of the third line. The result follows similarly when N =

kN . The proof for (4.12) follows using analogous arguments. O
4.8.2 Proof of Proposition 4.4.1
Using the notation of Lemma 4.2, we have that

_ TRg7rz)d m
E [e Ju S‘R( ) = rj]

ti

=E [ lim e Shkin Rg:l)Aﬁ !R(vm) = 7']}

N—o0 b
LN pima
= lim E [e Zn=kitt g, AR IR(vm) = Tj] (by the dominated convergence theorem)
N thi
N—o00
N (m) ¥
m - ~\ N
= lim ej < H (eQ" ANe_DAN) > 1mx1 (by (4.11))
N—o0 n—i+1

N

(m)

=ej ( H e(Qn _D)AN> 1,,x1 (by the Lie product formula).
n=1+1

4.8.3 Extension of Proposition 4.5.2 and Corollary 4.3

This section shows that the results of Proposition 4.5.2 and Corollary 4.3 still hold when periodic coupons
are paid. We suppose that N>0 periodic coupons a > 0 are paid attime 0 < t, < to, < ... < t,v=1T,

with z = N/JV. The time-t risk-neutral value of a European-style CB is given by

T T
ve(t, z,r) == E[e_ Je f duUSTl{STZF/n} teJi Rute d“Fl{ST<F/n}|St =z, Ri=r

St =, Rt = 7“] 1{tzn>t}

N
—ftzn Ry—+cy du
+az:1E[e t (4.33)
n—=

N
tZ”L
=ve(t,z,7) + Z e h e dp.(t, tan) e, >t}

n=1

where P, (t,t.,) := E [e* Ji7" Ra d“‘Rt = r} with P(t,t.,) = 1 whenever t.,, < t. Hence, the value of
European-style CBs with coupons is equal to the value of European-style CBs without coupons to which the

present value of future coupons is added. When conversion can occur at any time prior to maturity, the
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time-t risk-neutral value of the CB is given by

v¥(t,xz,r):= sup E e~ Ji Buteuliz=r,s7<F/n} d“go(T, Sr)
T€Ti, T
(4.34)

N
th
+a Z e Ji" Ruten dul{t<tm§7} Sy =z, R = 7“] ,
n=1

with function ¢ defined in (4.27).

The next corollary extends Proposition 4.5.2 to coupon-bearing bonds. Under the assumption that no divi-
dend yield is paid out and credit risk is nil, the value of coupon-bearing American-type CBs is equivalent to

the value of coupon-bearing European-type CBs.

Corollary 4.4 Assume q; = ¢; = Oforallt € [0,T) and o5(r) = o5 > 0forall r € Sg. We have that
v (t,z,r) = vl (t,x,7) forall (t,z,r) € [0,T] x R} x Sg.

Proof. Define process {Zs = a N e T Ruduy }K _» representing the discounted value of
_s_

future coupons, and note that

V(tar) < sup E|em RO 5, = o B = v
TET:, T

+ sup E [ZT
7'67;71“

St:l‘,Rt:T’]

= ve(t,z,7) + E [ZT’St =z, R = r}

=vg(t,z,r),

where the second equality follows from Proposition 4.5.2 and by noticing that Zs T ZT. We conclude the

proof by observing that v®(t,x,r) > v&(t,z,r) forall (t,z,r) € [0,T] x R x Sg, sinceT € Ty .

Let g : [0,7] x R x Sg — R4 denote the value of European-style CBs (with periodic coupon a) when

¢t = 0forall t € [0, T]. Using (4.33), it follows that

N
v (t, ) = E[ei S Rudu oy (nSt,F)|S; ==, Ry = 7"] + Z Pr(t,ten) e, >t}
n=1

N
= 5e(t7 z, T) +a Z Pr(t> tzn)]-{tzn>t}>

n=1
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where 7, is defined in (4.28) and represents the value of European-style CBs when no coupons are paid and

when ¢, = 0forall ¢t € [0,T].

The next corollary extends the results of Corollary 4.3 to coupon-bearing bonds. It provides an upper bound

for American-type CBs under the assumption that no dividends are distributed.

Corollary 4.5 Assume ¢ = O forallt > 0and os(r) = og > 0 forallr € Sr. We have that

ve(t,z,r) <v*(t,x,r) <02t @, r) forall (t,x,r) € [0,T] x RY x Sg.

The proof is akin to that of Corollary 4.3.

4.9 Appendix - Time-Homogeneous Models

When the short-rate process is time-homogeneous (see, for instance, models listed in Table 4.1), the gen-
erator is time-independent, and the results obtained in Section 4.4 can be simplified. The construction of
the generator remains the same as in Section 4.3.1, except that we now have Q(™) := ng) = ng) =
L= Qg\q,"), which follows because the drift and volatility parameters of R are now time-independent.
In this appendix, we summarize the different results obtained previously under the assumption that the

short-rate process is time-homogeneous.

Recall that {e;, }} , denotes the standard basis in R™, that is, e}, represents a row vector of size 1 x m with
a value of 1 in the k-th entry and 0 elsewhere, 1,,.; denotes an m x 1 unit vector, and D,,, := diag(r), is

an m x m diagonal matrix with vector » = (r1,r9,...,7y) on its diagonal, r € Sl(%m), kEk=1,2...,m.

4.9.1 Zero-Coupon Bond

The first result of this section concerns the price of zero-coupon bonds.

Corollary 4.6 Consider a time partition of [0,T],0 =ty < t; < ... < fﬁ =T, with N € N, Ag = T/N
andt, = nA . Given that R%(vm) =Ry =rj € Sl(%m), it holds that

. N . &m) = m N—i
E|e Zn:“'l Rtn AN ‘Rgm) = 7"]:| = e]' <6Q( )Aﬁe_DmAN> X 1m><1, (435)
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and

N pm)A
E G—Zn:iR;n AN’

N—i
_ ~ (m) A - _ -
) = rj] =ej (e DnlyeQ AN) e PmAR X 1,01
_ (4.36)
N—1
_ ~ (m)A ~ _— _
= eje DAy (eQ Axe DmAN) X Lpxt,

Moreover, if Assumption 4.4.1 holds, the price at time t > 0 of a zero-coupon bond with maturity T' > t can

be approximated by
m — m) m m)_ —
Pj( )(t’T) =E [e R dS’RE ):TJ} :eje(Q( D)0, (4.37)
; (m) _ p _ .. (m)
giventhat R, = Ry =1; € S .
The proof follows by setting N = N and Q™ = ng) = Q;m) =...= S\T) in Lemma 4.2, Remark

4.4, and Proposition 4.4.1. (4.37) was previously obtained by Cui et al. (2018) Proposition 8 (ii) and Kirkby
(2023), Proposition 3, whereas the first equality of (4.36) is provided, in a more general form, in Cui et al.
(2018) Proposition 8 (i). The proof in Appendix 4.8 differs from these previous proofs and provides a simple

and intuitive way of obtaining these results using basic probabilistic arguments.

4.9.2 Zero-Coupon Bond Option

The next result concerns the price of European call and put options on zero-coupon bonds.

Corollary 4.7 Let Assumption 4.4.1 hold. Given that Rg:? =r; € SI(Qm), the price at t,;; > 0 of a European
call (resp. put) option with maturity t,,, > t,, on a zero-coupon bond maturing at time T' > t,, with a

strike K > 0 can be approximated by

_ 2 plm) 4o m m)_ _
E[e Jony’ B B (PO (t,, 7)) ’R( >:7~]} = o (@)Yl (439

tny

where h(z) = max(z — K,0) (resp. h(x) = max(K — x,0)) denotes the payoff function,
(T RU™ g
P(m)(tnzaT) =EK |:€ ft"2 fid

Rﬁz)] denotes the approximated zero-coupon bond price at t,,, and

H denotes a column vector of size m x 1 whose k-th, hy, entry is given by
hy, = h (p,gm> (tm,T)) ,
with P™ (t,,,, T) defined in (4.37).
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410 Appendix - Extended Models of Brigo and Mercurio (2006)

In this section, we summarize the results of Section 4.4 under particular time-inhomogeneous short-rate
models, for which the short-rate process is obtained by a time-deterministic shift of a time-homogeneous

auxiliary process. More precisely, we suppose that the short-rate process can be decomposed as
R, =Y+ 6(1), (4.39)

for t > 0, where 6 denotes a continuous deterministic function of time and Y denotes an auxiliary time-

homogeneous diffusion process with the following dynamics:
dY; = py (V) dt + oy (Yz) AW, (4.40)

where uy, oy : Sy — R are well-behaved functions such that (4.40) has a unique in-law weak solution

with Sy the state-space of Y. Examples of such diffusion processes are listed in Table 4.3.

In this section, the auxiliary process Y is approximated by a CTMC. We denote by Y (™) the CTMC approxi-
mation of Y taking values in a finite state-space S}(,m) ={y1,Y2,--.,Ym}. The time-independent generator
of Y(™) denoted by Q(Ym), is constructed as in (4.5), with functions ur and oy replaced by functions iy
and oy of (4.40), respectively. Moreover, since the auxiliary process is time-homogenous, the generator of
Y (™) does not depend on time, such that len) = ng) = ng) =...= Qg(,n). Using (4.39), the CTMC

approximation of the short-rate process R(M) s given by
R™ =v,"™ 1 0(1),

fort > 0, with 6(0) = 0.

Remark 4.10.1 (Weak convergence of the approximation) The weak convergence of Y (™) to Y follows from
Theorem 5.1 of Mijatovic and Pistorius (2013). Then, since R is a continuous transformation of Y, we con-

clude that R(™) = R by the continuous mapping Theorem.

Recall that {e;, }} , denotes the standard basis in R™, that is, e}, represents a row vector of size 1 x m with
a value of 1 in the k-th entry and 0 elsewhere, 1,,; denotes an m x 1 unit vector, and Dy := diag(y)
denotes an m x m diagonal matrix with vector y = (y1,y2,...,ym) on its diagonal, with y;, € 8}(,7”),

k=1,2,...,m.
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4101 Zero-Coupon Bond

The next corollary shows that the price of zero-coupon bonds inherits the analytical tractability of the ho-
mogeneous auxiliary process Y.

Corollary 4.8 Suppose that there exists y* € Sy such that Y; > y* for all t > 0. Then, the price at time
t > 0 of a zero-coupon bond with maturity T' > t can be approximated by

m — (m) S m — S S 5(m
P (1, T) = Ele ' B 45| RI™ =y 1 g(t)] = e I 0 4P 1 ), (4.41)
with
ﬁj(m) (t,T):=E [e_ Sy ds‘Yt(m) =

mx1s (442)
where V; = ;™ =y, € SU.

The proof follows directly from Corollary 4.6.

410.2 Zero-Coupon Bond Option

The next result concerns the price of European call and put options on zero-coupon bonds. Using the ho-

mogeneous property of the auxiliary process, we can obtain a simplified expression for (4.14).

Corollary 4.9 Suppose that there exists y* € Sy such that Y; > y* for allt > 0. Given that joj? =
y;j +0(t), withy; € S}(,m), the price at t,,, > 0 of a European call (resp. put) option with maturity t,, > t,,

on a zero-coupon bond maturing at time T' > t,,, with a strike K > 0 can be approximated by

_ ring p(m) s m
E [e Jong BT dsy (Pt 1)) ‘Rﬁnl) =y + 9(75)}

_ tn s)ds (m) _ _
e ftnf 0(s)d <€( v Dy) (tng tn1)> H, (4.43)
where h(z) =

max(z — K,0) (resp. h(x)
N NCONN
PO (t,,,T) = E [e Jin, 74

max(k — x,0)) denotes the payoff function with
hp, is given by

Rt:ﬂ and H denotes a column vector of size m x 1 whose k-th entry,

hy, = h (p,gm> (tm,T)) ,
with P'™ (t,,,, T) defined in (4.41).
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410.3 Calibration to the Initial Term Structure of Interest Rates

When the short-rate process is of the form R; = Y; + 6(¢), as in Table 4.3, the fitting to the term structure
of interest rates can be greatly simplified, since the function 6 now appears explicitly in the zero-coupon

bond formula (4.41).

Proposition 4.10.1 provides an explicit expression for the function 8 that makes the model zero-coupon bond
prices equal to the market prices when the short-rate process is of the form (4.39). As in Section 4.4.4, we

assume that the time deterministic function 6 is piecewise constant in time, such that

N
0(t) = Onlpy, (1),
n=1

for some @ = (01,0s,...,0x) € RY. The objective is thus to find parameters € such that Pj(m)(O, tn) =
P*(0,t,)forn =1,2,..., N,where P* represents the market zero-coupon bond prices. Those parameters

are called the calibrated parameters and are denoted by a star 6*.

Proposition 4.10.1 Suppose that there exists y* € Sy such that Y; > y* forall t > 0. Given Ry = R(()m) =

yj € S}(,m), we have that

1 P*(Ovt’ﬂ) I —
—L1in ( e ) ifn=1
T\ P (0tn)

p(m)
L P*(O7tn) P] (Ovtnfl) . .
T tn—tn_1 In <P*(0>tn—l) ﬁ]_(m)(O’tn) ,fn - 27 37 ] N )

Or, == (4.44)

where ﬁj(m) (0, -) is defined in (4.42).

The proof is straightforward from Corollary 4.8.

The calibrated parameters in (4.44) can easily be obtained by calculating the zero-coupon bond price at
each time {¢1,to, ..., t,}. This procedure involves calculating matrix exponentials at each time step, which
can slow down the execution considerably. However, by taking advantage of the homogeneous property
of Y, the matrix exponentials can be calculated only once at the beginning of the procedure, which makes
it highly efficient. This is illustrated in Algorithm 8. In Algorithm 8, P(¢,,) := [ﬁj(m) (0,2,)]72 1 is a column
vector of size m x 1, with 13}’”)(0, t,) defined in (4.42).
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Algorithm 8: Calibration of 8 to the Current Market Term-Structure - Extended Models of Brigo and
Mercurio (2006)

Input: Initialize Qgﬁn) and let ¢ — P*(0,t) be the current market zero-bond curve
N € N, the number of time steps

Ay < T/N, the size of a time step

Sett, =nAny,n=1,2,....N

Set Dy « diag(y) withy = (1,2, .- ym)r vk €SI, k=1,2,...,m

/* Adjusted transition probability matrix of Y over a period of length Ax x/

Ap, « e @7-Dy)Ay

/* Calibration to the current market zero-bond curve t+— P*(0,t) x/

Set P(t1) < Aaylimxi

* 1 P*(O,t )
setdf =~ 1n (553

forn=2,...,Ndo
P(t,) < Aa P(t, 1)

o 1 P*(0,tn) €jP(tn_1)
0 = I —— In (P*(o,tn,l) ;jf»(tn) )

return {07},

an Appendix - Algorithms

This section presents the results of Section 4.5 into an algorithm format. More precisely, Proposition 4.5.3

is provided in Algorithm 10. Using the results of Proposition 3.4, a fast version of Proposition 4.5.1 for the

pricing of European-style CBs is also provided in Algorithm 9, whereas the fast-version of Proposition 4.5.3

for the pricing American-style CBs is provided in Algorithm 11.

4111 European-Style Convertible Bond

Using the tower property of conditional expectations and Proposition 3.4 inspired from the work of Chapter

3, we present a new algorithm (Algorithm 9) that speeds up the pricing of European-style CBs. In Chapter

3, we work with stochastic volatility models. However, the reasoning behind the proof is the same for

stochastic interest rate models as in the present context.

The following notation is used in Algorithm 9.
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1

2

3

4

9

1. B= [bkl]znl’fl denotes a matrix of size m x M, containing the value of the CB.

N

B.; = [bu]}, denotes the I-th columnof B,l =1,2,..., M,

3. B« = [bri|2, denotes the k-throwof B,k = 1,2,...,m.

N

. The symbol T indicates the matrix (vector) transpose operation.

Algorithm 9: European-style CB - Fast Algorithm

Input: Initialize Q%m) asin (4.5), and A,({"’M) asin (4.8),fork=1,2,...,m,n=1,2,...,N

N € N, the number of time steps,
Ay < T/N, the size of a time step

Foreachk € {1,2,...,m}, set

T M
Bk7* < |:77€$Z+pf(rk)1{ezl+pf(rk)2F/77} + e fO Cu duFl{ezl+pf(rk)<F/n}

=1
forn=N—-1,...,0do
fork=1,2,...,mdo
P¥, « e Anemnian
E.. < Py, B/,
PR cQUDAN
foril=1,2,...,Mdo
L B, + PﬁElT*

return b;;

Remark 4.11.1 (Extension to coupon-bearing bonds) Algorithm 9 is set up for zero-coupon CBs. However,
extension to coupon-bearing bonds is straightforward. More precisely, when a coupon o > 0 is paid at time

tn+1, then the column vector E, ;; at time t,,, line 5 of the algorithm, must be modified as follow
E*’k — sz{k (Bl* + alMxl) ,

foreach k € {1,2,...,m}.

Proposition 3.4 allows the separation of the matrices A,(C"’M) and ng) ateachtimestepn € {1,2,...,N}.

Hence, the matrix exponential of a large sparse matrix G%mM) of size mM x mM is replaced by m calcu-
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lations of the exponential of an M x M matrix and one calculation of the exponential of an m x m matrix.

Numerical experiments in Section 4.6 show the accuracy and efficiency of the fast algorithm empirically.

411.2 Convertible Bond (American-style)

Based on Proposition 4.5.3, Algorithm 10 provides the CTMC approximation for the value of a CB given that
Xo(m’M) = In(So) — pf(Ry) = x; € SE(M) and Rém) =Ry=r; € S](%m). The algorithm is set up for
zero-coupon CBs with no additional features, such as call and put options. However, such extensions are

straightforward and are discussed further below and in Remark 4.11.2.

Similar to the European-style CB, the performance of Algorithm 10 can be increased by assuming that the

short-rate process is constant over small time periods (Proposition 3.4). Let H:= [nex”/’f(”k)]znl’i/fl be an

m x M matrix representing the conversion value. At each time step, matrices ]§E ]§CO, and ]§ of size m x

M, contain the equity part, cash-only part, and the whole value of the CB, respectively. Furthermore, we

denote bygij (resp ﬁij), the (i, j)-entry of B (resp. H), and define the matrix indicator 1 where each

{B=H}’
element (4, j) of the matrix, denoted 1{]§:ﬁ}(z’,j), is given by 1{]~3:ﬁ}(i,j) = 1{%:%}, for1 <i<m,

1 < j < M. The fast Algorithm to value CBs is provided in Algorithm 11.
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Algorithm 10: American-style CB

Input: Initialize G as in (4.10) forn = 1,2, ..., N, HCC asin (4.29), and HZE asin (4.30), for
n=0,1,...,N

N € N, the number of time steps,

Ay < T/N, the size of a time step

Set s + diag (d) with d = (1, da, .., dwar), and dip_1yarys = 75 € SH”, k= 1,2,,...,m,
1=1,2,,....M

Set B{Y + HC, BE « HEY, By + BY + B¢

forn=N-1,N—-2,...,0do

A, —exp {AN (GSTIW) — DmM) },

B{O « e~ fi e WA, 1BSY, B« A, BY ),

B, < max (HY,BY + Bgo)

BCO « BCO (1mel . 1{Bn:H§}>7 BE = B, - BCO

v(m’M)(O, SQ, Ro) < ejiBo
return v("M)(0, Sy, Ry)

Remark 4.11.2 The extension of Algorithms 10 and 11 to coupon-bearing bonds is straightforward. When a

coupon « > 0 is paid at time t,,1 1, the continuation value at time t,, of the cash-only part must be adjusted

accordingly. Specifically, line 5 of Algorithm 10 should be updated to

BSO —e” St e d“An+1 (Bgfl + Oélmel) ;
and line 8 of Algorithm 11 should be changed to

BCQ e Ju e P X (BEO)T +alara ),

foreach k € {1,2,..., M }.

412 Appendix - Supplemental Material

This document provides supplemental material to Chapter 4.
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Algorithm 11: American-style CB - Fast Algorithm

Input: Initialize Q™ as in (4.5) and A,(C"’M) asin(4.8),fork=1,2,...,m,n=1,2,...,N
N € N, the number of time steps,

Ay < T/N, the size of a time step
Set H :— [776$Z+Pf(7"k)]m’M

k=1
~ M
Set BE «+ |petitrf(ry : E=1,2 m
k,* n {6Il+Pf(7k)ZF/n} l:l, y Ly ey
Set]A?;CO%[Fl @ +of(ry) }M k=1,2,....m
k,* {e1TPI\TK) < F/n} l:l’ » < ’

B« BE 4 BCO
forn=N—-1,...,0do

fork=1,2,...,mdo
P« AT AN oy
BCQ ¢ ¢ il s, (BEO)T BE, « X, (BE)T

P,If — eQﬁ)lAN

foril=1,2,...,M do
BCY « PR(ECO)T, BE, « PR(EF)", B « max (H,B* + B°)
BOO B (Lyers ~ 15, ), B = B — B

return b;;

41241 Closed-Form Expression for European-style Convertible Bonds under TF approach

In the following, we derive a closed-form analytical formula for European-style CBs (or when the conversion
option can only be exercised at maturity). We suppose that credit risk is incorporated into the model using

the approach of Tsiveriotis and Fernandes (1998).

Accordingly, we make some simplifying assumptions. We suppose that the dynamics of the stock process

are given by
dS; = (R — q)Se dt + 555 (det(z) n defl)) ’

ARy = (0(t) — kRy) dt + 5 AW,

(4.45)

WithGg,5r > 0,p € [=1,1]and W = {(W "), W?)},5 is a standard bi-dimensional Brownian motion”.

7 The formulation in (4.45) in terms of independent Brownian motion is equivalent to that in (4.1) in terms of correlated Brownian

motion. Indeed, define Z; = th@) ++/1— pQWt(l),t > 0. From Cholesky decomposition, the process (Z, W@)) is a correlated
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Under this assumption, the short-rate process corresponds to the Hull-White model in Table 4.2. When

I'® whereas

function 0(-) is constant over time, then the short-rate dynamics collapsed to the Vasicek mode
when s = 0, the Ho-Lee model is obtained. Under these three models, the short-rate process is Gaussian,

and the price of the zero-coupon bond can be obtained explicitly by
P(t,T) = AT =BUDR (4.46)

for some time-deterministic functions A and B given in Table 4.14, see Bjork (2009), Section 24.4 for details.
Finally, note that when or(-) = k = 6(-) = 0, then the short-rate process is constant to Ry and (4.45)

collapsed to the Black-Scholes model.

Table 4.14: Definition of A(¢,T) and B(t,T) for different models of Tables 4.1 and 4.2.

Model A(t,T) B(t,T)

Vasicek (0 — %) [B(t,T) — (T —t)] — %32@’ T) %[1 _ e_,.g(T_t)}

Ho-Lee [ ()5 = T)ds 4+ G50 Tt
Hull-White 7 35%B(s,T) — 0(s)B(s,T) ds L1 — e=(T=1)]

The following proposition provides a closed-form pricing formula for European-style CBs under general
stochastic short-rate models (4.45). The pricing of European call options under stochastic interest rate are
discussed in Geman et al. (1995) (Theorem 2 and Section 3.2), Bjork (2009) (Section 26.5), and Brigo and
Mercurio (2006) (Appendix B), among others. The general proof uses the change of numéraire techniques
developed by Geman et al. (1995). An alternative derivation is also provided in Abudy and Izhakian (2013)
when the short-rate dynamics is given by the Ornstein-Uhlenbeck process (or, equivalently, the Vasicek

model).

Proposition 4.12.1 Given S; = x > Oand R; = r € R, the price at time t of a European-style CB with

maturity T' > 0, face value F' > 0, and conversion ratio n > 0 is given by

_ *qust fchudu
Ve(t,ryx) = nre” Jt O(dy) + e Je P(t, T)F®(dy) (4.47)

Brownian motion with cross-variation [Z, W(Q)}t = pt.

1t suffices to set A(t) = 6k, for 0 < t < T, for some constant 6 > 0 to obtain the Vasicek model with a long-term mean

parameter equal to 0.
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where ®(-) denotes the cumulative distribution of a standard normal distribution,

In( =22 )~ [T g ds+1iV (T
dy = (FPU,T))\/‘f;(th) 2V ),and dy = \/V(t,T) — dy, with

LT — t) + 267598 (T — ) — B(t,T)] + 28 [(T — ) — B2(t, T) — B(t, T)] if  #0

G3(T —t) + posop(T — )2 + 22 (T — ) if k=0,

V(t,T) =

and P(t,T) = eAGT)+BET)T \where functions A and B are defined in Table 4.14.

Proof. First, assume first that ¢; = 0 for all t > 0 and recall from (4.21) that
_ — [T Ry du — I Rutcu du — —
ve(t,z,m) =E|e Jt ST, >pmy +€ F1{5T<F/,7}‘St =x, R =r|. (4.48)

To solve this problem and avoid working with the joint density of ( ftT R, du, St), we use the change of
numeéraire technique discussed in Geman et al. (1995), Theorem 2 and Section 3.2 (a). Consequently, we
introduce the T-forward measure, denoted by QT', which has the zero-coupon bond price process P =
{P(t,T)}o<t<T as numéraire. We also introduce the measure Qg under which the risky asset S is the

chosen numeéraire. Following Geman et al. (1995), Theorem 2, we have that

ve(t,x,r) = P(t,T)EQT [nSTl{stp/n}\St =z, R = 7“]
+em i ewdup(e TYVFQT (Sp < F/y|S; = 2, Ry = 1)

= nzQs (St > F/n|Sy =z, Ry =)

T

(4.49)
e Jo cwdupt, TYFQT (Sp < F/n|S; ==, Ry =71),

where the first term of the second equality follows from Corollary 2 of Geman et al. (1995), and E@T[‘]
denotes the expectation under the T-forward measure. To solve (4.49), we need to find the distribution of

St under measures QT and Q°, respectively. This is what we do in the following.

The first step to obtain the dynamics of S under QT consists of finding the dynamics of the zero-coupon

bond price process P under Q. Accordingly, recall from (4.46) that

P(t,T) — eA(t,T)—B(t,T)Rt

)

for some time-deterministic functions A and B defined in Table 4.14, and note that

0A
ot

(t,T)=0(t)B(t,T) — %62 B%(t,T), and By(t,T) := a—B(t,T) = kB(t,T) — 1,

A(t,T) =
t(a) ot
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see Bjork (2009), Section 24.4. Hence, applying Ito’s formula to In P(t,T'), we obtain that

dIn P(t,T) = (A(t,T) — Bi(t,T)R;) dt — B(t,T)dR;

[H(t)B(t, T) — %51%32(75, T) — By(t,T)R, — B(t,T) (6(t) — kRy)| dt — 5zB(t,T) dW,?

1 —~
[Rt - 55332(15, T)| dt — 5rB(t, T) dW,?, (4.50)
so that,
dP(t,T) = RyP(t,T)dt — GgB(t, T)P(t,T) dW,>. (4.51)

Now, observe that

S
QT (ST < F/?]‘St = x,Rt = 7") = @T (P(TT;T) < F/??‘St = l’,Rt = ’f‘> . (452)

From Theorem 1 (i) of Geman et al. (1995), we know that process f = {f; := %}Ogtga is a QT-local
martingale (thus, it as no drift). Moreover, since a change of measures only affects the drift of a process, we
can deduce the dynamics of process f under Q” from its dynamics under Q by setting the drift term to nil,

which we do next. Using (4.45) , (4.51) and It6’s formula, we find that

_ ! S o _ St
= (posFRB(t, T) + 5%B2(t,T)) o dt + 553/1— p2 f; AW + (05, + GrB(t, T)) fr dW,2.

(4.53)

Because f must be alocal martingale under Q”', we deduce from Girsanov theorem that process (W(l) , w® ),

defined by

dawV = awY,

— — (4.54)
dW® = aw® 4+ 5xB(t,T) dt,
for 0 < t < T, is a standard bi-dimensional Brownian motion under Q*', which implies that
df, = 551 — p2fy AWV + [p5s + 5B, T)] f, dW 2. (4.55)

Hence, In fr given In f; is normally distributed with a mean 1 := In f; — %V(t, T)) (see for instance, Bjork

(2009), Lemma 4.15), and variance 52 := V (t,T)), where
T
V(t,T) = / GE(1 = p*) + [pos + drB(s, T))? ds
t

T T
=G%(T —t) + 2p5553/t B(s,T)ds + 5%"/t B%(s,T) ds. (4.56)
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The probability (4.52) can thus be calculated explicitly using the property of the normal distribution, and we
obtain that,

1 (%) + v, T)
Q" (fr < F/n|fy =z/P(t,T)) = @ T = ®(dy). (4.57)

This completes the proof for the second term of (4.49).

The challenge now consists of finding an expression for the first term of (4.49). We thus need the distribution

of ST under QQg. To this end, we observe that

Qg (ST > F/U‘S’t =z, R = 7“) = Qg (1/ST < n/F‘S’t =z, R = 7“)
= QS (P(T,T)/ST < T]/F‘St = x,Rt — T) (458)

= Qs (1/fr <n/F|fi = z/P(t,T))

Similarly, as above, we use the results of Theorem 1 of Geman et al. (1995) to conclude that process
Y ={Y: = P(t,T)/S: = 1/ ft}o<i<7 is a local martingale under Qg. Thus, it has no drift, and because a
change of measures only affects the drift of a process, we can deduce the dynamics of process Y under Qg
from its dynamics under QT by setting the drift term to nil. This what we do in the following. Using (4.55)
and Ité’s formula, we find that

1 1
dY; = —]TtQ dfi + ng,d<ft>
= [65(1 = p*) + (pos + GrB(t, T))*] Y dt

—Gs/1 = p2Y, AWM — [p5 + GRB(t, T)] Y, dW,?.

From the local martingale property of Y under Qg, we deduce from the Girsanov theorem that process

(W, W), defined by

aw® = aw — 54\/1— p2dt,

' B (4.59)
dwgz) _ th(Q) _ pgs + 5RB(t, T) dt,

for0 <t < T, is a standard bi-dimensional Brownian motion under Qg. Thus, the dynamics of Y under the

new measure are given by

aY; = —Fs\/1— 2V, dW P = o5, + GpB(1, T)] Y, dW .
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From there, we conclude that In Y7 given InY; (or In fy, since InY; = In 1/ f;) is normally distributed with
mean [i := —In f; — 3V (¢, T) and variance 2 := 2 = V (t,T), and the probability (4.58) can be calcu-
lated explicitly as

In (FP(tT))+ 3V (¢, T)
VL)

s (1/fr <n/F|fi=x/P(t,T)) =& = ®(dy). (4.60)

The final assertion then follows from (4.49),(4.56), (4.57), (4.60), and the expression for function B in Table
4.14.

When ¢; > 0 for some t > 0, the results can be derived using the relationship S; = §te_ Jo as ds ¢ >0,

where S = {gt}tzo represents the stock price process when the dividend is assumed to be nil". O

Remark 4.12.1 Whenop = k = 6(t) = O forall t € [0, T)], the short-rate is constant to R over time and
the model in (4.45) collapsed to the Black-Scholes model. In that case, A(t,T) =0, B(t,T) =T —t, such
that P(t,T) = e~ T=DFo and V (t,T) = o%(T — t). The general formula (4.47) then becomes

velt,r,x) = nre= N 5P (dy) 4 e~ T DR [ cudupg(g,), (4.61)

In(ZZ sds+202 ) (T—t
with d; = (F) (=Sl ae ds o3 ) anddy = oo/ T — T — dy.

osVT—t

412.2 Additional Numerical Experiments

We now investigate the accuracy, convergence, and efficiency of the CTMC method to approximate various
debt securities in the Vasicek, CIR, and Dothan models. Note that Assumption 4.4.1is not respected under

the Vasicek model.

Unless stated otherwise, we use the following model and CTMC parameters in all numerical experiments,

summarized in Table 4.15.

To construct the state-space of the CTMC, 81(?) = {ri,ra,...,rm} withm € N, we use the non-uniform

grid proposed by Tavella and Randall (Tavella and Randall (2000), Chapter 5.3), as in Section 4.6.

' The value of S can also be interpreted as the value of the stock price when dividends are continuously reinvested in the stock.
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Table 4.15: Model and CTMC parameters

ro K 0 o m 1 T'm a Apn

Vasicek 0.04 1 0.04 020|160 —30R, 25R, 0.5 1/252
CIR 004 2 0035 020|160 Ro/100 7Ry, 0.5 1/252
Dothan 0.02 O N/A 0415|160 Ry/100 7R, 0.5 1/252

412.21 Approximation of Zero-Coupon Bond Prices

We now examine the accuracy of the CTMC methods in calculating zero-coupon bond prices, Corollary 4.6.
Under the Vasicek and CIR models, the price of zero-coupon bonds has a closed-from expression, which can
be found, for instance, in Brigo and Mercurio (2006), Section 3.2. The analytical value of the zero-coupon
bond price can thus be used as a benchmark in our experiment. We test the accuracy of the approximated
prices across different values of model parameters. The results are summarized in Table 4.16. Column

“CTMC” reports the CTMC approximated value using the results of Corollary 4.6.

Log of absolute error
]

[—w—cmc] |

20T -8 -Tree

- Sim |
s 4 1 2 4 o 1 2 1 4
Log of elapsed time
Figure 4.6: Efficiency of the CTMC method in approximating zero-coupon bond prices under the Dothan model.

Except for the number of grid points m, which range from 100 to 1000, model and CTMC parameters are as listed in

Table 4.15. Zero-coupon bond price parametersaret = 0 and T' = 4.
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Table 4.16: Accuracy of the zero-coupon bond price approximation (4.37) under Vasicek and CIR models. Model and

CTMC parameters are as listed in Table 4.15, and zero-coupon bond parametersaret = 0and T = 4.

(a) Vasicek model (b) CIR model
K CTMC Benchmark Abs. error K CT™MC Benchmark Abs. error
0.5 0.9625591 0.9625609  1.77E-06 0.5 0.8656670 0.8656663  7.09E-07
1 0.8964870 0.8964877  712E-07 1 0.8676884 0.8676884  1.11E-08
2 0.8661056 0.8661057  9.47E-08 2 0.8676884 0.8676884  1.11E-08
3 0.8587974 0.8587974  2.27E-08 3 0.8681491 0.8681491  3.96E-10
4 0.8560138 0.8560138  7.77E-09 4 0.8684110 0.8684110 1.98E-1
Ro CTMC Benchmark Abs. error Ro CTMC Benchmark Abs. error
0.02 0.9142555 0.9142630  7.43E-06 0.02 0.8763624 0.8763627  2.82E-07
0.03 0.9053312 0.9053317  5.12E-07 0.03 0.8720147 0.8720147  2.21E-09
0.04 0.8964870 0.8964877 7.12E-07 0.04 0.8676884 0.8676884 1.11E-08
0.05 0.8877292 0.8877301  8.23E-07 0.05 0.8633835 0.8633835 2.90E-08
0 CTMC Benchmark Abs. error 0 CTMC Benchmark Abs. error
0.01 0.9814527 0.9814529  1.93E-07 0.015 0.9303530 0.9303518  1.20E-06
0.02 0.9522718  0.9522722  3.77E-07 0.025 0.8984741 0.8984740  1.82E-07
0.03 0.9239585 0.9239590  5.50E-07 0.035 0.8676884 0.8676884  1.11E-08
0.04 0.8964870 0.8964877  7.12E-07 0.045 0.8379576 0.8379576  5.63E-10
o CTMC Benchmark Abs. error o CTMC Benchmark Abs. error
0.1 0.8630196 0.8630198  1.70E-07 0.1 0.8673140 0.8673140  1.93E-10
0.2 0.8964870 0.8964877  7.12E-07 0.2 0.8676884 0.8676884  1.11E-08
0.3 0.9551747  0.9551765 1.77E-06 0.3 0.8683033 0.8683025  7.69E-07
0.4 1.0438353 10438513  1.60E-05 0.4 0.8691384 0.8691428  4.36E-06
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Figure 4.7: Convergence pattern of the approximated zero-coupon bond prices. Except for the number of grid points

m, model and CTMC parameters are as listed in Table 4.15. Zero-coupon bond price parametersaret = 0and 7' = 4.

Table 4.17: Approximation of the convergence rate of the zero-coupon bond prices. Except for the number of grid
points m, model and CTMC parameters are as listed in Table 4.15. Zero-coupon bond price parameters are t = 0 and

T=4.

(a) Vasicek (b) CIR
m  Abs. error Rate m  Abs. error Rate
50  7.24E-06 - 50  4.57E-07 -
100 1.82E-06 1.99 100 3.90E-08 3.55
200 4.56E-07 2.00 200 4.63E-09 3.08
300 2.03E-07 2.00 300 1.55E-09 2.70
900 2.19E-08 2.03 900 9.18E-10  0.48

We observe that the approximation achieves a high level of precision across all parameters, with an average

calculation time of 0.009 seconds, illustrating the speed of the methodology.

Figures 4.6 demonstrate the efficiency of CTMC methodology in valuing zero-coupon bond prices when the
short-rate process follows a geometric Brownian motion (the Dothan model). Thus, alternative methods
such as binomial trees (“Tree”) or Monte Carlo simulation (“Sim”) can be easily implemented. We compare
the performance of the CTMC approximation to the Cox-Ross-Rubinstein binomial tree (Cox et al. (1979))

and to Monte Carlo simulation. For Monte Carlo simulation, we use an exact scheme with a number of
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simulations ranging from 10,000 to 200,000 with the same number of antithetic variables and 500-time
steps per year. The benchmark is calculated using the CTMC method with m = 5, 000. Figure 4.6 shows
the high efficiency of the CTMC method compared to these other numerical techniques. Indeed, CTMC

approximation clearly outperforms other methods in terms of both calculation time and precision.

Finally, Figure 4.7 shows the convergence pattern of the approximated zero-coupon bond prices as the
number of grid points m increases, whereas Table 4.17 shows the convergence rate. For the Vasicek (resp.
CIR) model, we note that the approximations achieve quadratic (resp. superquadratic) convergence on
average. We also observe that the two models converge smoothly and rapidly to their analytical values.
Moreover, since Assumption 4.4.1is not satisfied under the Vacisek model, the results show that theoretical
convergence is possible under less restrictive conditions for a certain set of parameters. Theoretical proof

is left as future research.

412.2.2 Approximation of the Zero-Coupon Bond Option Prices

In this section, we study the accuracy and the numerical convergence of the zero-coupon bond option prices
provided in (4.38), under the Vasicek and CIR models. Under these two models, the price of zero-coupon
bond options has a closed-form expression, which can be found in Brigo and Mercurio (2006) Section 3.2.,
and thus, can serve as a benchmark in our example. We test the accuracy of the approximated option prices
for different levels of moneyness and volatilities. The results are summarized in Table 4.18. Column “price-
to-strike” shows the price-to-strike ratio, calculated as the actual zero-coupon bond price over the option

strike price K > 0.

We observe that the approximation achieves a high level of accuracy across all volatilities and strikes. The
convergence of the approximated call prices to the analytical formulas is illustrated in Figure 4.8 for the two

models, whereas the approximated convergence rates are shown in Table 4.19.

We note that the approximated call prices converge rapidly to their analytical values but exhibit a sawtooth
pattern. As mentioned in Section 4.6.1, such oscillatory behavior has been observed in other research (see,
for instance, Zhang and Li (2019)). However, the technique proposed by the authors to remove oscillation
and improve convergence is not directly applicable in the present context. Further investigation into how

grid design can improve convergence is left for future research.
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Table 4.18: Accuracy of the zero-coupon bond call option approximation (4.38) under Vasicek and CIR models. Bench-
mark is calculated using closed-form analytical formulas. Except for the number of grid points set to m = 1,000,
model and CTMC parameters are as listed in Table 4.15. Zero-coupon bond call option parameters using the notation

of Corollary 4.7: t,,, = 0,t,, = 2,and T = 4.

(a) Vasicek model (b) CIR model
o price-to-strike CTMC Benchmark Abs. error o price-to-strike CTMC Benchmark  Abs. error
1.67 0.38319569  0.38319569  4.29E-09 1.67 0.38326833 0.38326833 5.81E-10
1.25 0.22325433  0.22325433  4.25E-09 1.25 0.22191975 0.22191976 5.04E-10
0.1 1.00 0.06581737  0.06581712 2.56E-07 0.1 1.00 0.06057118 0.06057118 4.27E-10
0.83 0.01014165 0.01014179 1.40E-07 0.95 0.02020450  0.02020450 3.55E-09
0.71 0.00000011 0.00000011  6.79E-10 0.92 0.00000000 0.00000000 1.22E-11
o price-to-strike CTMC Benchmark Abs. error o price-to-strike CTMC Benchmark  Abs. error
1.67 0.39232996 0.39232997  1.76E-08 1.67 0.38334989 0.38334989 3.29E-09
1.25 0.22455160  0.22455166  5.84E-08 1.25 0.22190374 0.22190374 2.86E-09
0.2 1.00 0.07590525 0.07590491  3.39E-07 0.2 1.00 0.06045761 0.06045761 2.43E-09
0.83 0.01014165  0.01014179 1.40E-07 0.95 0.02020450  0.02020450  3.55E-09
0.71 0.00053736 0.00053749  1.33E-07 0.92 0.00000690 0.00000690  5.39E-09
o price-to-strike CTMC Benchmark Abs. error o price-to-strike CTMC Benchmark Abs. error
1.67 0.40772961 0.40772968  7.30E-08 1.67 0.38348301 0.38348311 1.01E-07
1.25 0.22983971  0.22983969  1.39E-08 1.25 0.22187654 0.22187663 9.48E-08
0.3 1.00 0.09108337 0.09108360  2.27E-07 0.3 1.00 0.06027987  0.06028002 1.53E-07
0.83 0.01014165  0.01014179 1.40E-07 0.95 0.02020450 0.02020450  3.55E-09
0.71 0.00465377 0.00465387  1.06E-07 0.92 0.00006003 0.00006008  5.13E-08
o price-to-strike CT™MC Benchmark Abs. error o price-to-strike CTMC Benchmark  Abs. error
1.67 0.43035317 0.43036293  9.76E-06 1.67 0.38366164  0.38366831  6.68E-06
1.25 0.24315058 0.24315678  6.20E-06 1.25 0.22183726  0.22184350  6.23E-06
04 1.00 0.10988334 0.10988798  4.64E-06 0.4 1.00 0.06011562  0.06012477 9.15E-06
0.83 0.01014165  0.01014179 1.40E-07 0.95 0.02020450 0.02020450  3.55E-09
0.71 0.01314694 0.01315072  3.77E-06 0.92 0.00011258  0.00011395 1.37E-06
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Figure 4.8: Convergence pattern of the approximated zero-coupon bond call option prices as the number of grid
points m increases. Benchmark is calculated using closed-form analytical formulas. Except for the number of grid

points m, model and CTMC parameters are as listed in Table 4.15. Zero-coupon bond call option parameters using the

200 300 400 500 600 700 800 900 1000

(a) Vasicek

Absolute Error

(b) CIR

notation of Corollary 4.7: ¢,,, = 0,¢,, =2, T =4, K =0.9.

Table 4.19: Approximation of the convergence rate of the zero-coupon bond option prices. Benchmark is calculated
using closed-form analytical formulas. Except for the number of grid points m, model and CTMC parameters are as

listed in Table 4.15. Zero-coupon bond call option parameters using the notation of Corollary 4.7: t,, =0, ¢,,, = 2,

T=4,K =0.9.
(a) Vasicek

m  Abs. error Rate
100  3.77E-05 -
250 4.05E-06 2.43
400 1.49E-06 212
550 1.07E-06 1.06
800 5.90E-07 1.58

o L TR st i
100 200 300 400 500 600 700 800 900 1000
m

(b) CIR
m  Abs. error Rate
100 6.97E-08 -
250 1.25E-08  1.88
400 4.09E-09 2.37
550 4.00E-09 0.07
800 112E-09  3.40
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412.2.3 Approximation of Callable/Putable Bond Prices

We now examine the accuracy and the convergence of Proposition 4.4.3 in approximating callable/putable
bonds under the Vasicek model. Accordingly, we consider a coupon-bearing bond with semi-annual coupons
that mature in 4 years T' = 4. The coupon rate, denoted below by q;, is set to 4% per annum compounded
semi-annually. The notional of the debt is set to /' = 100, and we assume that it can be called at any time
between the second and the fourth year for no additional cost, that is, Kf = 100 for 2 < ¢ < T and we let
Kf{ — oo when t < 2 (since exercise is not allowed). Moreover, as there is no put feature, K7 := Kf =0
for 0 < ¢ < T. Finally, we assume that accrued interest is paid to the bondholder upon redemption. The

contract specifications are summarized in Table 4.20.

Table 4.20: Callable bond contract specifications?°

F o T K¢ KP
100 0.04 4 100 0

Proposition 4.4.3is also used to calculate the value of the straight bond (i.e., the value of the coupon-bearing
bond with no optionality, when K — oo and K¥ = 0 for all ¢ € [0,T]). The results are summarized in
Table 4.21a, whereas those for the callable bond are outlined in Table 4.21b. The value of the optionality is
obtained from the difference between the value of the callable and the straight bonds. The call option has
a negative value because it is in favor of the issuer and, thus, reduces the value of the bond. For the straight
debt, a benchmark can be obtained using a closed-form analytical formula since it can be decomposed in
a series of zero-coupon bonds (see Remark 4.4.5). For the callable debt, the benchmark is calculated using

CTMC approximation with m = 2, 000.

D Ke=100 for 2 < ¢t < T and K¢ is set to a large constant when ¢ < 2.
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Table 4.21: Accuracy of Proposition 4.4.3 to approximate the values of straight and callable bonds under Vasicek
model. Model and CTMC parameters are as listed in Table 4.15. Contract specifications are as listed in Table 4.20, with

the call option exercise window starting from ¢ = 2 to maturity.

(a) Straight bond

(b) Callable bond

K CT™MC Benchmark  Rel. error K CTMC Benchmark Rel. error
0.5 111.5779419 111.5781246  1.64E-06 0.5 94.4289102 94.4293068 4.20E-06
1 104.6007798 104.6008544  7.13E-07 1 95.5617290 95.5616095  1.25E-06
2 101.3606496 101.3606597  9.94E-08 2 96.9174873 96.9173130  1.80E-06
3 100.5741608 100.5741632  2.42E-08 3 976890278 97.6890198  8.14E-08
4 100.2732264 100.2732272  8.40E-09 4 981735503 98.1735203  3.06E-07
Ro CTMC Benchmark Rel. error Ro CTMC Benchmark Rel. error
0.02 106.6205602 106.6213440  7.35E-06 0.02 97.3030355 97.3030555 2.05E-07
0.03 105.6061649 105.6062188 5.1E-07 0.03 96.4287924 96.4287773  1.57E-07
0.04 104.6007798 104.6008544  713E-07 0.04 955617290 95.5616095  1.25E-06
0.05 103.6050710 103.6051563  8.23E-07 0.05 94.7018444 94.7020397 2.06E-06
0 CTMC Benchmark Rel. error 0 CTMC Benchmark Rel. error
0.01 113.7506391  113.7506574  1.61E-07 0.01 100.5832613 100.5844116  1.14E-05
0.02 110.6102083  110.6102465  3.46E-07 0.02 98.9373817 98.9375213  1.41E-06
0.03 1075611515  107.5612085  5.30E-07 0.03 97.2623005 97.2631690  8.93E-06
0.04 104.6007798 104.6008544  7.13E-07 0.04 95.5617290  95.5616095  1.25E-06
o CTMC Benchmark Rel. error o CTMC Benchmark Rel. error
0.1 101.0176528 101.0176706 1.76E-07 0.1 97.0423712 97.0419581 4.26E-06
0.2 104.6007798 104.6008544  713E-07 0.2 955617290 95.5616095 1.25E-06
0.3 110.8775749  110.8777598  1.67E-06 0.3 95.3070805 95.3073647 2.98E-06
0.4 120.3458095 120.3474922  1.40E-05 0.4 96.1965169 96.1965745  6.00E-07
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Figure 4.9: Convergence pattern of the approximated prices of straight and callable bonds as the number of grid
points m increases under the Vasicek model. Except for the number of grid points m, model and CTMC parameters
are as listed in Table 4.15. Contract specifications are as listed in Table 4.20, with the call option exercise window

starting from ¢ = 2 to maturity.

Table 4.22: Approximation of the convergence rate of straight and callable bond prices under Vasicek model. Except
for the number of grid points m, model and CTMC parameters are as listed in Table 4.15. Contract specifications are

as listed in Table 4.20, with the call option exercise window starting from ¢ = 2 to maturity.

(a) Straight bond (b) Callable bond
m  Abs. error Rate m  Abs. error Rate
100 1.91E-04 - 100 1.10E-03 -
125 1.22E-04 2.02 125  5.25E-04  3.29
150 8.47E-05 1.99 150 2.49E-04 4.09
175  6.23E-05 1.99 175  7.96E-05 7.41
200 4.78E-05 1.99 200 3.57E-05 6.00

Again, we note that the approximation achieves a high level of accuracy in a fraction of a second across all

model parameters. The average calculation time is 0.02 seconds.

The convergence pattern of straight and callable bonds is displayed in Figure 4.9, and the approximated
convergence rates are shown in Table 4.22. For the straight bond (resp. callable bond), we note that the

approximations achieve quadratic (resp. superquadratic) convergence on average. We also observe that the
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straight bond converges smoothly to the analytical price. However, the callable debt exhibits a sawtooth

pattern. For the two securities, the absolute error decreases rapidly to 0.

412.2.4 Approximation of Convertible Bond Prices

We now investigate the accuracy of Algorithm 11 in approximating CB prices under the Black-Scholes-

Vasicek model, along with the numerical convergence of the price estimates.

That is, we suppose that the stock price process follows a geometric Brownian motion with stochastic in-

terest rates satisfying

dSt = (Rt - qt)St dt + ESSt th(l), (4 62)
AR, = k(0 — Ry)dt + 55,2,

with &, 8, 55, 5>0, and WM WP, = pt, p € [-1,1].

From Lemma 4.1, we find that f(r) = %T' The dynamics of the auxiliary process X; = In(S:) — pf(R¢)

can then be derived as

dXt = ux (t, Rt) dt + O'X(Rt) th*
(4.63)
th = Ii(g — Rt) dt + 5R th(Q)a

52 5 ~
with ux (t, Ry) = Ry — q¢ — 5 — pﬁn(& — Rt),ox = os/1— p?,and Xy = In(Sy) — pf(Ro).

Unless stated otherwise, the model parameters for the short-rate process are the same as those used in
previous examples, reported in Table 4.15 under Vasicek model. We suppose further that g = 0.2, ¢; =

0.02 for all t € [0, 7], and p = —0.2. The model parameters are summarized in Table 4.23.

Table 4.23: Model parameters

Model Ry & 0 or So G Og 1)

Black-Scholes-Vasicek 0.04 1 0.04 0.20 100 0.02 0.2 -0.2

The grid used to approximate the short-rate process, Sl({m) = {r1,r2,...,mm}, and the auxiliary process
S&M) = {x1,x9,...,x 1}, are constructed using the methodology of Tavella and Randall (Tavella and Ran-

dall (2000), Chapter 5), as explained in Section 4.6, with ar (resp. ax) representing the non-uniformity
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parameter of the grid for R(™) (resp. X (™). Unless otherwise indicated, all numerical experiments are

conducted using the CTMC parameters listed in Table 4.24.

Table 4.24: CTMC parameters

m M (& T'm &R Wil T M &X AN

Black-Scholes-Vasicek 160 100 —30R, 25R, 0.5 0.64X, 1.42X, 2 1/100

Table 4.25: CB contract specifications

F a T n
100 0.05 1 1

The contract specifications are summarized in Table 4.25. We consider a convertible bond that pays semi-
annual coupons at an annual rate of o = 0.05 with a notional F' = 100. We suppose that the bond can be

converted at any time from inception to maturity (7" = 1) at a conversion rate n = 1.

Under this set of parameters and when both dividend yield and credit spread are assumed to be nil (¢; =
¢ = 0forallt € [0,71), the valuation of American-style CBs is simplified to that of European-style CBs,
see Corollary 4.4. The results of Proposition 4.12.1%' can thus serve as a benchmark in our analysis. When
qt, ¢t > 0 for some t € [0, 7], the benchmark is calculated using CTMC approximation with A/ = 160 and
Ay = 1/252, all other CTMC parameters are as listed in Table 4.24. The results are summarized in Table

4.26.

We note that the model achieves a high level of accuracy across all model parameters. The average calcu-

lation time for the CTMC approximated prices is less than 1.70 seconds.

2 The expected present value of future coupons should be added to the formula obtained in Proposition 4.12.1.
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Table 4.26: Accuracy of the CB price approximations, Algorithm 11, under Black-Scholes-Vasicek model. Model,
CTMC, and contract parameters are as listed in Tables 4.23 and 4.24 and 4.25, respectively.

(@) qs = ¢, =0forallt € [0,T) (b) ¢+ = 0.02, ¢; = 0.05for all ¢t € [0, T
So CTMC Benchmark Rel. error So CTMC Benchmark Rel. error
90 105.99171  105.99224  4.97E-06 90 101.80110 101.80830  7.07E-05
95 108.28100 108.28568  4.33E-05 95 104.31639 104.32189 5.27E-05
100 111.08883  111.09580 6.27E-05 100 107.35768 107.35983  2.00E-05
105 114.37154 114.37855 6.12E-05 105 110.84269  110.84438 1.53E-05
110 118.06513  118.07046 4.51E-05 110 114.70970 114.70773 1.71E-05
s CTMC Benchmark Rel. error s CTMC Benchmark Rel. error
0.10 107.85312 107.88135 2.62E-04 0.10 104.28246 104.29241 9.54E-05
0.15 109.38108 109.39318 1.11E-04 0.15 105.72587 105.73050  4.38E-05
0.20 111.08883  111.09580 6.27E-05 0.20 107.35768  107.35983  2.00E-05
0.30 114.71935 114.72313 3.30E-05 0.30 110.84483  110.84572 7.97E-06
0.40 118.44863  118.45114 2.12E-05 0.40 114.43689  114.43768  6.86E-06
P CTMC Benchmark Rel. error p CTMC Benchmark Rel. error
-0.3 110.80352  110.81156 7.25E-05 -0.3 107.08461 107.08698  2.22E-05
-0.2 111.08883  111.09580 6.27E-05 -0.2 107.35768 107.35983  2.00E-05
0.2 11214557 112.14307 2.22E-05 0.2 108.37107 108.36868  2.21E-05
0.3 112.39226 112.38624  5.36E-0O5 -3 108.60805 108.59625 1.09E-04
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Figure 4.10: Convergence pattern of the CB price approximations, Algorithm 11, under Black-Scholes-Vasicek model.
Except for the number of grid points M of the auxiliary process, the model, CTMC, and contract parameters are as

listed in Tables 4.23, 4.24, and 4.25, respectively.

Table 4.27: Approximation of the convergence rate of CB prices, Algorithm 11, under Black-Scholes-Vasicek model.
Except for the number of grid points M of the auxiliary process, the model, CTMC, and contract parameters are as

listed in Tables 4.23, 4.24, and 4.25, respectively.

(@) gt = ¢ =0forallt € [0,T) (b) ¢+ = 0.02,¢; = 0.05 forall t € [0,T]
m  Rel. error Rate m Rel. error Rate
20  5.44E-03 - 20 5.16E-03 -
50 4.11E-04 2.819 50 3.36E-04 2.982
100 6.27E-05 2.711 100 3.56E-05 3.240
120 3.12E-05 3.838 120 1.46E-05 4.895
150 5.39E-06 7.861 150 8.16E-06 2.598

The convergence patterns of the approximation as M increases are illustrated in Figure 4.10, whereas the
approximated convergence rates are shown in Table 4.27. When both credit spread and dividend yield are
set to nil (¢ = ¢, = 0for all t € [0,7), the benchmark is calculated using the exact pricing formula of
Proposition 4.12.1. When credit risk and dividend yield are considered (¢q;,c¢; > 0 for some t € [0,7)),
the benchmark is obtained using CTMC approximation with A/ = 1,000 and Ay = 1/252, all other CTMC
parameters from table 4.24. Figure 4.10 shows that the approximated prices converge rapidly and smoothly

to the benchmark prices.
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