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TITLE: A STOCHASTIC DELAY MODEL FOR PRICING CORPORATE LIABILITIES

MAJOR PROFESSOR: Dr. Salah-Eldin Mohammed

We suppose that the price of a firm follows a nonlinear stochastic delay differential
equation. We also assume that any claim whose value depends on firm value and time
follows a nonlinear stochastic delay differential equation. Using self-financed strategy and
replication we are able to derive a random partial differential equation (RPDE) satisfied
by any corporate claim whose value is a function of firm value and time. Under specific
final and boundary conditions, we solve the RPDE for the debt value and loan guarantees
within a single period and homogeneous class of debt. We then analyze the risk structure
of a levered firm. We also evaluate loan guarantees in the presence of more than one debt.
Furthermore, we perform numerical simulations for specific companies and compare our

results with existing models.
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INTRODUCTION

The valuation of corporate claims has always been an important topic for finance
researchers. On the one hand, bond issuers would like to know what factors affect prices
and yields as yields represent their cost of capital. On the other hand, prospective bond
buyers are interested in knowing how sensitive yields and yield spreads are to various
relevant factors (e.g. leverage) as they develop investment strategies.

Due to the remarkable growth of the credit derivatives market, the interest in corporate
claim value models and risk structure has recently increased. This growth is explained by
the need of better prediction models to fit real market data.

Financial distress tends to be an important factor in many corporate decisions. The
two main sources of financial distress are corporate illiquidity and insolvency. In his paper
[19], Gryglewicz explains how changes in solvency affect liquidity and also how liquidity
concerns affect solvency via capital structure choice. Corporate solvency is the ability to
cover debt obligations in the long run. Uncertainty about average future profitability, with
financial leverage, generates solvency concerns. Corporate insolvency may lead to corporate
reorganization or to bankruptcy of the firm in the worst case.

Corporate bankruptcy is central to the theory of the firm. A firm is generally consid-
ered bankrupt when it cannot meet a current payment on a debt obligation. In this event
the equity holders lose all claims on the firm, and the remaining loss which is the difference
between the face value of the fixed claims and the market value of the firm, is supported
by the debt holders. This is the definition of bankruptcy that we adopt in this thesis.

Loan guarantees have been proposed by several authors as a way to encourage new
investments for companies when they become insolvent. In the contingent liabilities frame-
work, loan guarantees and similar insurance schemes have previously been analyzed within
a single maturity period and homogeneous class of debt. In their paper [52], Selby et al.

then extend the analysis of the loan guarantees to a multi period and heterogeneous loan



capital structure. One of the objective of this thesis is to derive a fair formula for loan
guarantees considering time delay in the firm value, within a heterogeneous loan capital
structure. We can also compute the profitability index for new projects undertaken by the
company.

The risk structure of interest rates on bonds with the same maturity is the degree of
the likelihood of default on the payment of interest and the principal. Returns are measured
by yields of the risky bonds to maturity of each bond. The difference between the yields of
the risky bonds and that of the risk free bonds is called the yield spreads. This yield spread
is sometimes called risk premium since it is supposed to measure the additional yield that
risky bonds pay in order to motivate investors to buy risky bonds instead of the less risky
ones.

There does not seem to be a consensus among researchers on what the determinants of
the risk structure are. Different variables have been considered to represent a valid measure
of risk depending on whether one uses the same maturity or different maturities, see ([38]).
The question is: are we able to know what are the determinants of the risk structure in
case the model includes information from the past?

The studies of stochastic models with memory including nonlinear equations do not
allow for explicit solutions. Therefore numerical approximation methods of solution are
needed. Fortunately, researchers have developed multiple numerical schemes and simulation
methods over years for stochastic functionals differential equations (SFDE).

This research is the result of an attempt to obtain satisfactory answers to the questions
raised above and to examine some solutions to corporate insolvency. Moreover, I analyze
different situations to determine a measure of risk, corporate insolvency characteristics seen
in practice, and to suggest possible extensions and improvements for further research.

In the corporate finance studies, delay equations have not been introduced. Because
of the isomorphic relationship between a levered equity and a Furopean call option (see

Merton [41]) on the one hand, and the isomorphic correspondence between loan guarantees



and common stock put options (see Merton [39]), we can claim that results obtained in the
theory of option pricing are feasible in corporate liabilities pricing.

The contribution of this thesis is the introduction of delay models in corporate claims
pricing. In this work, we derive a formula for the price of an option used for the pricing of
corporate defaultable bonds and adopt this approach to the valuation of loan guarantees
for companies in financial distress. Moreover, we test our model against real data using
the implicit Euler Maruyama scheme. We further analyze the risk structure of interest
rates. From these analysis, we are able to distinguish what are the valid measure of risk of
a firm. This contributes to the application of the model with delay on practical cases. We
provide the implicit Euler-Maruyama scheme to approximate the company value. We give
a scheme approximation to diligently solve the RPDE. For the discretization with respect
to v, we made use of the combination difference and finite volume (methods most used are
finite element and finite difference). For the discretization with respect to time, we use the
exponential method on a practical case. Although the later method has been used in other
application in flows, we applied it in financial problem. We perform simulations to test the
models and compare with Merton’s model. Overall, this work is a contribution to the area
of stochastic analysis and its application to corporate claims pricing and to simulations of
real world situation.

The outline of this thesis is as follows. In Chapter 1, some useful definitions and results
are stated. It also presents some previous work in the field of corporate claims pricing and
delay models by giving a survey of the financial markets, pricing theory in delay settings
and numerical methods available to perform the valuation. In Chapter 2, we propose a
generalized delay model for pricing corporate liabilities. In Chapter 3, we consider a single
homogeneous class of debt to derive a formula for the fair value of a risky debt and that
of a loan guarantee. Chapter 4 presents analysis of the risk structure of interest rate of a
company. In Chapter 5, we derive a formula for loan guarantees in the case of more than

one class of debt. Chapter 6 provides some numerical schemes used and testing our models



against real data and also for Merton’s models. We also compare the graphs obtained for

specific company values for both models.



CHAPTER 1
BACKGROUND AND PREVIOUS WORK

Let’s start with some useful definitions and results. All the prices below are assumed
to be random processes defined on some probability space (€2, F, P), where € is a sample
space (set of all possible outcomes), F is the family of all events (subsets of ) and P is
the probability measure which specifies each event’s likelihood of happening. We provide

some useful definitions:

Definition. (Self-financing Strategy) [42]

Let V(t) be the value of a portfolio for all ¢+ > 0, V°(¢) and V(t) the values of the
riskless asset and the risky asset respectively. Let (6°(t));>0 and (0'(¢));>0 be some adapted
processes representing the number of units of the riskless asset and that of the risky asset

respectively. A self financing strategy is defined as the pair (6°(t), 6'(t))¢>o that satisfies
. fot 16°(u)|du < 400 a.s., fot (01 (u)VY(u))’ du < 400 as.

o V(t) = °()VO(t) + O (OVI(E) = °(0)VO(0) + L (0)VI(0) + [ 6°(u)dVO(u) +
fot 0 (u)dVi(u) a.s.

Definition. (Admissible Self-financing Strategy) [16]

A self financing strategy is 6 = (6°,6') is admissible (or tame) if for some k < oo,

Vo(t) > —k, forallt e [0,T] a.s.

Definition. (Martingale, submartingale, supermartingale) [42]
An F;-adapted stochastic process X : T x Q — R is a martingale, submartingale, super-
martingale with respect to a filtration (F;):>o and a probability measure P if it satisfies

Ep(X;) < oo and X, = E(X{|F,), Ep(X;") < 0o and X, < E (X;|F,) and Ep(X; ) < oo



and X, > E (Xy|F) for all s < ¢t € P-a.s., respectively. (X7 = X V0 = 1x-0X and

X~ =—-XA0=—1ys0X.)

Definition. (Local Martingale) [42]
An F;-adapted stochastic process X : T x Q — R is a local martingale with respect to a
filtration (F;)¢>0 and probability measure P if there exists a sequence 7T, of stopping times

such that
o P(T,, <Tyy1 =1)and T,, — oo, P-a.s. for all n and
e the (stopped) process XtT” := Xyar is an Fyar martingale for each n > 1.

Definition. (Risk neutral probability) [16]
The risk neutral probability is a measure under which price process of any tradeable security

which pays no coupons or dividends, becomes an F-martingale.

Definition. (No arbitrage) [42]
The market consisting of VO(t), V1(¢) is said to satisfy the no arbitrage property if there

does not exist any self-financing strategy 6 such that the following relations hold:
e 15(0) =0 (no initial investment),
e Vp(T) > 0 (no risk),
o P(Vp(T) > 0) > 0 (possible profit),

where Vj is the value of the portfolio with respect to the strategy 6.
In other words, a no arbitrage opportunity is a self strategy that consists of having a

positive return at a later time if and only if an initial investment is made.

Theorem 1.0.1. /23]

Let Q € M(P) where M(P) is the set of equivalent martingale to P such that the discounted



value of Vi is a Q-local martingale. For an admissible strategy 6 = (6°,01, ..., %),

Z(t) ::Z /0 0'(s)dV'(s)

15 a Q-local martingale and a Q-super martingale.

Thus M(P) # 0 implies No Arbitrage

Proposition 1.0.2. (First Fundamental Theorem of Asset Pricing) [35]
The market model admits no arbitrage opportunities if and only if there exists a probability

measure P* equivalent to P such that the discounted value of a company is a martingale

under P*.

Theorem 1.0.3. (Martingale Representation Theorem) [25]
Suppose W is a Wiener process on a probability space (2, F, P), where P is a probabil-

ity measure. Let (ftW) be the filtration generated by {W(t), t € [0,T]}. If M is a

te[0,7]

(ftW) . 6[07T]-martmgale, then there exists an (ftW) . 6[07T]-predictable process @ such that

t
/ lo(s)|?ds < oo a.s.
0

and

M(t) = Ep(M(0)) + /0 o(s)dW (s), te0,T].

Theorem 1.0.4. (Girsanov Theorem) [25]

Let W(t), t € [0,T] be a standard Wiener process under the market probability measure P;
and let (Fi)icpo,1) be the filtration generated by {W (t), t € [0,T]}. Suppose that we are given
a probability space (2, F, (Ft)eejo,r), P). Moreover, consider 0(t), t € [0,T] an (F;)-adapted

integrable and predictable process such that fOT 10(s)|?ds < oo a.s. Define a process

W*(t) = — /Ote(s)ds + W ()

7



and

L :eg;p(— /Ote(s)dW(s)—%/Ot|9(s)|2ds),t€ 0,7].

In addition, define the probability measure P* on (2, F), equivalent to P, by dP* := LpdP.

Then under P* the process W*(t) is a standard Wiener process.

Proof. see [23].

1.1 FINANCE LITERATURE REVIEW

In the literature of corporate finance, Black and Scholes ([8], 1973) and Merton ([38],
1974) appear to be the main pioneers in the derivation of formulas for corporate claims.
Merton further analyzed the risk structure of interest rates. More specifically, he found
the relation between corporate bond spreads and government bond, and attempted to
determine a valid measure of risk. Merton ([39], 1977) derived a fair value of loan guarantees
for a single class of debt, and Selby ([52], 1988) studied the case of multiple debts.

Of course several features of individual firms and claims can affect their values and
hence their yield spreads. In fact, the assumption of constant volatility in financial models
such as in the original Black-Scholes model from which most claims derivations are inspired,
is incompatible with derivatives prices observed in the market. See for example [5]. Indeed,
many empirical tests have shown that although the Black-Scholes price is fairly close to
the observed prices, there are well-known discrepancies such as the option smile. Moreover,
Black, Scholes and Merton ignore the history in their models. Many researchers have

considered various volatility models with the intent to match the real market data.

1.1.1 Volatility Function Models for Pricing

Volatility functions have been modeled and studied under different assumptions:

e Volatility is assumed to be constant ([8]) or more generally to be a deterministic

function of time ([58]). In this approach, the volatility is independent of the current

8



price of the underlying asset.

e Volatility is assumed to be a function of time and current level of asset ([58]); because
asset price and volatility are perfectly correlated, there is only one source of random-
ness. The time and level dependence of the volatility usually prevents the existence
of a closed form solution. However, the no arbitrage argument and the completeness
of the market remain unchanged. Several methods have been developed to derive
the formula for a corresponding option price. Different methods were used such as
stochastic calculus via It6’s lemma, solving a partial differential equation obtained
via Green function. Also for the option price the formula maybe interpreted as a

continuous time limit of a binomial random model.

e Volatility is assumed to involve a different source of randomness which may be per-
fectly correlated to the initial Wiener process in the underlying asset price. In case the

sources of randomness are not correlated, one obtains a stochastic volatility model.

1.1.2 Model with Delay

The Efficient Markets hypothesis as described in ([8]) implies that all information
available is already reflected in the present underlying asset price and that no information
on its history can help in the prediction of the future performance. However, some statistical
studies of stock prices indicate the dependence on past returns ([7], [51]). Bernard and
Thomas in their paper ([7]) analyzed the drift of estimated cumulative abnormal returns
after earnings are announced. They observed that the returns continue to drift up for good

news firms and drift down for bad news firms. Their two explanations suggest that:

e at least a portion of the price response of new information is delayed. They explained
that the delay might occur either because traders fail to assimilate available informa-
tion, or because certain costs (such as transaction costs) exceed gains from immediate

exploitation of information for a sufficiently large number of traders.



e because the capital asset pricing model used to calculate the abnormal returns is
either incomplete or misestimated, researchers fail to adjust raw returns fully for

risk.

They concluded that their results are consistent with a delayed response to information.

Kind, Liptser and Runggaldier in their paper ([29]) obtained a diffusion approximation
result for processes satisfying equations with past dependent coefficients and their result
was applied to a model of option pricing in which the underlying asset price volatility
depends on the past evolution. It was shown that the volatility is a deterministic function
of time, which is determined by the initial stock price path.

In their work ([13]), Chang and Yoree studied the pricing of a European contingent
claim for the Black Scholes securities market with a hereditary price structure and showed
that Black Scholes formula can be generalized to include the Black Scholes securities market
with affine hereditary price structure.

Mohammed et al. ([2]) derived a delayed option price formula by solving a random
pde similar to that of Black and Scholes. A closed form formula is obtained for the last
delay period.

In all the above mentioned papers the authors show that the past dependence of the
stock price process is an important feature to capture the better prediction of the future
dynamic. Therefore it should not be ignored.

This is a motivation for introducing delay models in corporate finance pricing.

1.2 STOCHASTIC MODELS REVIEW

1.2.1 A General Delay Model
The content introduced in this section will be used throughout this chapter. Let

L >0, T >0, and n a positive integer. Denote by R" the n-dimensional Euclidean space

10



with the Euclidean norm

|| = Jai+ ..+ a2, x=(11,..,2,) € R,

and R™*! the space of real n x [ matrices with the Frobenius norm

| Alpxi = +/trace(AT A),

where A7 is the transpose of A.
For each t € [0,00) and each continuous path z : [—L,00) — R", define the segment
xy: [—L,0] — R" by

xi(u) =z(t+u) as.,, —L<u<0.

Denote by C), :== C([—L,0]; R") the Banach space of all continuous paths 7 : [-L,0] — R"

given the supremum norm

Inlle, == sup |n(s)l, n € Cn.

s€[—L,0]

Consider a filtered probability space (2, F, Fi>o, P) satisfying the following conditions: the

filtration (Fi>0), is right-continuous, and each F;,t € [0, 00), contains all P-null sets in F.
Existence, Uniqueness and Stability

Let H : [0,T] x C, — R™ and G : [0,T] x C, — R™! be jointly continuous and

Lipschitz in the second variable, uniformly with respect to the first variable, viz.

H(E,m) = H(Emo)l[en + (|G m) = Gt n2) g < pllm = 2l e, (1.1)

11



for all t € [0,7] and n1,7m2 € C,. The Lipschitz constant p is independent of ¢ € [0,7].
Because H and G are continuous, for each (F;)o<t<r-adapted process z : [0,7] — C,, the
processes H(.,z(.)) and G(.,z(.)) are also (F;)o<t<r-adapted. Let W be an [-dimensional
Brownian Motion on the filtered probability space (€2, F, Fi>o, P) and let n € C,,.

The functionals H and G also satisfy the linear growth property

IH @) llen + [|GE ) [pee < C(+nlle,), (1.2)

where C' is a positive constant independent of t € [0,7]. To see this, set n; = n and
12 = 0 in the Lipschitz condition (1.1), and use joint continuity of H and G. Consider the

stochastic functional differential equation (SFDE)

dz(t) = H(t,z)dt + G(t,z)dW(t), t €[0,T]

2(t) = (1), te[=L,0],

where the segment z; € (), is as given before. A solution of (1.3) is a process = €
C([-L,T],R") adapted to (F;)o<t<r, with initial process ¢, which satisfies the Ito integral

equation

o(t) = ©(0) + [, H(s,zs)ds + [, G(s,z5)dW (s), t€[0,T] 1.4

(), tel=L,0]

almost surely.

Theorem 1.2.1. Suppose H and G satisfy the hypotheses discussed above (i.e. Lipschitz
and joint continuity conditions) and let ¢ : 0 — C,,, Fo-adapted.
Then the SDDE (1.3) has a unique (F;)o<i<r-adapted solution x¥ : [—L,T] — R™ with

xy € Cy sample continuous for all t € [0,T) and ¥ € C([—-L,T),R"™) for all T > 0. For
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a given @, uniqueness holds up to equivalence among all (Fi)o<i<r-adapted processes in

C([-L,T],R™).

The following theorem shows the Liptchitz continuous dependence of the solution on

the initial condition Let ¢; <t € [0.T]. The SFDE

o(t) = ©(0) + ftl H(s,zs)ds + ftl G(s,xs)dW (s), t € [t1,T] L5

Qp(t - t1)> le [tl - L>t1]>

can be solved for any JF;-measurable initial process ¢ : Q@ — ), at time ¢; with a unique

solution x € C([t; — L, t1],R™). From the above, one can build the family of maps

D' . L*(Q,C,) — L*(Q,C,)  t>1

Y= Ty

We define DY = Dy, t > 0 as
Dy : L*(Q,C,) — L*(Q,C,).

Theorem 1.2.2. Assume G and W in equation (1.3) satisfy the conditions of theorem

1.2.1. Then each map
D, : C([-L,0],R") — C(|-L,0],F), te€][0,T],

is Lipschitz; indeed for all t € [0,T], 1,92 € C([—L,0],R"), Fo-adapted, if yu is the Lip-

schitz constant of H and G which is independent of t € [0,T], and M is a martingale

13



constant then

2
IDe(02) — Di(1) |l 20,0y < V20102 — 01|00 .

1.2.2 Euler Maruyama Scheme for SFDEs

SFDE approximations have been studied by several authors. The strong (or almost
sure) Euler scheme (order 1) and the strong Milstein scheme (order 1) for SDDEs were
developed by Ahmed, Elsanousi and Mohammed [1], Mohammed [43], Hu, Mohammed and
Yan [21] and Baker and Buckwar [3], Kiichler and Platen [33]. Weak approximations for
SODEs (stochastic ordinary differential equations) are well-developed by Bally and Talay,
Kloeden and Platen, Kohatsu-Higa in [4, 30, 32] respectively. : Buckwar and Shardlow ([9])

studied the weak Euler scheme of order 1 following the n-dimensional SFDE with linear

smooth memory drift term and memoryless diffusion term:

vt o0 w(u+ s)p(ds)du + [ fx(u))du + [ g(a(u)dW (u),t >0

n(t), -7 <t <0.

In the above equation, the initial condition (v,7n) € My := R" x C(|—7,0], R"). Buckwar
and Shardlow embeded the above SFDE in an infinite-dimensional nondelay stochastic
equation in the Hilbert space Ms, then performed the weak numerical approximation on
the induced non delay equation in Ms. The weak approximation in M, following duality
methods for weak Euler scheme has been independently studied in [14]. In [10] the authors
proved the weak convergence of order 1 of the Euler scheme for fully nonlinear SDDEs with
multiple discrete delays and smooth memory. Further, in their paper [21] Mohammed et
al. proved the strong convergence of the Euler-Maruyama scheme for SFDEs.

Strong discrete-time approximations for SFDEs have been derived in [21], including

an Fuler-Maruyama scheme for a class of SEFDEs with mixed discrete and continuous delay.
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The convergence of a Euler-Maruyama scheme for the SFDE (1.3), was given [21].

Define the projection P : C,, — R™ associated with uy,...,u; € [~L,0] by

P(() := (C(w1), ....,C(w)) € R™, for all ¢ € C,,. (1.6)

Definition. A function Q € C([0,T] x C,,,R) is tame if there exist ¢ € C([0,T] x R™ R)

and a projection P such that

Qt,¢) =q(t,P(C)), forallte[0,T]and (€ C,. (1.7)

Assume that G : [0,T] x R" — L(R™ R") and H : [0,T] x R"2 — R" are Lipschitz

viz. there are two constants 71,72 > 0 such that for all ¢ € [0, 7]

|G (t,22) — G(t,z1)| < 1|we — 21| for all 2y, 25 € R™, (1.8)
|H (t,2) — H(t,y1)| < Yalya — | for all g1, 5o € R™2. (1.9)
Assume also
sup (|G(t,0)| +|H(t,0)]) < 0. (1.10)
0<t<T

We want to approximate the solution X (¢) to the SDDE (1.3). Let (uy 1, ...,u1,,) € [—L, 0]
and (ug1, ..., u2y,) € [—L, 0] be two sets of points associated with the projections P, and P,
respectively. Let W (t), t € [0,00) be a m-dimensional Brownian motion defined on a
probability space (2, F, P), and ¢ : Q — C,, be a random initial process independent of
W(t), t € [0,7]. Under the Lipschitz and boundedness conditions (1.8), (1.9) and (1.10),
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Mohammed had proven in [45] the following class of SDDE’s

Yo 0(0) + [ H(s, Bo(X,))ds + [5 G(s, PL(X,))dW (s), t € [0,00) i

o(t), te[-L,0)

has a unique strong solution. Let 7 : 0 = tg < t; < ... < tx_1 < tx = T be a partition of
[0, 7] with mesh

|| := max[t; — t;_1].
1<i<n

Then define the Euler Maruyama approximation X™ for the solution X of (1.11) by

(

X7T(tim1) + H(tior, Po(XT_ ) (¢ — tic1) + G(timr, PUXE_))(W(E) = W(ti-1)),

X7 (1) = t € (tio, ]

\ ©™(t), te[—L,0]

(1.12)
where XJ = X™(t +u), u € [—L,0], t > 0, ¢™ is the piecewise linear approximation
(ts —w)p(ts—1) + (u —ts—1)p(ts)

ts - ts—l ’
T =L =1 <l_jp <t_ijo < ...<t_jyu_1) <to=01ie s e [—i,0]. We consider the

O™ (u) = u € [ts—1,ts] with the negative partition 7 =

partition 7, := {ts : s = —i,...,0, ...k} of the interval [—L,T.

Assume the regularity condition:

|H(ta,0) = H(tr, @) llmn + | Gt2, ) = Glt1, )| emzmy < B+ Ilplle )t — a2, (1.13)

Mohammed et al. in [21] showed that under the regular condition (1.13) on the coefficients,

one has the error estimate

E sup | X7 — X[l < K(p)|x|%, forany p > 1, (1.14)
0<t<T
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which shows that the Euler Maruyama scheme has a strong order of convergence 0.5.
We now give a proof of the estimate (1.14). Without loss of generality assume that T’

is a multiple of i. Define for any u € [—L, T
|_UJ =1, ifti§u<ti+1, —L<i<n-1
With this notation, we can write the Euler-Maruyama approximation in the form

Xo(8) — (0) + [ H(|s), Bo(XT, ))ds + [} G(Ls), PL(XT,))dW (s), t € [0,00)

o(t), te[—-L,0).
(1.15)

We want to show that the Euler-Maruyama approximation X" (¢) converges to the solution
X(t) of (1.11).

To show this, let p > 1 such that |r| = %. Consider the sequence (XP(t))_;o,<r
defined as

P(0) + [y His — L.X7 )ds + [{ Gls — L, X7 )dW(s), t € [0,00)

XP(t) = (1.16)

e(t), te[-L,0).

The above SFDE is a general case of the SDDE (1.15) It easy to see that the above
X7(t) = XP(t) for all t € [—L,00). If we rewrite (1.3), (??) and (1.16) with no time

dependency, we have

dX(t) = H(X,)dt + G(X:)dW (1), t€[0,T)
(1.17)

X(t) = (t), te[-L,0]
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. p(0) + Jy H(XT,))ds + [y G(XT,))dW(s), t € [0,00) i

o(t), te[—-L,0)

0(0) + [y H(XP_)ds + [y G(XP_,)dW(s), t€ [0,00)

1
p

XP(t) = . (1.19)
o(t), te[-L,0)

Considering |s] = s — % the two equations (1.17) and (1.18) are the same. We first state

the following four results:

Theorem 1.2.3 (Jensen’s inequality). Let 0 : R — R be a real convex function.

e For a sequence (x;)i=1,. 1 € R, the finite form of the Jensen’s inequality is given by

o Let f: |a,b] — R be a nonnegative function that is Lebesgue integrable. Then the

integral form of the Jensen’s inequality is given by

o([ ) < 5 [o0-wsane

The above inequalities are proved in Rudin [50].

Theorem 1.2.4. Let W : [a,b] xQ — R! be an I-dimensional Brownian Motion on a filtered
probability space (Q, F, (Ft)a<t<p, P). Suppose F : [a,b] x Q — L(R',R") is measurable,

(Fi)a<t<p-adapted and f;E|F(s, )|**ds < oo, for an integer k > 1. Then

2k
E sup

a<t<b

/F(s,.)dW(s) §ck(l,n)(b—a)k_1/ E|F(s,.)|**ds

18



4 372 \ F
where ci(l,n) == n*! ( Gl )

2k —1
For a proof of the above result see [49] and [45] (Chap. 1 Theorem 8.5).

Lemma 1.2.5 (Grownwall’s inequality). Let 0,1, and ps be real-valued non-negative
functions defined on [a,b]. Assume that 6 and @o are continuous and p; is non-decreasing.
If
t
00 < p1(®)+ [ ea(s)0()ds. t o]

then

t
0(0) < 0 [ eaoias) 1 elan
The above result is proved in Willet [57].

Theorem 1.2.6 (Kolmogorov’s continuity criterion). Let (X"(t))" ., t € [0,T], be a se-

quence of stochastic processes with values in a Banach space E. Assume that there exist

positive constants oy, ag, v > 1, all independent of n, such that
FE (HXn(tg) — Xn(tl)H%l) S ’}/|t2 — t1|a2+1, fO’f’ all tl,tg € [O,T]

Then each X™ has a continuous modification X™. Further, let 3 be an arbitrary positive

@2

number less than $2. Then there exists a positive random variable n, with E (n,') < Ki,

where Ki is a constant independent of n, such that

HX"(tQ) —X(t)

< 77n|t2 — t1|6, fO’f’ all t1,to € [O,T] a.s..
E

The proof can be found in Kunita [34].

We will proceed by integrating forward over steps of length %.

Lemma 1.2.7. Let X? be defined as in (1.18) and t € [-L,T]. Then

19



(i) XP,t €[0,T) and XP(t),t € [-L,T] are well defined and F;-measurable.

(1) (XP(5))_pcyey € L? (Q,C([-L,1],R™)) and X} € L*(Q,C,), such that

E < sup |Xp(8)|2> + X720 < c1,

s€[—L,t]

where ¢y is a constant independent of p.

(iii) Let ¢ > 1 be an integer. Fach XP satisfies
E|XP(ty) — XP(t1)|* < cglta — t1]? for all t1,t5 € [0,T],

where ¢, is a constant independent of p.

Proof. We prove (i) by induction on m. Without loss of generality, consider T a positive
integer. If t € [-L,—L + %] and t € [0, %] for X (t) and X, respectively, then (i) holds
trivially. Let m be an integer such that —Lp+ 1 < m < pT — 2. Assume that property (7)

holds for all ¢ &€ [m mH} Let ¢t € [m+1 m+2} then

-2 ()4 [ (Yoo [o(x)ave. s

p p

By induction hypothesis, (Xp(t))te[@_ﬂ] is well defined, continuous and (ft)te[ﬂ7m_+1:|,

P

then by Lemma 2.1 in Mohammed [45] chap.2, (X;f’)te[ﬂ mt1] is well defined, continuous and

(Ft)e e[, +1]-adapted. Hence X7 1 is F,_ 1- -measurable for all ¢ € [m—H m—“} Thus for

p '’ p

allt € [ ;1’ mf} H (Xf_;) and G( _1> are continuous and (ft)te[m_ﬂﬁ_w]-adapted.

Consequently by (1.20), (zP(t)) e[mil me2] is well defined, continuous semi-martingale and
p P

p ' p

(ft)te[m_ﬂﬁ_ﬁ]-adapted. Therefore (i) is true for all ¢ € [m—H m—”}

To complete the proof of (i7), we first write the following trivial inequalities for all
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te [O,m—“}

p

E < sup IXf(U)I2> <E < sup IXP(U)I2> < lelliz e, + E < sup IXP(U)I2> :

u€[—L,0] u€[—L,t] u€[0,t]
(1.21)
But for all ¢ € [o, mTﬂ
E (supyepoq [ X7 (u)[?)
2
=F <supu€[07t] e(0)+ [, H (X:_L) ds+ [ G (Xf_l) dW (s) )
by Theorem 1.2.3
2 2
<31 <supue[o,t] <|s0(0)|2 el (xo)asf + e (xn ) awes )) .
(1.22)

Again from Theorem 1.2.3,

t t
/H(Xf_l) ds gt/ H(Xf_l)
0 p 0 P

Moreover by Theorem 1.2.4, for all t € [0, mTJ’z}

/OtG(Xf_%) dw (s) §412/0tEHG (Xf_%)

2 2 m+ 2

ds, forallte {0, T] . (1.23)

L2(Q,Rn)

2 2

ds. (1.24)

LZ(Q,RTLXZ)

FE sup

0<u<t
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2

Further, by the linear growth property of H and G, we have for all t € [0, mTJ’z}
2
ds + 412 [}

H(Xf_l) G(Xf_;)
P LZ(Q,R”) p

2
< (t+ 42K [ (1 + ||$§_1||L2(Q,Cn)) ds

ds

LZ(QJRTLXZ)

th

< AT K(T + 412) (1 + ||¢||%2(Q7Cn)) +2K3(T + 412) [1 B (supgeyes | XP(u)|?) ds.

(1.25)
By (1.21), (1.22), (1.23) and (1.24) we have
t
E | sup | XP(u)f? §K1+K2/ E | sup |XP(u)|? | ds, (1.26)
u€[0,t] 0 u€l0,s]

where K1 := 3] p|2 g ¢,y + 67K (T + 412) (1 v ||¢||§2(Qﬁcn)) and Ky 1= 6K2(T + 412). By

Gronwall’s Lemma, we obtain

E | sup |2P(u)|* | < Kjef2t, (1.27)
u€(0,¢]
Hence
E < Sl[lp] |Xp(u)|2> + 1 XP | 2,0 < 2K1€™ 4 2]0ll 2.0 (1.28)
ue(0,t

To prove (iii), we use Jensen’s inequality, Theorem 1.2.4, (i7) and the linear growth property
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of H and G toobtain for all 0 < ¢ <t < T

2q

E|XP(ty) —a?(t)[ = E|[* H (Xf_l) ds + fff G (Xf_l) dW (s)

t1
(o)

2q
ds

S 22q_1|t2 _ t1|2q_1 ‘/;112 EI ‘ 2
L2(Q,R™)

2q
q

F2u(nty — 1))t (222)" [ B 'G (xg_l) s

P LZ(QJRTLXZ) )

q
q
<207ty — oot (To ot (425)7) K2 2 B 1+ X7, ds
q 1 s—; LZ(Q,Cn)
q
< 921ty — |1k (Tq 4 pal (;*gi_lj) ) (1+ /)%
= Cq|t2 — t1|q
(1.29)

q
where ¢, := 2271 K% (Tq +ni! (%) ) (1+/c1).
Proposition 1.2.8. Assume that the initial process ¢ in (1.19) is pathwise -Holder con-

tinuous. Let v € (0, %) be a fixed constant. XP satisfies
(Z) |X;D(t2) — Xp(t1)| S Cp|t2 - t1|ﬁ/ fO’f’ all tl,tg € [O,T] a.s.,

.. 2
(i6) || X2, — X2 [2aierc,y < 3Chlte — 127 + 2B SUDue((ianiyno,—eanzyna [9(0) — ot + )2

+ ESuDyci 1 _(tonryno) [9(ta +u) — @ty +u)*  for all0 <ty <t <T, as.,

where Cy s a constant independent of p and c, is a positive random variable satisfying

E(d) <0y (0>1).

Proof. To prove (i), let { > ﬁ be an integer. By Lemma 1.2.7 (7i7),
E|XP(t2) — XP(t1)]* < cc|ta—11]¢ for all t1,t5 € [0,T)]. Notice that v < Cz;cl, then it follows
from Kolmogorov’s continuity criterion that there exists a positive random variable ¢, such

that [XP(ts) — X?(t1)| < |t2 — t1|" a.s., with E(cf) < Oy, Cf is a constant independent of p

and 0 = 2v. To prove (i7), let’s consider 0 < t; <ty < T, then
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2
1 = X2 ey = ESPuciora X7 (2 + ) = XP(t1 + w)P

IN

E SUDye(—(t1 AL)A0,0] | XP(ty +u) — XP(t + u)|?
(1.30)
+  Esupye—(unryno—tianyno) [ X (t2 +u) — XP(t + u)|?

+  ESuDyc(_1—(toanyng | XP(t2 + 1) — XP(t1 + u)|>.

Using (i), we obtain the following estimates:

FE sup |Xp(t2 + U) — Xp(tl + U)|2 S E(C;)Hg — t1|2ﬁ/ S 02|t2 — t1|2ﬁ/, (a)
u€(—(t1AL)A0,0]
ESUD e~ (111100, (1110 n0) [ XP (T2 + 1) — XP (1 + u)[?
< 205ty — 1> + 2F SUPye(—(taAL)70,—(taL)A0] |£(0) — p(t1 + u)|?
and

E sup | XP(ty+u) — XP(t1+u)*=E sup lo(ta +u) — ot +u)* (c)
u€|—L,—(t2AL)AO] u€|—L,—(taAL)AO]

Plugging (a), (b) and (c) in (1.30), we obtain

2
HX{;DZ - X{;Dl HLZ(Q,Cn) < 3Cs|ta — t1|2ﬁ/ +2FE SUPuye(—(t2AL)AO,— (11 AL)AO] [0(0) — @(t1 + u)|

+ ESupyci 1 _(toanyno) |2tz + 1) — oty +u)|? forall —L <t; <t <T.
(1.31)

Theorem 1.2.9. Let the process X7 (t) be defined as in (1.18). Assume that the initial
process ¢ is pathwise %-Hb'lder continuous. Then under the Lipschitz and the joint continu-

ity conditions on H and G, X™(t) converges in L*(Q, C([—L,T],R™)) to X (t) that satisfies
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(1.17). The rate of convergence is given by

E sup [X7(u) = X(u)* < K[|

u€(0,t]

where K is a positive constant independent of 7.

Proof. By Jensen’s inequality and Theorem 1.2.4, we have

ESup,ep0. | X7 (1) — X (u)]* =
Esw,eoq | Jy (H (X5)) = H(X))ds+ [ (G (X[,) = G (X)) aw(s)P
<2t o 1H (X)) = H (X)) Bagommyds
2(41%) fo ||G< LSJ) G (Xy) ||%2(Q7Rnxl)ds by Jensen’s inequality
<2t +4) Jy [I1H (X7)) = H (X agmn + 16 (XT)) = G (X B | ds
<2t +41%)p fo IXTy = XsllZ2.0m)ds
< 4t +48) fy (IX7) = X2 a0+ IXTy = Xl3aacy) ) ds

< 4P (L + A12)3Cs|m|T + 43 (t + A%) [ Esup,ep.q | X™(w) — X (u)[?ds.
(1.32)

The last inequality comes from Proposition 1.2.8 and the definition of the norm in

L?(Q2,Cn). Finally, using Gronwall’s Lemma, we obtain

E sup |X"(u) — X(u)]* < K'|x|
u€(0,¢]
with K" := 1242 (t + 412)CoTe* (+47T  Hence 2™ converges in L*(Q, C([—L, T],R™)) as 7
goes to 0. The rate of convergence is %
We present the numerical approximation of the solution for our model in Chapter 6, which

is a particular case of (1.3).
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CHAPTER 2
A GENERALIZED DELAY MODEL FOR PRICING CORPORATE
LIABILITIES

We provide definition of some financial terms.

Definition. (Firm Value or Company value)
The Market value of the company’s machines and commercial activities. This value is equal

to the market value of the equityholders plus the market value of the net financial debt.

Definition. (Equity Value)
The total dollar market value of all of a company’s outstanding shares. Market value of
equity is calculated by multiplying the company’s current stock price by its number of

outstanding shares. It’s the total value of the business after taking out the amount owed

to debtholders.

Definition. (Trading Strategy)[42]
A dynamic portfolio which is a predictable R?-valued process (z;,y:), t € [0, T], satisfying
f(f r2ds < oo and fot y2ds < 0o, a.s. for all t € (0, 00), respectively. This requirement insures

that the stochastic differentials are defined.

Definition. (Trading Strategy)
A trading strategy is a set of objective rules that guide a trader in his trading decisions.
It may design the conditions that must be met for trade entries and exits in order to avoid

arbitrage or to hedge the risk.

Definition. (Corporate claim or corporate liability) [56]

An official request for money usually in the form of compensation, from a corporation.

Definition. (Contingent liability) [56]

A liability that may or may not occur, but for which provision is made in a company’s
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accounts, as opposed to “provisions”, for which money is set aside for an anticipated ex-

penditure.

Definition. (Attainable Contingent Claim)[42]
A contingent claim X is said to be attainable if there exists a strategy ¢ such that 17(;5 is
a martingale under the risk neutral measure and Y,(t) = X. Such a strategy is called a

replicating strategy (or hedging strategy) for the contingent claim X.

Definition. (Debt security) [56]
A security issued by a company or government which represents money borrowed from the
security’s purchaser and which must be repaid at a specified maturity date, usually at a

specified interest rate.

Definition. (Loan Guarantees) [56]
Loan on which a promise is made by a third party or guarantor that he or she will be liable

if the creditor fails to fulfill their contractual obligations.

2.1 STOCHASTIC DELAY MODELS FOR A FIRM VALUE

In this chapter we propose a stochastic delay model for a firm value. We consider a
firm whose value at time ¢ is given by a stochastic process V (t) on a complete probability
space (2, F, P) with a right continuous filtration (F;)o<t<r. The firm value V() satisfies

the following nonlinear stochastic delay differential equation (SDDE)

dV (t) = f(Vi,t)dt + g(V(t — L))V (t)dW (t), t € [0,T] 1)

V(t) = (), t € [=L,0],

where L, Ly and T are positive constants with L > Ls.
The function f: [0,7] x C(|—L,0],R) — R is a given continuous functional and

g : R — R is continuous. The initial process ¢ : Q — C([—L, 0], R) is Fy-measurable with
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respect to the Borel g-algebra of C'([—L, 0], R) which is the Banach space of all continuous
functions 7 : [ L, 0] — R with the supremum norm |[n| := supse(_, o) [7(8)]-

The process W is a one dimensional standard Brownian motion adapted to the filtra-
tion (Fy)o<t<r; and V; € C([—L, 0], R) is the segment V;(s) :=V(t + s),s € [-L,0],t > 0.
Let us consider the following two possible definitions of the continuous functional f as

f1:00,7T] x C([-L,0],R) — R, i = 1,2, where

FHe,t) == ap(=L1)p(0), f2(p.t) = ap(—Ly),

for all (p,t) € C(|—L,0],R) x [0,T], o, Ly are positive constant with L = max{Lq, Lo}. If
we replace f by f',i = 1,2 in equation (2.1), we obtain the following two possible stochastic

delay differential equations (SDDE):

dV(t) = aV()V(t — Ly)dt + g(V(t — Ly))V(t)dW (t), t € [0,T)] 2.9

V(t) = (t), t € [=L,0],

dV(t) = aV(t — Ly)dt + g(V(t — L))V (t)dW (t), t € [0,T)] 2.3

V(t) = (), t € [-L,0].
The SDDE (2.2) admits a pathwise unique solution V' under the following hypotheses:
e (i) g : R — R is continuous.

e (ii) Ly and L, are positive constants.
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The unique solution of equation (2.2) satisfies the following relation ( see [2], Theorem 1)

1
V() = 0)exp (3 oV (s = L)W (s) 4 f{ V(s = Lads = 5 [ (Vs = La))ds ).
a.s. for t € [0, 7
(2.4)
for a given Fy-measurable initial process ¢ : Q@ — C([—L,0],R). This implies that
V(t) > 0 almost surely for all ¢ > 0 whenever the initial path ¢(t) > 0 for all ¢t € [—L, 0],

therefore V(t) > 0 for all t > 0 a.s. if ¢(0) > 0.

2.2 PRICING EQUITY AND DEBT OF A LEVERED FIRM

Consider a portfolio consisting of a riskless asset (e.g., a bond or riskless debt) B(t)
with rate of return r > 0 (i.e., B(t) = €™ ) and a single firm value whose time evolution
V(t) at time ¢ is modeled by the SDDE (2.2) where ¢(0) > 0 a.s., the delays Ly, Ly are
positive and ¢ is continuous. Consider the equity value with maturity at some future time
T > t, with the face value of the debt B(7T'). Also assume that there are no transaction
costs and that there is no dividends payment on the firm value. We want to derive the fair
price of the equity and debt values at time ¢ € [0, 7.

Let (92, F, (Ft)o<t<r, P) be a probability space equipped with the natural filtration
of a standard Wiener process W (t), t € [0,7]. We recall the Girsanov’s theorem (see

Theorem 4.2.2 in [35]), Theorem 1.0.4:

Theorem 2.2.1. Let (O©:)o<t<r be a left continuous adapted process satisfying

fOT |©(s)|?ds < oo a.s., and such that the process (or)o<i<r is defined by

o= ean ([ etwaws) - o). e

Define the probability measure P* on (2, F) by dP* := ordP, assuming that Ep(or) = 1,
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where Ep stands for the expectation with respect to the probability measure P. Then the

process

W*(t) := W (t) —/Ot@(s)ds, te0,T],

1s a standard Wiener process under the measure P*.

In the following discussion, we will obtain an equivalent martingale measure with the

help of Girsanov’s theorem above.

~ Vi(t
Let V(t) := % = e "V (t),t € [0,T], be the discounted firm value process. Then

by Itd’s formula (the product rule) (see [49] Theorem 4.1.2), we obtain

dV (t) = et dV (t) — re "V (t)dt

=V (t)[(aV(t — L) —r)dt + g(V(t — Ly))dW(t)].

Define
Vi(t) := /0 (aV(s—Ly)—r)ds +/0 g(V(s— Ly))dW(s), t € (0,7
therefore
dV(t) = V(t)dVi(t), t € [0,T). (2.5)
Hence
f/(t) = (0) + /0 V(s)dVl(s),t € (0,71, (2.6)

where V(0) = ¢(0).

Let us apply Girsanov’s theorem to the process

~aV(s—Li)—r
g(V(s = L))

O(s) := s € [0,T7.
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If we suppose the following
If x # 0 for all x € (0, 00) then g(x) # 0, (2.7)

then © is well-defined since V(¢) > 0, for all t € [-L,T] a.s..

Obviously, ©(t), t € [0,T] is a predictable process. In addition, fOT |©(s)[?ds < oo a.s.
This is because V(t),t € [0, 7] is almost surely bounded and (2.7) implies that ﬁ, x €
(0,00), is bounded on bounded intervals. If F; := Fj for t < 0 then O(s),s € [0,7], is
measurable with respect to the o-algebra Fr_;, where | := min{L;, Lo} Therefore, the

stochastic integral fTT_l@(s)dW(s) conditioned on Fp_; has a normal distribution with

mean 0 and variance fTT_z ©2(s)ds. Thus

Bp {exp ( /T i@(s)dW(s)) |fT_,} ~ exp (% /T T_l|@(s)|2ds) as..

Bp {exp (/T O(s)dW () — %/T |@(s)|2ds) |fT_,] “1las

T-1 T-1

1.e.

which implies

En exp (] O () 3 T 06)Fds ) | 77

—exp ( fy  O)AW(s) = 5 [y [O(s)2ds | as.
( ; )

Consider an integer k£ > 0 such that 0 < T — kl < [. Using backward steps of length [,

sequential conditioning and induction gives

oo (I O () ~ 5 ) 00:)ds ) | 77

=exp ( fy " O()AW(s) — 5 [ " [O(s)Pds | as.
( ; )
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Hence

B oxo (I O (s) ~ 3 f) 0()1ds) | 7
= i [oxp (7 O (s) - 3 [ e(e)as) | 7
=1 a.s.

Therefore

B {0 [on () 00 () - 5 1 1005 ) 1 7
= Ep |exo (I} O~ § f) IG)ds) |

= Ep[or]
=1 as.

o raV(s—1Ly)—r 1 rlaV(s—Ly) —r|
where o1 := exp <— 0 Vs = Ly) dW(s) — 540 | SV =Ly ds)

Hence by Girsanov’s theorem, the process

PaV(s— L) —r
g(V (s — Lz))

W (E) = W(t)+/ ds, t €[0T,

is a standard Wiener process under the measure P* with dP* := oprdP. Thus the process
Vi(t), t € [0,T] defined as
t t
W)= [ @V L) = nds+ [ o(V(s = L)dW(s), te 0.
0 0

1.e.

Va(t) ::/0 g(V(u— Ly))dW*(u), t € [0,T] (2.8)

is a continuous local martingale under the measure P*. Also by (2.6) the discounted firm

value process V (t), t € [0,T] is a continuous local martingale under the measure P*. This
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means that P* is an equivalent local martingale measure. Hence by the theorem on trading
strategies (see 1.0.1 and [23] Theorem 7.1), the market consisting of (B(t),V(t)), t €
[0, T'] satisfies the no-arbitrage property. We want to show that (B(t),V(t)), t € [0,T] is

complete. From (2.4),

V(t) = ¢(0) exp g(V(s — Ly))dW*(s) — E g*(V(s — Ly))ds |, as. fort € [0,7].
0 2 Jo
(2.9)

= (0) exp (- [yrds + [ g(V(s — L)dW (s) + o [ V(s — L)ds — % Jyg?(V(s— L))ds>
= p(0) exp (f(f g(V(s—L))dW (s) + « f(f V(s—L)ds — f(f rds — % (fgz(V(s - L))ds>
= (0) exp ( Jyg(V(s— L)W (s) + [i (aV(s — L) —r)ds — % Jy a2 (V(s — L))ds>

B ‘ (aV(s—L)—r) 1 .

= ¢(0) exp (fo g(V(s—1L)) {dW(s) + SV —I1)) ds} ~3 g*(V(s — L))ds>

= (0) exp (f(f g(V(s—L))dW*(s) — % P2V (s — L))ds> , a.s. fort e [0,T]

From the definitions of V,W* Vi, and equation (2.5), FV = FV = FV =
FYV for all t > 0, where ftV,ftV,ftW*,ftW are the o-algebras generated by
(V(s),s <t), (V(s), s < t) ,(W*(s),s <t),(W(s),s <t), respectively. Moreover FV C
F:. Now, let X be an integrable non-negative JF.-measurable random variable which is a

contingent claim. Let Z(t) be the martingale under the measure P* defined as
Z(t) := Ep(e " X|FY) = Ep- (e 7"TX|FV"), t € [0,T).

From the martingale representation theorem (see Theorem 1.0.3,[23] Theorem 9.4), we can
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find an F}V"-predictable process ko(t),t € [0, T], such that fOT(k:O(s))zds < 00, a.s. and

Z(t) = Ep* (€_TTX) + /t ka(S)dW*(S), t € [O,T]

From (2.5) and (2.8),

IS
=
Il
<

(O)g(V(t — Ly))dW*(t), t € [0,T].

Define
ny () = f/(t)g(@g)— Fye el =20 - n (7 (D), t€0,T).

Consider the market portfolio (B(t),V(t)), t € [0,T] whose strategy (ny(t),ng(t)), t €
[0, T, consists of holding ny (t) units of the firm value V(¢) and np(t) units of the debt
B(t) at time ¢. It corresponds to building a company portfolio (V (¢),Y (t), B(t)), t € [0,T]
where Y (t) is the claim value at time ¢, with strategy (nv (t), ny(t),ng(t)), t € [0,T] where

ny(t) = |1|. The value of the market portfolio at any time ¢ € [0, 7] is given by

Y(t) :=ny(t)V(t) + np(t)e™;

we also have Y (t) = €™ Z(t). From the definition of the strategy (nv(t),np(t)), t € [0,T]

and the product rule, we have dY (t) = re" Z(t) + e"dZ(t) and

dY (t) = ny(t)dV (t) + ng(t)re™, t € [0,T).

In fact
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dY (t) = e"dZ(t) +re™Z(t)

= e"td (e " (ny(t)V(t) +np(t)re™)) +r (ny(t)V(t) + np(t)re™).

Hence

dV (t) = ny (t)dY (t) + np(t)re™, t € [0,T)],

therefore the firm strategy (ny(t),ngp(t)), t € [0,7] is self-financed. In addition, Y (7)) =
e"Z(T) = X a.s. Thus the contingent claim X is attainable. This implies that the assets
market (B(t),V(t)), t € [0,7] is complete, since every contingent claim is attainable.
In order for the augmented market (B(t),V(t), X), t € [0,7T] to satisfy the no-arbitrage
condition, as shown in [23] (See Theorem 9.2), the value of the claim X at each time ¢ must
be

Y (t) = e " T VEp (X|F)) as.

The following result gives a compact version of the details described above, presenting a

formula for the fair value Y (¢) of any arbitrary claim of a company whose value’s dynamic

is described by the SDDE (2.2).

Theorem 2.2.2. Let V(t) be the value of a company whose dynamic follows the nonlinear
SDDE (2.2), where p(0) > 0 and the g satisfies assumption (2.7). Consider an Fy -
measurable non-negative integrable random variable X which represents the payoff function
of the firm’s claim value Y (t) with maturity date T'. The following formula gives the fair
value Y (t) of the claim

Y(t)=e T DEp (X|F)),t € [0,T] (2.10)
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where P* stands for the probability measure on (Q, F) defined by dP* = ordP with

—exn [ - PaV(s— L) —r s—l t
“ p( / -1 ) 2/0

The probability measure P* is a local martingale measure and the market is complete.

aV(s—1Ly)—r
g(V(s — Ly))

2
ds) , t€[0,T].

Moreover, there exists an adapted and square integrable process ko(s), s € [0,T] such that

t
Ep (e X|F)) = Ep- (e X) + / ko(s)dW*(s), t € [0,T],
0

where W* is a standard P*-Wiener process defined by

PaV(s— L) —r

JV = Lo) ds, t €[0,7],

W*(t) := W (t) +/

and the hedging strategy (nv(t),np(t)), t € [0,T] is given by

B ko(t) ) T
ny(t) = O np(t) = Z(t) — ny (OV (), t€[0,T].

For T'> land t < T — [, one can develop a recursive procedure to calculate (2.15)
by taking backwards steps of length [ from the maturity time 7" of the claim. In addition
to numerical approximations, this recursive procedure can be used to compute the equity

value at any time t € [0, T]. Clearly,

V(t) = " Ep. <Ep*(max[f/(T) _ Be'T, 0])&-,)
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The measurability arguments in the proof of Theorem 2.2.3 lead to

Ep+(max([V(T) — Be™ 0| Fr_;)

=k (V(T = 1), _% fTT—z G*(V(s — Ly))ds, fTT_l > (V(s — Lz))ds) ‘

We will study the distribution of V(T —1) and V(s — Ly), s € [T —1, T] under the equivalent
martingale measure P* in order to compute the conditional expectation of
Ep-(max[V(T) — Be'™, 0)|Fr_;) with respect to the o-algebra F;. We will discuss only the
conditional distribution of the solution process V(s — Ly) for s € [T'—{,T]. Similar way
can be applied to the corresponding distribution of f/(T —1).

In case T" > nl for some positive integer n and ¢t € [T — (n + 1)I,T — nl], then for all

u € [T —1,T] from equation (2.9) we get

V(s — L) = 27 (1) [ exp ( /t " V0 — L)W () — : /t .ti P(V(u— Lg))dU)
- - - (2.11)
with )
t if 1 = 0.
tii=q T—(n—i+ 1l ifi=1,...,n—1,
s— Lo if i = n.

\

It’s easy to see that V(t) is Fj-measurable. The first factor in the product in (2.11) is

exp ( /t TV L)) AW () — % /t T AV Lg))du> @212

1 —-n .
In order to obtain an approximation of (2.12), we see that ~3 tT lgz(V(u — Lo))du is F-
measurable, the integrand (¢(V (u—Ls)), u € [t,T —nl]) is also F;-measurable, and W* is a

standard Wiener process under the measure P*. According to the conditional distribution
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. . . T—nl
under P*, one can construct an approximation of the integral ft

9(V(u = Ly))dW*(u)
(see e.g. [30] and [31]), which in turn yields an approximation of (2.12). The second factor

in the product in equation (2.11) has the form

T—(n—1)I 1 T—(n—1)I

exp / g(V(u— Lo))dW*(u) — 5/ F(V(u— Ly))du | . (2.13)
t—nl t—nl

Using equation (2.9), the integrand (g(V(u — L2)), u € [t —nl,T — (n — 1){]) in the above

expression can be rewritten using the relation:

V(= Ly) = " =207 (t) exp ( / V(s - Lo (s) - : / s L2>>ds) .

An approximation of the integrals in the interval [t — nl,T — (n — 1)I] can be constructed
in the same way as above. This construction yields an approximation of equation (2.13).
A similar approach can be used on the other factors of the product in (2.11). Numerical
approximation will be presented similar way as in [21] and [36] in chapter 6.

As a consequence of Theorem 2.2.2; a Black-Scholes-Merton type formula for the value
of the firm’s equity at any time prior to maturity will be given. In the following result, we

assume the conditions of Theorem 2.2.2 hold.

Theorem 2.2.3. Let E(t) be the fair price of the equity on a firm value V (t) with the face
value of the debt B and maturity time T'. Let ® denote the standard normal distribution

function defined as

1 v u?
O(z) := E/ e 2du, veR.

Then for allt € [T — 1, T] (wherel > 0), E(t) is given by

E(t) = V(t)®(x1(t)) — Be "T=0d(x5(t)), (2.14)
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where Vit
log % +r(T—t)+ lftT 2(V(s — Lg))ds

\/ft V(s — Ly))ds

and xo(t \// V(s — Ly))ds.

IfT'>1andt <T —1, then

l’l(t) =

E(t) = " Ep. {R (m 1), / G(V (s — Ly))ds, / V(s — L2>>ds) m] |
(2.15)

where R is defined by R(v,m,o?) := vemJ’(rz_z@(dl(v,m, o)) — Be7"T®(dy(v,v, 7)), with

1 1

di(v,m,o) = (log( )+7’T+m—|—a), da(v,m, o) = (log( )—I—rT—l—m)

o B o B

for o, v € RY and m € R. The hedging strateqy is given by
ny(t) = ®(x1(t)), npt) = —Be T ®(xy(t)), t € [T —1,T].

Proof. Consider the equity value in the above market (B(t), V(t)), t € [0,T] with the face
value of the debt B and maturity time 7". Taking X = max[V(T) — B, 0] in Theorem 3,

the fair price F(t) of the equity is given by

E(t) = e Ep(max[V(T) — B,0]|F)

= " Ep.(max[V(T) — e B,0]|F,), t€[0,T).

We now derive an explicit formula for the equity value E(t) at any time t € [T'—[,T]. B
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equation (2.9) which represents the discounted value V(t) of the company we obtain

VD) = (0 exp (7 9V (s = L)W (s) = 5 I (Vs La)yis

= V(t)exp (ftTg(V(s — Ly))dW*(s) — % TR(V(s— Lg))ds) . as. for t € [0, 7).

~ 1
Obviously, V/(t) is Fi-measurable. —5 ftT g*(V(s — Ly))ds is also Fi-measurable if
t € [T'—1,T]. Further, when conditioned on F;, the distribution of ftTg(V(s — Lo))dW™*(s)
under P* is similar to that of a normal distributed random variable 07 with mean 0 and

variance 02 = ftT g*(V(s — Ly))ds. Thus, the fair equity value at time ¢ is given by

B(t) = ¢ R (f/(t), —% /tT V(s — Ly))ds, /tT R(V(s— Lg))ds) |

with R defined as
R(v,m,0?) := Ep-(max[ve™? — Be™™ 0]), o,v € RY, m € R.

Hence

0_2
R(v,m,0%) == ve™ T ®(dy(v,m,0)) — Be " ®(dy(v, v, 0)),
after simple computation. Finally, F(t) is of the form
E(t) = V(6)®(z1(t)) — Be "D (a5(1)),
with

log % +r(T—t)+ 3 ftT G*(V(s — Ly))ds

VIT 2 (V(s — La))ds

l’l(t) =
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and xo(t) := x1(t) — \//t g*>(V(s — Ly))ds.

For T >l and t < T —1, by equation (2.9) of the discounted price V (t) of the firm, we have

V(T) = V(T —1)exp (/T g(V(s — Ly))dW*(s) — l/T P (V(s— Lg))ds) .

T-1 2 T-1

Therefore the fair equity value at time ¢t € [—I, 7 — [] can be written as

B 1 /T T
E(t) =" Ep- (R (V(T —1), —5/ 7 (V(s — Lg))ds,/ 7 (V(s — Lg))ds) |ft) .
Tl T—I
To calculate the replicating strategy for t € [T' — [, T, it suffices to use an idea from [6],

pages 95-96. This completes the proof of the theorem. O

We notice that equation (2.14) is a generalization of Black-Scholes-Merton formula
which reduces to the classical Black-Scholes-Merton formula derived in [38] whenever
g(x) = o with o constant for all z € R™. Note that, in contrast with the classical
(non-delayed) Black-Scholes-Merton formula, the fair equity price E(t) in a general de-
layed model considered in Theorem 2.2.3 depends not only on the company value V() at
the present time ¢, but also on the whole segment {V(u), u € [t — La, T — Lo]}. (Of course
[t — Lo, T — Lo] C [0,t] since t > T —1[.)

In the last delay period [T" — [, T], we can derive the formula E(t) = f(V(t),t),t €
[T'—1,T] for the equity value f is the solution of the following random Black-Scholes-Merton

partial differential equation

l92(1/(1t — Lo fow+r0fo+ fi—rf=0,0<t<T
2 (2.16)

f(v,T) = max[v — B,0],v >0

where the subscripts on f denote the partial derivatives with respect to the variables
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v and t. The formula will be derived in Chapter 3. The above time-dependent random
final-value problem admits an (F;):>o-adapted random field f(¢,v). Using the classical
It6-Ventzell formula [34] and equation (2.10) of Theorem 2.2.2, it follows that

E(t)=e " TUFV (1), 1), te [T —L,T).

Note that if t < T'— L, the solution f of the final-value problem (2.16) is anticipating with

respect to the filtration (F)i>o.
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CHAPTER 3
EVALUATION OF CORPORATE CLAIMS IN A SINGLE PERIOD AND A
HOMOGENEOUS CLASS OF DEBT

Definition. (European Call (resp. put) Option, Strike Price) [56]

A European call (resp. put) option is an option that gives its holder the right (but not the
obligation) to purchase (resp. sell) a specified number of shares of the underlying asset
at an agreed-upon price (strike or exercise price) on the expiration date of the contract,

regardless of the prevailing market price of the underlying asset.

Definition. (Yield to Maturity)

The expected rate of return on a bond if it is held until the maturity date.

Definition. (Risk Premium) [37]
The risk premium is the spread between the risk-free rate on treasuries and the rate (yield)

on any other risky bond.

Definition. (Risk Structure of Interest Rates) [37]
The risk structure of interest rates is the analysis of why interest rates on bonds with the

same maturity will vary, due to differences in risk.

3.1 EVALUATION OF RISKY DEBT

We continue to assume that the company value satisfies a nonlinear stochastic delay
differential equation. The value of a particular issue of defaultable bonds depends essentially

on three items:
e The required rate of return on riskless debt (in terms of default).

e The various provisions and restrictions contained in the indenture (maturity date,

coupon rate, etc)
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The probability of default.

In this chapter, we develop the basic equation for the pricing of corporate liabilities. We

will assume the following:

1.

the value of the company is unaffected by how it is financed (the capital structure

irrelevance principle).

. the value V() of the firm at time ¢, follows the nonlinear stochastic delay differential

equation :

AV (t) = (aV(O)V(t — L) — O)dt + g(V(t — L))V (£)dW (1), t € [0,T] o

V(t) =¢(t), t € [=L,0],

where « is the constant riskless interest rate of return on the firm per unit time,
C' is the total amount payout by the firm per unit time to either the shareholders
or claims-holders (e.g., dividends or interest payments) if positive, and it is the net
amount received by the firm from new financing if negative; g : R — R is a continuous
function representing the volatility function on the firm value per unit time; the initial
process ¢ : Q — C(|—L,0],R) is Fp-measurable with respect to the Borel o-algebra
of C([—L,0],R), where L = max(Lq, Lo) is a positive constant; the process W is a

one dimensional standard Brownian motion adapted to the filtration (F;)o<t<r.

We recall that the process given by the formula

V(t)

~ o0 (((a Vs Lids— 1 / (Vs - L)as) + | V(s - L)),

Vt € [0,7] is the unique solution of the stochastic delay differential equation (3.1). (See

(2.4) in Chapter 2.)
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Proposition 3.1.1. Assume there exists a claim with market value, Y (t), at any point t
in time, where Y (t) = F(V (t),t) follows the dynamics of this claim’s value in stochastic

differential equation form as below

AY (1) = (o, Y (1) — Cy)dt + g, (Y (t — Lo))Y (1)dWW, (¢), ¢ € [0, ]

Y(t) = wy(t), t € [=L,0],

where «y is the constant riskless interest rate of return per unit time on this claim; Cy is
the amount of payout per unit time on this claim; g, : R — R is a continuous function
representing the volatility function of the return on this claim per unit time; the initial
process @, : 8 — C(|—L,0],R) is Fo-measurable with respect to the Borel o-algebra of
C([-L,0],R), where L = max(Li, Ly) is a positive constant; the process W, is a one
dimensional standard Brownian motion adapted to the filtration (Fi)o<i<r. Assume that
the debt accumulates interest compounded continuously at a rate of r, that is B(t) = B(0)e™.

Assume that Y (t) can be replicated using self-financed strategy.

Then a random partial differential equation (RPDE) for F is given by

1
592(‘/@ — Ly))0*Fy + (rv—C)F,+ F,—rF +C,=0,0<t <T 53

F(v,T)=max(v — B(T)),v >0

Proof. Note that, for a given Y (t) = F(V(t),t), there are similarities between the
Qy, gy, dW, and the corresponding «, g, dW in SDDE (3.1). Knowing that V(¢) is an It6

process and assuming that F'is twice continuously differentiable with respect to v and once
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differentiable with respect to t, It6’s formula allows us to write the following

dE(V(t),t) = Fy(V(¢t),t)dt + F, [(aV(t)V(t — L1) — C)dt + g(V (t — L2))V (t)dW (t)]
+%Fw [*(V(t — Lo))V3(t)] dt
Hence,
dY (t) = legz(V(t — Lo))\V2(t) + Fy(aV($)V(t — L) — C) + Fy(V(t),t) | dt  (3.4)

2

+Eg(V(t = L))V ()dW (t)  (3.5)

where F; = %,Fv = %,Fw = C;ZTI;
From equating the coefficients of the equations (3.2) and (3.4), we have the equality almost
surely

a,Y () — C, = ay F(Y(t),1) — C,

%g%va C L)WVE(t)Fy + (@V(OV(E — Ly) — C)Fy + F,

gy(Y(t = L)Y (t) = g, (F(V(t — L), t — L)) F(V(t),t) = g(V(t — L2))V () F,(V (1), 1)
(3.7)

AW, (1) = AV (2).

(3.8)

Following the self-financing and replication strategy ([2]), let z; be the amount invested
in the firm, 2o be the amount invested in the security and z3 be the amount invested in

riskless debt. Consider dx the instantaneous return to the portfolio and assume the total
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investment in the portfolio is zero, we may write z; + 2o + 23 = 0 and then

AV (t)+Cdt ~ dY(t) + Cydt
v T v
2 [(@V()V(t— L) —C)dt + g(V(t — Lo))V(£)dW (t)] + Czdt
- V()
Y (t — Lo))Y (£)dW, ()] + C,zadt
Y (1)

= 212V (t — L)dt + z19(V (t — La))dW (t) + zo0y,dt

dr = =, + zardt

_I_Z2 [(O‘yy(t) - Cy)dt + gy( ¥ zardt

+209y (Y (t — Lo))dW, (t) — (21 + 22)rdt

Hence from the equivalence (3.8), we have:

dr = [z (aV(t — L) — 1) 4+ zo(ay — 7)| dt + [219(V(t — L)) + 229, (Y (t — L)) dW (1)

Since the return on the portfolio is non stochastic and there is no arbitrage condition we
have: z19(V(t — Lg)) + 229, (Y (t — L)) = 0 and 2 (aV (t — L1) — r) 4+ 22(ay, — r) = 0 leading

to the following system:

Z1Q(V(t - Lz)) + Zzgy(Y(t - Lz)) =0

2(aV(t— L) —r)+ z(ay, —1) =0.

A non trivial solution (z; # 0) to this system exists if and only if

(O‘;/(g(;fi;)r) B (gy(F(V(ta—y Z;,t - Lz))) ' (3.9)

But from (3.6) and (3.7) substituting for a,, and g,(F(V(t — L2),t — Ls)), we get

1
5g2(V(1t — L) )V2(t)Fpo + (@V()V(t — Ly) — C)F, + F; + C,
Qy = and

FV(t),1)
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gV (t = La))V() F,

B (F(V(E L)t = L) = Ty

Replacing o, and g, (F(V(t — Ls),t — Ls)) in (3.9), we obtain

aV(t—Ly) —r 392(1/(75 — L))\V2(t)Fpy + (aV(t)V(t — Ly) — C)F, + Fy + C, — rF(V (1), 1)

g(V(t—Lg)) g(V(t — L))V (t)F,

By rearranging terms and simplifying, we get

aV()V(t— L) F, —rV(t)F,

= %gz(V(t — L) )V2(t)Fpo + (@V()V(t — L1) — CVF, + F; + C, — rF(V (t),t).
(3.10)

Therefore, we can rewrite equation (3.10) as the following parabolic partial differential

equation
1
5g2(V(1t — L)WV2(t)Epy + (rV (t) = C)F, + F, + C, — rF(V(t),t) = 0.

O

For any claim whose value depends on the value of the firm and time, the above
equation must be satisfied under some specific boundary conditions and initial condition.
From these boundary conditions, we will be able to distinguish the debt of a firm from its

equity. This is the subject of our next section.

3.2 EVALUATION OF DEBT IN A LEVERED FIRM
In this section we are going to consider a claim market value as the simplest case of

corporate debt. Assume the company is financed by:

a) a single class of debt
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b) the equity.

Furthermore, assume the following restrictions and provisions are stipulated in the contract

according to the bond issue:
1. the firm must pay an amount B(7) to the debtholders at the maturity date T’;

2. in case the firm cannot make the payment, the debtholders take over the company

and the equityholders lose their investments;

3. the firm is not allowed to issue a new senior claim on the firm nor to pay cash dividend
during the option life. In other words, there is no coupon payment nor dividends prior

to the maturity of the debt.

Since there are no coupon payments, the values of C, in equation (3.2) and C' in equation

(3.1) are zero. Equation (3.3) becomes

%gz(V(t—Lg))vzﬁw+rva+ft—rsz, 0<t<T (3.11)

f(v,T) = max(v — B(T),0), v >0 (3.12)
with the boundary conditions
f(0,6) =0 and f(v,t) ~v—B(T)e ™™ as v — co. (3.13)

We shall derive a formula for the above parabolic partial differential equation (3.11) using

Green function.

Lemma 3.2.1. The well known heat equation in physics over the domain

x € (—00,00), T > 0 which is a forward parabolic equation in the form

hy = hgw, h=h(z,1), (3.14)
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with initial condition

h(x,0) = e~ max[e® — 1, 0] (3.15)

and boundary conditions

1
h(z,7) ~0asx — —oco and h(z,7)~ g (e — e_T(T_t)) =e” asx — 00, (3.16)
can be extended to the backward parabolic random partial differential equation (RPDE) of
the form (3.11) with terminal condition f(v,T) = ¢(v) = max[v — B(T),0].
The reverse is also possible i.e. the RPDE (3.11) with final and boundary conditions
(3.19) and (3.20) can be reduced to equation (3.14) with a suitable initial and boundary

conditions.

Proof. Assume h satisfies the initial boundary value problem (3.14),(3.15) and (3.16). Let
us make the change of variables (z, 7) and (v, t) which will transform the problem in terms

of h(x, ) with initial condition in 7 = 0 into f(v,t) with terminal condition ¢t = 7". Consider

the following v = B(T')e” and 7 = % tT g*(V (s — Lg))ds and let us define the mapping of

the function f(v,t) to the function h(z,7) by the rule

1

T T
F(0,1) = B(T)e™ h(x, 7) = B(T)e™h (:L« _ §/t (Vs — La))ds — r(T — 1), %/t PV (s — Lg))ds> .

By the chain rule, the corresponding partial derivatives are given by

6—7"15 8'[1 6—7"15

"B T B

B(T)% 'va,
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o=@ (-3 [ W= anis—rw -0, [ 9076 Lyas)

FB(T)e Kégz(wt L) - ) e — SVt~ Lzm]

hence

—fit Bre™h (2= [ g*(V(s = La))ds = (T =), [ 6*(V (s = L2))ds)

SBT)g(V (i — L))

h, =

SBT) G (V(t — L), — rB(T)eh,

+ 1
SB(T)erg?(V (1 — L)

Applying the change of variables using the definition of f, we get

it rf(0,t) + 5V~ L))of, — rof,
hy = - , (3.17)
SBT)e g (V(t - L)

-1t 9 ) O —rt
O Rt U] (18

Plugging (3.17) and (3.18) into (3.14), we get

1, 2

59 (V(t - L2))'U .fvv + 7"va + .ft - T.f = 0>
corresponding to equation (3.14) with initial condition

h(x,0) = e " max[e® — 1,0] (when t = T),
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and boundary condition

h (I S I PV (s — La))ds + (T — 1), 5 [T g2 (Vi(s - L2>>ds) =05 7 — —o0.

1 1
L (a: = ftT G*(V(s — Lo))ds +r(T — t), 5 tT g (V(s— L2))ds>
1 (e”” — e_T(T‘t)) =e” as © — 00.
6rt

Hence final and boundary conditions for (3.11) conditions can be retrieved from those of

the heat equation as follow

f(v,T) = B(T)e"Th(x,0)

= B(T) max]| —1,0],

B(T)

f(0,t) = B(T)e"h(x,7)
=0asx — —o0,

f(v,t) = B(T)e"h(x,T)

— (e" —eT1) as . — oo,

=0v—B(T)e T as v — c0.

O

Theorem 3.2.2. If f is solution to the parabolic RPDE (3.11) with final and boundary

conditions

f(v,T) = max(v — B(T),0),v >0 (3.19)

£(0,6) =0, f(v,t) ~v— B(T)e " T 45 v — o0, (3.20)
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then the equity value of the company is given by
f(v,t) = v®(x1) — Be " T DP(x5), (3.21)

where
1 * 12
O(x) = — e 2 dy,
() %/_m y
log = 4+ (T —t)+ 1 [T 2(V(s — Ls))d
og§+r( —t)+3, (s — La))ds

\/ft V(s — Ly))ds

and 1’2—1’1—\/ft V(s — Lo))ds.

r1 =

Proof. From Lemma 3.2.1, we found that the parabolic partial differential equation of the
form (3.11) can be reduced to the heat equation (3.14). We can then recover the previous
function f by:

fv.t) = B(T)e"h(x,7),

Flo,t) = B(T)e”h(:c—%/t gz(V(s—Lg))ds—r(T—t)),%/t PV (s — Lo))ds). (3.22)

But, the fundamental solution to the diffusion equation (3.14) is given by the Green’s
function
1 22

G(x,7) = me_ﬂ.

Furthermore, the general solution h with initial condition h(z,0) = ¢(z) is given by the

convolution

hz,7) = h(x,0)*G(z,T)
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Now,

e T (x— 7 —rt+rT —n)?
h(z,7) = W= ffooo max[e” — 1, 0] exp [— py dn
T anr — (x — 7 — rt+rT —n)?
= —— [, exp [ dn
VarT ar | (3.23)
e T s (r—7—rt+rT —n) d
—_— X —_—
Varr 0 P ir !
= Il - 127

where ,
- e dntr —(z—T17—1t+ 7T —
and )
e —7—rt+7rT -
Iy = 6_47” ; exp [— (z -7 T4: ! n) ] dn.

We first solve I;. We make the following change of variable

Anr — (& —7 —rt + 1T —n)*
V2T 1

Completing the perfect square in the exponential of the integrand, we have

gt —(x —7 —rt+ 0T —n)*
4t
=—((z+7—rt+rT)—n)?+@+7—rt+7T)* = (x — 7 —rt +rT)*

=—(z+7—rt+rT)—n)*+47(x — 1t +rT).

Moreover, we define the lower limit of the integration as

(x+717—rt+7rT)

—dy = —
1 \/E
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Hence we can write

z
A1 (x —rt +7’T)] o XP [—5} i

41 b\ or

I =exp |—1T + Z

= €m_rtq>(d1).

We will compute I in a similar way. Let us make the following change of variable

(—z+71+71t—7rT +n) Jar
) V2T n Y

As before we define the lower limit of the integration as

(x =17 —rt+7rT)

V27

—dy = —

(x —7 —rt+rT —n)? J

6—7"T o
| -
V= i !
2
~ exp[—%
i = PR)

V2

Using the results above, we obtain the solution of the heat equation

h(z,7) =" "®(d)) — e B(dy). (3.24)

Now, we want to proceed backward using the relation between h,x and 7 and f,v and t,
respectively to get the solution for the RPDE. From relation (3.22), we can write the
solution of the RPDE (3.11) as follow

f(v,t) =v®(dy) — B(T)e " T=9d(dy).
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Finally, if we replace v by the value of the company V() in the above equation, we obtain

the formula for the equity value

f(V(t),t) =V(t)®(d)) — B(T)e " T (dy), (3.25)

where d; = 1 and ds = 25 as defined in the statement of the theorem. OJ

We will derive a solution of equation (3.11) for debt value of a levered company using
probabilistic methods. From this method, we can clearly see the similarities between equity
value f(V(t),t) and a European call option within Black-Scholes theory. We will state and

prove some useful lemmas.

Lemma 3.2.3. Let Y (t) = f(V(t),t) be a security value that represents an asset composed
of the firm values (risky) and risk free bonds. Assume the firm value follows the nonlinear

SDDE

AV (t) = aV(t — L)V (£)dt + g(V(t — L))V (£)dW (¢), t € [0,T] (3.26)

V(t) = o(t), t € [~L,0). (3.27)

and the bond accumulates interest compounded continuously at a rate r i.e. B(t) = B(0)e™.

Assume this portfolio is replicable and self-financed. The following results hold
1. the discounted value of Y (t) is a martingale under the risk neutral measure,

2. Y (t) satisfies equation

Y(t) Y(0) ! .
m = m +/0 Q(S)dW (S), 0<t<T (328)

where {0(t)} is an (Fi)-adapted integrable process.
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Proof. From the fact that Y (¢) is a replication portfolio, assume we have x(t) units of firm

values V' (t) and y(t) units of bonds (debt) B(t). We have

Y(t) = x(®)V(t) +y(t)B(1), (3.29)

where Y () is the value of this portfolio at time ¢. Since the portfolio is self-financed, then
we have dY (t) = z(t)dV (t) + y(t)dB(t). But, the bond compounds interest continuously

at a rate of r, that is B(t) = B(0)e™. We can now write Y (¢) as follow

dY (1) = 2(t)dV (t) + y(t)rB(t)dt. (3.30)

By (3.29),

dY (t) = 2(H)dV (t) + r[Y (t) — 2(t)V (¢)]dt
= 2(t) [aV )V (t — Ly)dt + g(V(t — L))V () AW ()] + r[Y () — x(£)V (¢)]dt

=rY(t)dt +x(t)V(t) [(aV(t — L) — r)dt + g(V (t — Lg2))dW (t)]
(3.31)

From Girsanov theorem, we have a probability measure P* equivalent to P such that
oV (u—Ly) —

WH(t) = [, V(o Lz))rdu + W (t) with g(t) # 0. Hence
. % OéV(t — Ll) — T
dW (t) = dW*(t) — SV — L)) dt (3.32)
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Using (3.32) in (3.31) gives

dY (t) = rY ()dt + 2(O)V (1) | (aV (¢ — L1) — r)dt + g(V(t — La)) (dW*(t) - O‘;/(S (; _LlL)Q;)Tdtﬂ

= 1Y (£)dt + z(£)V (£)g(V (t — La))dW*(t)

(3.33)
Differentiating the discounted value of the portfolio % by the product rule for Ito
differentials, we obtain:
Y(t) 1 1
— | =dY(t)=——=+Y — 3.34
1(56) = 055+ 0 (55) 330
Substituting (3.33) into (3.34) we have
Y(t) V(t)
— | = — Lo))—=——=dW*(t). 3.35
1() = (Ve — L)l (o (3.39
Therefore,
Y(t) Y(0) Vi(s)

B~ B [ @V - L) g S ). o< i< T

Assuming that x(t) is a Fiejo,r-adapted process, where (F;)icpo,r) is the filtration gener-
ated by W(t) or W*(t), the Ito integral (3.28) is a martingale on the probability space
(Q, F, (Fi)is0, P*). O

Lemma 3.2.4. The solution of equation (3.30) for the portfolio value process Y (t) given

in the form
Y(t)=e " TIEY(T) | F
exists.
: Y(1) . :
Proof. From result (1) of the previous Lemma, B is a F-martingale under P* then there
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exists a JF;-measurable process 6(t) such that

Y@ v [ "
W:W+/o 6(s)dV*(s), 0 <t <T
By taking 0(s) = z(s)g(V (t — Lz))ggz; and y(t) = i) ;}a(:t()t)V(t)’ we see that (3.28)

satisfies Y (t) = z(¢)V(t) + y(t)B(t). Moreover, from It&’s product rule, we have

dY (t) = d (%B(t)) — B(t)d (%) + rB(t)%dt,

Y
by simplifying and replacing d (ﬂ) by its value from (3.35), we have

(t)
dY (t) = 2(t)g(V(t — L))V () AW (t) + 1Y (t)dt,
by adding and subtracting the term (V' ()dt, we have
dY (t) = 2()V (1) [g(V(t — Lo))dW*(t) + rdt] + r [Y(t) — 2(£)V ()] dt,
and finally obtain

dY (t) = x(t)dV(t) + ry(t)B(t)dt, where dV(t) =V (t)[g(V(t — L2))dW™(t) + rdt]

and y(t)B(t) =Y (t) —x(t)V(¢)

which proves that (3.28) also satisfies dY (t) = x(¢)dV (t) + ry(t) B(t)dt.

In addition,
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where E*[. | ] is the conditional expectation on the probability space (2, Fr, P*) under.

Therefore, since for all ¢, B(t) = Bye™ we have

rt

V(1) = —E'Y(T) | 7,
Hence
Y (t) = e "TORNY(T) | Fi. (3.36)

O

Two boundary conditions and a terminal condition are needed to solve equation (3.11)
for debt value of a firm. These boundary conditions are derived from the provisions stipu-

lated in the contract and the capital structure.

Remark. Consider a firm whose value is given by V(¢),t € [-L,T]. Let f(V(t),t) and
F(V(t),t) represent the equity value and the debt value of this firm, respectively. By the

structural model, we have

V()= fV(t),t)+ F(V(t),1). (3.37)

We have proved in 3.2.2 that f is solution to the RPDE (3.11) under the terminal

f(V(T),T) = max[V(T) — B, 0] (3.38)

and the boundary condition

f(0,t) = 0. (3.39)

From relation (3.37), we have f(V (t),t) = V(t)— F(V(t),t), and substitute for F in (3.11),
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(3.39),and (3.38), to get

50 (V{t — L))o Foy - ro(1 = F) = Fy — (0 — F) =0
from which we deduce the following partial differential equation for F
%g%va  Lo)02Fp+ 10Fy + Fy — rF =0, (3.40)
under the boundary condition

F(0,t) =0,

and the terminal condition for the debt
F(V(t),t) = min[B, V(T)]. (3.41)

The last equation comes from the combination of equations (3.37) and (3.38) that is

F(V(T),T) = V(T) — max[V(T) — B, 0] = min[B, V(T)].

Theorem 3.2.5. Assume a levered firm are under the restrictions and provisions 1,2,3

stated at the begining of this Section 3.2. The value V' of the company can be written as
V(t)=F(V(t),t)+ f(V(t),1),

where f(V(t),t) is the value of the equity, F(V (t),t) the value of debt a any time t before the
maturity. Moreover, f and F are solutions to the RPDE with the boundary and terminal

conditions:

e the boundary condition

F(0,t) = f(0,t) =0,
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e the terminal condition for the debt and for the equity at t =T given respectively as

FV(T),T)=min[V(T),B] and f(V(T),T)=max[V(T) - B,0],

where B is the face value of the debt.

Then the debt value fort € [T'— L,T] is given by

FV(1),1) = Be—"T=) {<1> [Ng(d, /t s Lg))ds)] + %@ [Nl(d, /t L s Lg))ds)] } ,

(3.42)
e , (3 tT92<v<s—L2>>ds—1og<d>>
Ny (d,/t gz(V(s—Lg))ds> = - 2 \/f e )
¢ V(s — La)
1 .r 9
LT 2V (s — La))ds + log(d) i
Nz(d,/tTg%wst))ds)(? ;f : L+dg > and dEBeT(tT))
¢ (s —La)

Proof. We have learned from Black-Scholes [9] that there is a unique formula f(V(),t)
that satisfies the differential equation (3.40) subject to the terminal condition (3.41). Fur-
thermore, (3.40) and (3.41) are analogous to the equations for a European call option on
a stock with no dividend, where the firm value V' corresponds to the stock price and the
face value of the debt B to the strike price. We will use this correspondence and the Black-
Scholes formula derivation to derive the solution in the present context of a levered firm.
Since there is no arbitrage opportunities, from Proposition 1.0.2 there exists P* equivalent
to P such that the discounted value of f(V(t),t) is a martingale under P*. Lemmas 3.2.4

and 3.2.3 show that the fair price f(V (¢),t) at time ¢ exists and is given by

F(V(1),t) = e " TIET (f(V(T), T)|F). (3.43)
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From (2.4)
V(t) = p(O)eap (a fy Vs = Li)ds = § [y 6*(V (s = La))ds + [ g(V (s = L2))dW(s))
Vt € [0,T]. Moreover, W (t) is a normal distribution with mean 0 and variance t. Therefore,

V(t) has a lognormal distribution. Hence

T T T
V(T) = o(0)exp <a/0 V(s—Ll)ds—%/O 92(V(5—L2))ds+/0 g(V(s—Lg))dW(s)>.

Let W*(t) := R C;‘(/‘(,S(SLi —ds, t € [0,T]. Therefore,

Vi0) = pl0ean (—5 [ 0V~ Lopds+ [ oV - Lpa(s)).

and

V(T) = p(0)exp (=5 Jy (Vs = La))ds + f; g(V (s = L))dW*(s))

= V() exp (=1 [T V(s = L))ds + [ g(V(s = L2))dW*(s))

But f(V(T),T) = max[V(T') — B, 0], then for t € [T — L, T],

L [T ?(V(s — La))ds + [ g(V(s — La))dW*(s) — Be‘TT> , 0} |]-'t>

(
(=3 " PV (s = La))ds + [ g(V (s — La))dW*(s)) = Be ™, 0] )
e‘m

=" [ max [f/(t) exp (‘% I g2(V (s — La))ds + :L'> — Be T, 0} \/%ft d:z:.

S—L2
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Assuming that

exp (—%/tng(V(s _ Lg))ds+a?) > B;(;T,

we have the following inequality

Be T 1 (T Be—r(™-t) 1 [T
x>lo ~7+—/ 2(V(s—L ds:logi%——/ ¢*(V (s — Ly))ds.
So equation (3.2) becomes
2
V(t) fgoe(—é e (Vo= LZ”“*E‘m)dm
\/27Tft 2(V(s — Lg))ds
22
— Be T [ ¢ AV e dz,

\/27rft V(s — Lg))ds

where D = log % —r(T—1t)+ % ftT g*(V(s — La))ds.

Making the change of variable z? = 3> ftT G*(V (s — Lq))ds, we get

10700 = S e (4 (o7 - 20/ 1T 2076 = Taas 7 (Vs - L2>>ds>>dy

—T‘(T t)
_B \/— fdl
t) fdolo \/12—7TeXp (—% (y - \/ft V(s — Lo))ds > )dy Be "(T=) (1 — ® (dy)) .
log B (T —t)+ 1% fT G*(V(s — Ly))ds
V() 2 Ji

where d; =

VI 2 (V(s — La))ds
Again changing the variable

z=y— \//t g*(V(s — L2))ds,
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we have

0 1 22
f(V(t),t) = Vt/ e Tdz—Be 7TV (1 - (d
(V(t),1) ()dl_m\/ﬁ ( (dv))
T
= V() (1 ) <d1 — \// 2(V(s— Lg))ds)) — Be TP (—dy),
t
therefore
F(V (1), ( (\// (s — Ly))ds — dl) ) — Be "0 (—dy).
Thus
FV(£),8) = V(£)®(z1) — Be " T ®(ay), (3.44)
where
1 v 2
O(x) = — ¥ dy,
() ) ¢
log%—l—r(T—t—l—lfT 2(V(s — Lg))ds
xr1 =
\/ﬁ S — L2
and 1’2—1’1—\// V(s — Lo))
From equation (3.44) and F'(V(t),t) = V(t) — f(V (t),t), we can write the value of the debt

as

FV(1),1) = Be"T=) {<1> [;Eg(d, /t s - Lg))ds)] + %@ [—:nl(d, /t L s Lg))ds)] } ,

where x; (d, ng V(s — Ly))ds) and x5 (d, ng V(s — Ly))ds) are defined as
t t
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Be—r(T—t)
above and, d = W is the debt to firm wvalue ratio. If we replace
in the above formula —x; <d, ftng(V(s—Lg))ds) and T <d, ftng(V(s—Lg))ds) by

Ny <d, ftT §*(V(s — Lg))dS) and N <d, ftT > (V(s — Lg))dS), respectively we obtain

Fvie) 0 = B0 fo [vaga, [ 20— i+ Je [, [ @ vis - apan)] b,
(3.45)

and the proof is complete. O

Because it is common in discussion of bond pricing to talk in terms of yields rather

than prices, from (3.45)

FOV(t),T — 1)
B
— (T —t) + log {<1> [Ng(d, (Vs — Lg))ds)} + %@ [Nl(d, (Vs — Lg))ds)}
(3.46)

log

we can rewrite equation (3.45) as

R(T—t)—r
1 1
=~ log {<1> [Ng(d, IT g2V (s Lg))ds)} + -0 [Nl(d, [T V(s — Lz))ds)”
(3.47)
F(V(), T —t
where e FT=0D(T-t) — (VI 1’3 ), and R(T — t) is the yield to the maturity on the

risky debt provided that the firm does not default. It seems reasonable to call R(T' —t) —r
a risk premium in which case equation (3.47) defines a risk structure of interest rates.
As in Merton [38] case, the risk premium is a function of the volatility function g on the

firm and the (biased upward estimate) debt to firm value ratio d.
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3.3 EVALUATION OF LOAN GUARANTEES
Now let us examine the impact of a guarantor, that is a government or an institution
insuring payment to the bondholders in any case. We are going to consider a claim market

value as the simplest case of corporate debt. Assume the company is financed by:
a) a single class of debt,

b) the equity,

c) the guarantee on the debt.

Furthermore, assume the following restrictions and provisions are stipulated in the contract

according to the loan guarantees issue: the contract stipulates that

1. in case the management on the maturity date is unable to make the payment

promised, the government will meet these payments with no uncertainty;

2. the firm is expected to pay an amount at least equal to its actuarial cost for the
guarantee, so that in case this happens, the firm is required to default all its assets

to the guarantor;

3. the firm is not allowed to issue a new senior claim on the firm nor to pay cash dividend

during the option’s life.

Notice that the presence of a guarantor transforms the debt which was a risky asset to a
riskless asset. If the firm value is less than the promised payment, then the debtholders
receive the amount B, and the equity holders receive nothing. Therefore, the guarantor
loses the amount B — V(T'). However, if the firm value is greater than the promised
payment, then the debtholders receive B and the equity holders receive V(T') — B as
without the guarantee. In other words, the guarantor has no impact on the equity value
(max[V(T') — B,0]) at the maturity date, but the debt value is riskless and always equal

to B. However, the value of the guarantee is the nonpositive value min[V(7') — B, 0]. In
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effect, the result of the guarantee is to create an additional cash inflow to the firm of the
amount —min[V(7T") — B,0]. But, —min[V(T) — B,0] = max[B — V(T),0]. Therefore, if
G(T) is the cost we are looking for, where the length of time until the maturity date of the
bond is T, then

G(T)=G\V(T),T)=max[B —V(T),0].

So, the face value of the debt B can be taken to be analogous to the strike price and V (T")
to the stock price in option pricing theory. These similarities between the evaluation of
the company loan guarantees G(7") and the evaluation of a European put option allow us
to say that loan guarantees work as European put options on the firm value giving to the
management the right but not an obligation to sell the amount B to a guarantor.

Let us apply the theory of contingent claims to loan guarantees pricing.

Theorem 3.3.1. Assume a levered firm is under the restrictions and provisions 1, 2, 3 in

Section 3.2. Moreover, assume the following conditions:

e the boundary condition

G(0,t) =0, (3.48)

e the final condition for the loan guarantees att =T given as

G(V(T),T) = max[B — V(T), 0], (3.49)

where B is the face value the debt.

Then the loan guarantee at t € [T — L,T] is given by

G(V(t).t) = Be TV (du(d, /tT g*(V(s— Lz))d8)> +V ()P <d12(da /tT g*(V(s— Lz))d8)> :

(3.50)
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LT (Vs - Ly))ds + log(d))
\/ft V(s — Lo))ds
(1o6(@) = 5 7 V(s - L2)yas)
\/ft V(s — Lg))ds ‘

Proof. Substituting for G in (3.11), (3.48), and (3.49), we get

Be—r(T—t) T (
where d = W, dy1(d, ft g (V(s—Lg))ds) =

and dyz(d, ftT G (V(s — Lg))ds) =

1
=50 (V(t = L))o’ Gy + 10(1 = Go) = G = (v = G) = 0
from which we deduce the following partial differential equation for GG
1
§gz(v(t - L2))'U2va + TUGU + Gt - TG =0. (351)

We also have

G(V(T),T] = max[B — V(T),0]. (3.52)

Moreover, G(V (t),t) < F(V(t),t) —V(t). From Black-Scholes-Merton [9] there is a unique
formula G(v,t) that satisfies the differential equation (3.51) subject to the terminal con-
dition (3.52) and boundary condition G(0,¢) = 0. Furthermore, (3.51) and (3.52) are
identical to the equations for an European put option on a stock with no dividend, where
the firm value V() at time ¢ corresponds to the stock price and the face value of the debt B
to the strike price. As before, we use this equivalent relation between levered equity of the
firm and a European put option to derive the solution (3.50). Since there is no arbitrage
opportunities, from Proposition 1.0.2 there exists a probability measure P* equivalent to

P such that the discounted value of G(V(t),t) is a martingale under P*. Lemmas 3.2.4
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and 3.2.3 show that the fair price G(V (t),t) at time ¢ exists and is given by
G(V(t),t) = e " TIE” (G(V(T),T)|F). (3.53)

But G(V(T),T) = max[B — V(T),0], then for t € [T'— L, T, therefore

E" (G(V(T),T)|F) =E” (max[B — V(T),0]| %)
=E"” (max [Be—rT — V(T), 0} |-7'-t>

* (max :Be‘TT ~V(t)exp ( T g2(V(s — L))ds + [ g(V(s — L))dW*(s)) ,o} |]-'t>

_ P’ (max :Be—TT ~V(t)exp ( T 2(V(s— L))ds + [ g(V(s — L))dW*(s)) o})

22

e T2 fT g2(V(s—L))ds

\/27Tft ds

= [*_max [Be_TT —V(t)exp ( ft ))ds + :17) }

dx,

hence
GV (t),t)
z2
_ T2 [T g2(V(s—L))ds
=" [ max [Be‘TT —V(t)exp (—% ftT > (V( ))ds + :17) } ¢ dzx.
\/271’ ft ds
(3.54)

Assuming that

1 T B —rT
exp (—5/ g*(V(s — L))ds + :E) <=L
t

V()

we have the following inequality

<1 B6 1 1 /1 2( ( )) l 1 /Z 2( ( ))
X (0] = + - V(s — L))ds = lo a—+ = V(s — L as,

70



where d is defined as in the statement of the theorem. So equation (3.54) becomes

—r(T'-1) e
Be fDe 2T 2 (V- Lds g
\/27r ft ))ds
2

J. De(—-ﬁ 9*(V(s=L))ds-+o— m)d;p

\/27rft g2Vs—L ds

where D =log d + % ftT g*(V(s—L))ds.

Making the change of variable z? = 3> ftT ¢*(V (s — L))ds, we get

v (e).1) = r( D ety
—% f_d; exp (——( 2y\/ft ds—l—ftng(V(s—L))ds))dy

1
— Be T 0® (dyy) — V(1) [™

log d+ % [T g*(V(s — L))ds

VI V(s — L))ds

Making another change of variable z = y — \/ftT g*>(V (s — L))ds, we have

where di; =

G(V(t),t) = Be"THd (dyy) — V(t)

= Be T (dyy) — V()D (dn — \//T 2 (V(s — L))ds) .

/dn—\/ [l (V(s=L)yds 2

Therefore

where

. Fexp<—l (y I - L))ds) ) dy.

(3.55)



Clogd+ L [T gA(V(s—L))ds

VI V(s — L))ds

T
and d12 = d11 — \// gz(V(S — L))dS
t
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CHAPTER 4
RISK STRUCTURE OF THE FIRM

The probability of bankruptcy is the likelihood that equityholders will walk away with
nothing and the equity will lose all its value. In this chapter, we present a theory of the
risk structure of interest rates. Several authors define the term "risk” as the possible gains
or losses to the debtholders as a result of changes in inflation and interest in general. In
this work, we restrict our definition to the possible gains or losses to the debtholders as a
consequence of changes in the probability of default. We study the monotonicity of the risk
premium and the standard deviation of the debt (the business risk of the debt) with respect
to the same variables. The main objective is to find out what can be considered as a valid
measure of risk. In order to analyze the risk structure, we shall consider all the important
features which enable to measure the firm risk viz. the risky debt, the cross section of debt
prices at time T — ¢, the relative riskiness of the debt in terms of the riskiness of the firm

at time 7' — ¢, the risk premium.

Definition. (Profitabilty index)
Ratio of the present value of a project’s cash flows to the initial investment. A profitability
index number greater than 1 indicates an acceptable project, and is consistent with a net

present value greater than 0.

4.1 A COMPARATIVE ANALYSIS OF THE RISK STRUCTURE FOR AN

HOMOGENEOUS CLASS OF DEBT
Equation (3.45) in Chapter 3 shows the functional dependence of the debt value as
a function F'(V(t),t, B, ¢g*(V(t — L)),r). If we assume the distribution of the returns per
dollar invested in the common firm value is independent of the level of the company value,

Merton in his paper ([40]) has shown that F" is a first degree homogeneous convex function
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of B and V()
F,=1—f,>0.

Moreover, his proofs of Theorems 14 and 15 in the same paper allows us to consider that
for a given firm value, F’ is an increasing function of B (the price of a riskless (in terms of
default) discounted debt which pays one dollar, T" years from now), and hence a decreasing

function of the T'—year interest rate
Fp=—fp>0,Fp,=—fr_, <0

also that I is a nondecreasing function of ¢?(V (t — L))

/

Fr

T g2 (V(s—L))ds _fftng(V(S—L))ds <0,F.=—f.<0

where subscripts are partial derivatives.

The above results correspond to the what should be expected for a discount debt
which is an increasing function of the current market value of the firm and the promised
payment B at maturity, and a decreasing function of the time to maturity, the business risk
of the firm, and the riskless rate of interest. As the risk structure describes the relationship

between interest rates on bonds with the same term to maturity, it seems more reasonable
FV(t),t]
Be—(®)

future in terms of a dollar delivered at that date with certainty), which is always less than

to work with P = (the price today of a risky dollar promised at time ¢ in the

or equal to one. We have from equation (3.45)

P, /tT P(V(s— L))ds) = ® [Ng(d, /tT P(V(s — L))ds)] + é@ [Nl(d, /tT (Vs — L))ds)

(4.1)
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P is a function of the “quasi” debt-to-firm value ratio d and of ftT g*(V (s — L))ds, which is
a measure of the volatility of the firm’s value over [T'—t, T of the bond. Is it a decreasing

function of both i.e. we have P; < 0 and PftT 2 (V(s—L))ds < 0 where

o [Nl <d, ST g(v(s - L))ds)}

Py=— 7 (4.2)

and

o [Nl (d, [T (v(s - L))ds)}
Pr —— (4.3)
Ji 9*(V(s—L))ds
! 20\ |7 2(V (s — L))ds
_2?

where @' (z) = © * s the standard normal density function. To further analyze the risk

V27

structure, let ¢ (d, ftT g*(V(s — L))ds) be a measure of the relative riskiness of the bond

in terms of the riskiness of the firm at a given point in time. We have:

T g2(V(s — L))ds
JFg2(V(s — L))ds

V(D)F,

Be—r(T-1) {q> [Ng (d, JTg2(vi(s - L))ds)} + %@ [Nl (d, ST g2 (Vs — L)Msﬂ }

o [Nl (d, JE (Vs - L))ds)}
P (d, S 2(vi(s— L))ds>

where F, = ® [Nl (d, ftT g*(V(s— L))ds)}, \/ftT 92(V(s — L))ds is the instantaneous stan-

dard deviation of the return on the debt and \/ ftT g*>(V(s — L))ds is the instantaneous

standard deviation of the return on the firm. Since the market is complete, and the payoff
of debt and firm are driven by the same source of risk, these two returns are instantaneously

perfectly correlated. Therefore, ¢ is a measure of the relative riskiness of the debt in terms
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of the riskiness of the firm at a given point in time. In addition, since there is no arbitrage,

from (3.9) in Chapter 3 we have:

oo [ - wpas) = et (1.4

where o, — r is the expected excess return on the debt and oV (t — L) — r is the expected

excess return on the firm as a whole. We can rewrite (4.2) and (4.3) in terms of ¢ as:

and

T
s 9o (V(s— ))dst G2(V(s—L))ds
P

. (d ngz( ds \/ft ))ds®’ [Nl (d ft s—L))ds)}
o [ (. 4 (Vs = L))ds)]

Further analysis will show that ¢ is a valid measure of the risk when we are dealing with
a single portfolio.

We now want to study the monotonicity of the risk premium H and that of the
standard deviation of the return on the debt G. From equation (3.47), if we denote the

risk premium on the debt as

RT—-t)—r=H (d,t, /tTg2(V(s - L))ds) ,

then we have:



. e mareve o)
JT 2(V(s—L)) 2\/ft ))ds P [ 1<d,ftng(V(s—L))ds)}

>0, (4.6)

[log P+ VAR DR, (. f7 g2 (v (s = 1))ds) ull LI G LWS”]

2 ! &Ny (d, [T 2(V(s — L))ds
. . [V (a7 g2(V(s = L))ds) | =
(4.7)
T
o, = Hdgf —q(d,/ g2(V(s—L))d5)<o (4.8)
t

While from Equation (4.7), the change in the premium with respect to a change in the
length to the maturity (or the time) can have either positive or negative. We would like to
see what simulations show depending on the value of d (whether d > 1 or d < 1). Equation
(4.8) shows that the premium is a decreasing function of the riskless rate of interest.
Now, in order to verify the minimum necessary condition for H to be a valid measure
of risk for debt, we will investigate the monotonicity of the standard deviation of the return

on the debt

G(d,\/ffg?( ))ds t) \/ft G2(V(s — L))ds

SN L))dsq (d ST V(s = D))ds)
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as a function of the same variables ( \/ ft ))ds, t 7’) as for H.

+ Ny + Na| >0,

\/ft L)dsq*> o [Ny] [ @ [No] @ [V1]
= w § s@[N][@[Nﬁ]*@[N?

[Wﬂ_q)/wﬂ E( B 1OgdL))ds”

C v e ¢ BV, >0,

o _&ngté f);)lji i [[NA?]] [%(1 —20)+ 1Ty 10g : L))ds] =0

G _ \/Tﬁgz(v( ))dSGZ[[]Vl]] E(l o+ y logd L))ds] iy (4.9)
o jqz(v( ))dji Z [[N 1]] E(l 20+ - logd L))ds] 0

G, Gdgf —(T —t)dG4 < 0,

where N; = N; (d, ftT @ (V(s— L))ds) L i=1,2.
The standard deviation of the return on the debt G measure the uncertainty of the
rate of return on the debt over the next trading interval. In comparing the riskiness of

the debt of different companies (or portfolios), G may not be sufficient to measure risk.
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This is because the correlations of the returns of the portfolios with other assets may be
different. However, the computation of the risk premium H do not require the knowledge
of the correlations. Hence, as a necessary condition for H to be a valid measure of risk,
H and G should coincide on the monotonicity( should move in the same direction) with
respect to the same variables.

From the studies of the monotonicity of H and G, it’s clear that they do not often
change in the same direction with respect to the maturity. One can conclude that if we
fix the maturity date T, the risk premium H is a valid measure of risk. Unfortunately,
when the maturities are different, we cannot insure that H and G will change in the same

direction with respect to the maturity.

4.2 IMPACT OF AN ADDITIONAL DEBT ON THE FIRM’S RISK STRUC-

TURE

Let us study the impact of the guarantee on the value of the company. Consider
a levered company financed by equity and debt. Let E(t), B(t) and V(t) denote the
value of the equity, the value of the debt and that of the firm at any time t € [0,7],
respectively. Assume the face value of the debt is B. Let us compute the probability of

default of this company given by P(V(T) < B). We know that P(V(T) < B) = ®(dy1)
log d+ % [T g*(V(s — L))ds

. We have the, E(T) = max[V(T) — B, 0] and
VIT @V (s - D)ds

where dy; =
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B(T) = min[V(T'), B]. Indeed,

PW@U<B%:PONHJT<B>

(W exp (=5 ;7 (Vs = D))ds + [ g(V(s = 1))dW(s)) < Be™T)

e—T(T-1)
_p (exp <_% T 2(V(s—L))ds+ [ g(V(s — L))dW*(s)> < B‘/T>

_p (ftTg(V(s — L))dW*(s) <log d + L [T g2(V (s —L))ds)

(ft L)AW*(s) _logd+ 3 [1 g*(V(s— L))ds)

\/ft L))ds \/ft g2(V(s — L))ds

W <log d+3 [T g2(Vi(s— L))ds) |

\/ft g*>(V(s—L))ds

Cg(Vi(s - ))dW*( )

\/ft ))ds

with mean 0 variance 1, because ftT g(V(s— ))dW*( ) is normally distributed with mean

The last equality comes from the fact that is normally distributed

0 and variance ftT g*(V(s — L))ds.
Now let us consider that a different debt is added to the value of the company V()

and compare the probability of default with the previous one. An additional debt of

/ / Vit
face value B' will increase the total face value to B + B'. If V(t) > B, then % >

Vi)+ B V(1)
B+B B+ DB

where V'(t) = V(t) + B'. Since the logarithm is an increasing

log (ﬁ) —r(T—t)+3 ftT g*(V(s — L))ds

V'(t)
\/ft ))ds

previous analysis, we can say that loan guarantees do not prevent bankruptcy. They mainly

). So that, dy; < dj; where d;; =

and therefore ®(dy;) < ®(d,,). From the

care about debtholders investments.

80



Now, suppose V (t) < B then ®(dy;) > ®(d;,). This means, if the firm value is already
less than the face value of the debt, they may be a chance that an additional debt may
decrease the probability of default. But the question is whether this additional debt enable
the firm to avoid bankruptcy? For this reason, we need to compute the profitability index

for a new project that we want to invest in before making a decision.
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CHAPTER 5
EVALUATION OF LOAN GUARANTEES WITHIN AN
HETEROGENEOUS CLASS OF DEBT

5.1 EVALUATION OF A GUARANTEED LOAN FOR A LEVERED COM-

PANY

We start with some financial terms definitions.

Definition. (Senior Loan)
A senior loan is a class of debt whose terms in the event of bankruptcy, require it to be

repaid before any other class of debt (by the same issuer) receives any payment.

Definition. (Subordinated Loan)
A subordinated loan is a class of debt that have a lower priority than other debts of the

same issuer in case of liquidation.

Definition. (No Loss No Gain)
A no loss no gain is a concept requiring that aside from the actual changes in plan provi-
sions, employees will not gain or lose any earned rights due to situations which would not

have occurred without a plan modification.

In the event of bankruptcy or liquidation, there is a hierarchy of creditors. In case of
multiple classes of debt, the priority is given to the debtholders who hold what is called
senior debt viz. the senior debtholders have to be paid before any other debtholder. In this
chapter, we suppose that a company is financed by the equity and a class of debt. At some
point during the contract life (for whatever reason), the management decides to undertake
a new project that will be financed by a new debt. This new debt is either equally senior
or subordinated to the existing debt.

From the random partial differential equation (3.11) which any security’s pricing func-
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tion (of time and firm value) must satisfy, we observed a relationship between the instanta-
neous volatility function of the returns on the firm g = g(V (¢ — Ly)) and the instantaneous
standard deviation function of the returns on the equity g, = ¢g(Y' (¢ — L2)). From the
no dividends assumption and, assuming the total face value of the debt is B(T') at the
maturity date 7', we obtained the value of the equity as a function of (V(¢), B,t) that
is E(t) = fi(V(t), B,t) at any time prior to the maturity as a European call option for

Black-Scholes formula
f(V(t), B,t) = V(t)®(x1) — Be " Dd(xy), (5.1)

where V' is the value of the firm, r is the continuously compounded riskfree interest rate,

1 x

- V2T J

O () e 3V dy,

- log % +r(T —t)+ 3 ftT G*(V(s — Ly))ds

- VIT V(s — La))ds

and x9 =11 — \//t g*>(V(s — L))ds.

Now consider a levered company with an additional guaranteed debt which will be

used to fund a new project which costs I. Assume the face value of the guaranteed debt is
Ie™. Assume E(t), B(t), V(t) are the value of the equity, the value of the debt and that
of the firm without the additional debt, respectively. We can write V (t) = E(t) + B(t).

Moreover, assume E(t), B(t), V(t) are the value of the equity, the value of the debt
and that of the firm with the additional debt, respectively. From the above we have

V(t)=V(t)+nl, (5.2)

83



where 7 is the new project’s profitability index. Assume the no-loss no-gain condition that

is £(t) = E(t). Then we may write

fi(V(@t), B,t)= fi(V(t), B+ IeT, t) (5.3)

Let us investigate how to use the above condition for the evaluation of the loan guarantee
and the profitability index. In the next two subsections, we will use the above condition to
evaluate the loan guarantee value and that of the profitability index depending on whether

the loans are equally senior or subordinated.

5.2 SUBORDINATED LOAN GUARANTEES

Let B and E be the total amount of the risky debt and the equity value of the
company respectively after a new debt D (liability claim) is added. B, which is the sum
of the existing debt and the new debt, has face value B + Ie™”. Consider B; and E; the
value of the existing risky debt and that of the equity after the liability claim D is added,
respectively. By has face value B. Let V be the total value of the firm after the risky debt

D is added. From (5.1), we have

Et)=fi(V(t),B+ 1T t) =V(#)®(i)) — (B+ Ie™)e T (i) (5.4)

Ey(t) = fi(V(t),B,t) =V (t)®(&1) — Be """ 1d(z,) (5.5)

where V is the value of the firm, r is the continuously compounded riskfree interest rate,

o(7)

1 (% i
- 6—531 d ,
\ 2 /—oo Y



log 40 +r(T—1t)+3 ftT P (V(s — Ly))ds

- B
VIT (U (s — La))ds

r1 =
T
and T =11 — / g?(V(s — Lay))ds;
t

and .
log V(t)

, rT
7 = B+ 1Ie

Fr(T =)+ L [T P (V(s — Ly))ds

\/ft V(s — Ly))ds

and zz—xl \// V(s — Ly))ds.

To find a formula for the liability claim D, we have to assume that there is no guarantee

on it. Actually, if we consider the guarantee on D, it becomes riskless and the amount is

known. We get

D=B-B
We will define the structure as

B=V-E
and

Bi=V — F;

Using (5.4), we shall compute D(t) as

D(t) = f(V(t),B,t)— f(V(t), B+ Ie'T 1)

= V(t)®(i1) — Be " T00(3,) — V(1)®(Z,) + (B + IeT)e " TDd(i,)

= V(1) [0(F1) — ®(F))] — Be "™ [(Fg) — D(y)] + [ D(T,),

forallt € [T —1,T].

85



Considering the loan is guaranteed, we need to add the guarantee cost G to the
debtholders’ liability value D to obtain the bond proceeds’ amount [ which is the cost of
the new project. If ¢y represents the time that the new debt is added then the value of the

loan guarantee at any time to <t < T is given by

G{t) =1 — D(t),

hence

5.3 EQUALLY SENIOR LOAN GUARANTEES

Let D = By 4+ D; be the total amount of the liability claim after the new debt is
IerT

B+ IeT B+ IeT
of the total face value of the debt corresponding to the existing debtholders and the new

added, where By = (ff — E) and Dy = (ff — E) are the proportion
debtholders respectively. Again using relation (5.4), the new debtholders’ claim value at

time t € [T — [, T] can be written as follow

me——B+RW(V—fwapB+mW¢g
_ L (V@)—V%@@@f)+(B-+h¥ﬁe”ﬂ*0®@¥n
B+ IeT ! 2
= ) (1— a(@) + Ieho(s)
B+ IeT ! 2
Ie'T

= oV (BT + [e(F,) te [T -1.T].
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CHAPTER 6
SIMULATIONS

In this Chapter, we want to approximate numerically the solution of the SDDE below
for the value of the company. This SDDE is similar to (3.1) presented in Chapter 3 (when

Ly = Ly = L). We also test our model against real data for some companies.

dV(t) = (aV()V(t — L) — C)dt + g(V(t — L))V ()dW (t), t € [0,T]

V(t) = (), t € [=L,0],

6.1 PRESENTATION OF THE DATA SET AND VOLATILITY ESTIMA-

TION
The data on stock returns are from the Center for Research in Securty Prices (CRSP)
database: http://www.crsp.com/ and those on debt amounts are from the Research In-
sight /Compustat database: http://www.compustat.com/. All data include firms that had

valid data for all 20 years from 1991-2010 and including:

1. The risk free rate r is the average monthly yield on US T-Bills for that year (the

same for all firms each year).
2. Sdret: the standard deviation of daily returns each year for each firm.

3. Ndr: the number of daily returns used to compute sdret for each firm each year (this

is set to be at least 150).
4. B: the total book value of debt (in $1,000,000).

5. V: the total value of the firm’s assets (in $1,000,000).

In fact the data set include all the parameters that we need to solve the stochastic equation

(3.1) and the Random partial differential equation (3.3). All the simulations are performed
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in Matlab 7.7. In most of our simulations, the data between 1991-2000 are used as memory
data while those between 2001-2010 are used as the future data i.e. the data that we want
our model to predict.

To estimate the volatility function g, we use the quadratic or linear interpolation of
the memory part of data Sdret. We also estimate the volatility function g by using the
splines interpolation of the memory part of the data Sdret.

As we only have yearly data set, we use also the interpolation to increase the amount
of data if needed as the numerical schemes usually need small time steps (thus need more

data) to ensure their stabilities.

6.2 NUMERICAL EVALUATION OF CORPORATE CLAIMS

Consider the SDDE (6.1) in the time interval [0, 7], where the value of T" is 10 and the
value of the delay L is 10. The time unit being the year. Indeed the values of a and C' are
time dependent, and therefore we consider those values as two time dependent functions,
which are constant within the year interval. We solve numerically equation (6.1) by using

the #-semi implicit Euler-Maruyama scheme by

Vn—l—l - Vn + AT [e(an—l—lvn—l—lvn—m—l—l - Cn—l—l) + (1 - 9) (anVnVn—m - Cn)]

+ (Vo) Vu AW, n=1....... M, 0<0<1, L=mAT, (6.2)

where AT = T'/M is the time step size, M the total number of time subdivisions, V}, is the

approximation of V(t,), t, = nAT, o, = a(t,), C, = C(t,), and

AW, = W (tasr) — W(t)

are standard Brownian increments, independent identically distributed vATAN(0,1) ran-

dom variables.
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For # = 0 we have the classical Euler-Maruyama scheme which is less numerical stable
than the semi implicit Euler-Maruyama with 6 = 1.

To ensure the convergence of the numerical equation (6.2) toward the unique solu-
tion of (6.1), the volatility function g needs to be globally Lipschitz, or locally Lipschitz
and bounded [36]. These conditions are sufficient conditions for the convergence and not
necessary conditions since the scheme can converge for some functions not verifying these
conditions.

To approximate the expected value of the solution V', we use Monte Carlo to compute
the mean of the numerical solution sample from (6.2). Monte Carlo can also be used to
approximate any moment of V.

In the simulation, we test the delay model and Merton’s model against real data for

the following the companies:
A Great Northern Iron Ore Pptys (Figure 6.4(a) and Figure 6.4(b)),
B Tor Minerals Intl Inc (6.5(a) and 6.5(b)),
C Magna International Inc (6.1(a) and 6.1(b)),
D Rentech Inc (6.2(a) and 6.2(b)),
E South Jersey Inds Inc (6.3(a) and 6.3(b)).

In all our graphs, the time origin corresponds to the year (2000+1/2), the data before
(2000+1/2) are memory data and we want to predict the data after (2000+1/2). We plot
400 samples of the numerical solution for our delay model and Merton model along with
the means of the numerical solution (green curves), as the origin is year (2000+1/2), the
part of the mean curves before the origin are just the curves of the data (V') in that interval.
The curves of the data (V') as a function of time are in black (black thick curves).

In Figure 6.1, Figure 6.2 and Figure 6.3 we take L = T = 10, the graphs at the

top (Figure 6.1(a), Figure 6.2(a) and Figure 6.3(a)) correspond to the delay model while
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the graphs at the bottom (Figure 6.1(b), Figure 6.2(b) and Figure 6.3(b)) correspond to
Merton’s model. The function g is the quadratic interpolation of the standard deviation of
daily returns Sdret in the memory part while the volatility in the Merton’s model is just
the mean. Indeed if the volatility function ¢ is the linear interpolation, the graphs have
the same shape and we cannot establish the difference with the quadratic interpolation.

For firm C: Figure 6.1(a) shows the good prediction with reasonable standard deviation
of the delay model while Figure 6.1(b) shows the early good prediction of the Merton model
but the prediction has failed just after the year 2005. For firm D: Figure 6.2(a) shows the
good prediction with reasonable standard deviation of the delay model while Figure 6.2(b)
shows the early good prediction of the Merton model but starts moving out of the set
of sample solutions after the year 2007, i.e. the prediction has failed just after the year
2007. For firm E: Figure 6.3(a) shows the early good prediction with reasonable standard
deviation of the delay model but, although stays pretty close to the set of sample solutions,
the prediction has failed after 2003 while Figure 6.3(b) shows the early good prediction of
the Merton model but the prediction has completely failed just after the year 2002.

In Figure 6.4 and Figure 6.5 we take L = 10, 7" = 5, the graphs at the top (Figure
6.4(a) and Figure 6.5(a)) correspond to the delay model while the graphs at the bottom
(Figure 6.4(b) and Figure 6.5(b)) correspond to Merton’s model. The function g is the
linear interpolation of the standard deviation of daily returns Sdret in the memory part.

For firm A: 6.4(a) shows the good prediction with reasonable standard deviation of
the delay model but the prediction has failed after 2004 while 6.4(b) shows the early good
prediction of the Merton model but the prediction has failed just after the year 2002.

For firm B: 6.5(a) shows the good prediction with reasonable standard deviation of
the delay model but the prediction has failed after 2005 while 6.5(b) shows the medium

good prediction of the Merton model but the prediction has failed just after the year 2004.
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6.3 NUMERICAL EVALUATION OF DEBT IN A LEVERED FIRM

We consider here the following random partial differential equation

1
50 (V(t = L) Fo + (0 = C)Fy + F=rF + C, = 0,0 <t <T

F(v,T)=max(v—B(T)),v >0,

where C, Cy and r are time dependent functions. In our simulation we consider those
values as time dependent functions, which are constant within the year interval as we have
in our data set. Indeed to solve numerically this equation the domain of v needs to be

truncated. Coupling (6.3) with final and boundary conditions therefore yields

(

S PV = DN fuo + (100 = CUN S+ fy = r)(f +Cy0) =0,
f(v,T) =max(v — B,0), v € [0, Vil

£(0,t) =0, te[l—L,T]

F(Vinaw: ) = Vinaw — Be™ i 7)s, te[l—L,T]

\

This equation is similar to Europeans call options prices, we can therefore take V,,,, three
or four times B according to [58]. In our simulation we take V., = 4B, where B is the
face value of the debt i.e. the amount that the firm must pay to the debtholders at the
maturity date T' (like the strike price for options prices). The equation (6.4) is a backward

equation. To transform it to the forward one, we use the transformation 7 = 7" — ¢, and
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the corresponding equation is given by
%QQ(V(T =7 = L) foo + (r(T)v = C(7)) fo = 7(7)f + Cy(7) = fr,
f(v,0) = max(v — B,0), v €0, Vi)

(6.5)
f(0,7) =0, T€[0,L]

.f(vmam> 7_) == Vmam — Be™ fgﬂ' r(s)ds’ T € [0, L]

To simulate the convection term (the term with f,) and avoid numerical instabilities, let

us put this term in the so called conservation form. In fact
(r(m)v = C(7)) fo = ((r(T)v = C(7)) f), — fr(7).

Using this relation, equation (6.5) becomes
SG(VT —7 = D)2 fuu + (r(r)o = O, — 20(0)f + Cyfr) = fr
f(v,0) =max(v — B,0), v € [0, Vi)

(6.6)

.f(vmam> 7_) == Vmam — Be™ fgﬂ' T(s)ds’ T € [0, L]

To solve equation (6.6) two cases can be considered:

1. The case where T'—7— L <0, V7€ [0,L], then T < L.

2. The case where T > L.

For the first case (T' < L) the random partial differential equation (6.6) becomes a de-
terministic partial differential equation since V(t) = @(t) for t € [—L,0] as given in

(6.1).
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For the second case (T > L), to solve equation (6.6) the following step should be

followed

1. Solve the stochastic equation (6.1) to have a sample of the numerical solution of V'

as we did in the previous section.

2. Use the numerical sample solution of V' to build the diffusion coefficient (the coefficient
of fy) in the random PDE (6.6), which therefore becomes a deterministic PDE for

this fixed numerical sample of V.
3. Solve the deterministic PDE for the fixed numerical sample of V.

4. Repeat step 1, step 2 and step 3, M times (relatively large) and use the Monte
Carlo technique to estimate the expectation value of f and also any moment of the

stochastic process f if needed.

As the two cases require the solution of the deterministic PDE, in the sequel we will consider

the first case (1" < L), and the corresponding deterministic PDE is given by

(

ST 7= D)0 fou + ((r(r)o = C() ), — 2(0)f + Cylr) = [,

f(v,0) = max(v — B,0), v € [0, Vi)
(6.7)

f(0,7) =0, T €0, L]

f(vmam>7_) == Vmam — Be™ fgﬂ' r(s)ds’ T € [0, L]

For the discretization in the direction of v we used the combined finite difference-finite
volume method. The interval [0, V4] is subdivised into N parts that we assume equal
without loss of generality. As in center finite volume method, we approximate f at the
center of each interval. The diffusion part of the equation is approximated using the finite

difference while the convection term is approximated using the standard upwinding usual
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use in porous media flow problems [54, 55, 17, 18]. Let

Vmam .
w=(2-Dhf2, h="5E =12

be the center of each subdivision. In the next approximations we denote

fi(r) = f(vi, 7).

We approximate the diffusion term at each center by

%QQ(SD(T—T—L))U? foo(vi) =~ 21?92(S0(T—7‘—L))vi2 (fisr(T) = 2£i(T) + fia (7))
i=2.,N—1.
%gz(gp(T — T — DN fr(v1) = %gz(gp(T o DW? (fz(f) ; filr) 2f1f(:))

1

ST == L) fulon) ~ =

57 9T =7 = L))vy x
(.f(vmamaT) - fN(T) o fN(T) - fN—l(T))
h/2 h

Q

This approximation is similar to the one in [11], with central difference on non uniform
grid. We approximate the convection term using the standard upwinding technique as

following

(r(1)vissjp = CENST () = (r()vicaje = C(7) T4 (7)
h

((r(r)v = C(7))f), (v:) = (6.8)
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where

filr) it r(T)vig1p —C(1) 20
.fi+(7-) =
fica(m) it r(7)vigae —C(7) <0

Viy1/2 = ’Uz—l—h/2, Vi—1/2 :'Ul—h,/2:'Uz—1+h/2

Reorganizing all approximations leads to the following initial value problem
df
dr
£(0) = (max(vy — B,0), ..., max(vy — B,0))"

A(T)f+Db(r), 71€]0,L]

where A(7) is a tridiagonal matrix and

£(7) = (fi(7))1<icn - B(T) = (Cy(7)) + k(7)

where k is the contribution from boundary conditions.

(6.11)

(6.12)

The function x — max(x,0) is not smooth, it is important to approximate it by a

smooth function. The approximation in [11] is a fourth-order smooth function denoted 7,

and defined by
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where 0 < € < 1 is the transition parameter and

35 1 35 35

WTo6 T PTG YT T 12868

7 5

Cg=——, Cg = ————, C3=20C5 = C7; = Cg=0.
64ed’ 256€7’

This approximation allow us to write
f(0)=n(v—DB), v= (Ui)lgigN' (6.14)
Let us introduce the time stepping discretization for the ODE (6.11) based on exponential

integrators. Classical numerical methods use often Implicit Euler scheme, Crank—Nicolson

scheme [15]. Using variation of parameters the exact solution of (6.11) (see [11, 54, 55])is

given by
™m+AT Tnt+AT s
f(r, + A1) = el AG) {f(Tn) + / e~ AW () ds (6.15)
Tw=nA1, n=0,....M, A1 >0. (6.16)

In order to construct the numerical schemes, approximations are needed. The first approx-

imations are:

tn+AT s
/t A(s)ds ~ ArA(r) / AW)dy =~ (5 — ) A(r) (6.17)

Using these approximations we therefore have

Tn+AT
f(1, + A7) ~ ATAM) {f(Tn) +/ e~ (smmAIB(5)ds (6.18)
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The simple scheme called Exponential Differential scheme of order 1 (ETD1) is obtained

by approximating the integral in the same way as (6.17) and is given by

£ =, + (ATA(7,)) " [A(T)f, + b(7,)] .- (6.19)

A second order scheme is given in [11].

Following the work in [47, Lemma 4.1], if the function b can be well approximated by
the polynomial of degree p (which is the case here since we have the exponential decay at
the boundary v = V,,,.), a high order scheme applying in the approximated version of the

ODE (6.11) is given by

p—1 j il
7
foi1 = po(ATA(T,))E, + Z L A’Tl+1g01+1(A7‘A(’Tn))bj+1, (6.20)
=0 1=0 G =1
where
p—1 Tj
b(T) ~ ZTbj+1>
=07

xT

1
SOO('I) = €, 801(55):55S01+1(37)+Z_,> l:071727 """

All schemes here can be implemented using Krylov subspace technique in the computation
of the exponential functions by Matlab functions ‘expmvp.m’ or ‘phipm.m’ from [47, 48].
The Krylov subspace dimension we use is m = 10 and the tolerance used in the computation
of the expomential functions ¢; is tol = le — 6.

The companies we use in our simulation are those with C, in their data set, namely:
A Great Northern Iron Ore Pptys (6.6(a) and 6.6(b)),

B Tor Minerals Intl Inc (6.7(a) and 6.7(b)),
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C Magna International Inc (6.6(a) and 6.6(b)).

The goal here is to show the difference between delay model and Merton’s model.
We show the surface plot of the debt in function of the time and V' for our delay model
(6.6(a), 6.7(a) and 6.8(a)) along with the surface of the absolute value of the difference of
the debt between the delay model and Merton’s model (6.6(b), 6.7(b) and 6.8(b)). We take
T = L = 10 and the function g to be the quadratic interpolation of the standard deviation
of daily returns Sdret in the memory part. For the Merton model, the volatility used is
the mean of the memory part of Sdret.

For the company A (6.8(a) and 6.8(b)), the difference between the debt in the two
model is high at early time and small at the final time. The difference between the two
models is well noticeable.

For the company B (6.7(a) and 6.7(b)), the difference between the two model is no-
ticeable at the final time while for company C (6.6(a) and 6.6(b)) the difference between
the two models is noticeable at the early time. In summary, the delay model gives better

prediction in all the testing.
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Figure 6.1: Firm C (Magna International Inc): The graph at the top (a) corresponds to the delay
model while the graph at the bottom (b) corresponds to Merton’s model. We take T'= L = 10
and the function g is the linear interpolation of the standard deviation of daily returns Sdret in
the memory part. We plot 400 samples of the numerical solution along with the expectation (the
means) of the numerical solution (green curves). The curves of the data V' as a function of time
are in black (black thick curves).
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Figure 6.2: Firm D: The graph at the top (a) corresponds to the delay model while the graph at
the bottom (b) corresponds to Merton’s model. We take T'= L = 10 and the function g is the
linear interpolation of the standard deviation of daily returns Sdret in the memory part. We plot
400 samples of the numerical solution along with the expectation (the means) of the numerical
solution (green curves). The curves of the data V' as a function of time are in black (black thick
curves).
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Figure 6.3: Firm E: The graph at the top (a) corresponds to the delay model while the graph at
the bottom (b) corresponds to Merton’s model. We take T'= L = 10 and the function g is the
linear interpolation of the standard deviation of daily returns Sdret in the memory part. We plot
400 samples of the numerical solution along with the expectation (the means) of the numerical
solution (green curves). The curves of the data V' as a function of time are in black (black thick
curves).
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Figure 6.4: Firm A: The graph at the top (a) corresponds to the delay model while the graph at
the bottom (b) corresponds to Merton’s model. We take T'=15 L = 10 and the function g is the
linear interpolation of the standard deviation of daily returns Sdret in the memory part. We plot
400 samples of the numerical solution along with the expectation (the means) of the numerical
solution (green curves). The curves of the data V' as a function of time are in black (black thick
curves).
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Figure 6.5: Firm B: The graph at the top (a) corresponds to the delay model while the graph at
the bottom (b) corresponds to Merton’s model. We take T'=15 L = 10 and the function g is the
linear interpolation of the standard deviation of daily returns Sdret in the memory part. We plot
400 samples of the numerical solution along with the expectation (the means) of the numerical
solution (green curves). The curves of the data V' as a function of time are in black (black thick
curves).
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Figure 6.6: For company A, the surface graph at the top (a) corresponds to debt surface for the
delay model while the graph at the bottom (b) corresponds to the absolute value of the difference
between the debt with the delay model and the debt with Merton’s model. We take T'= L = 10
and the function g is the quadratic interpolation of the standard deviation of daily returns Sdret
in the memory part. For the Merton’s model the volatility used is the mean of the memory part
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Figure 6.7: For company B, the surface graph at the top (a) corresponds to debt surface for the
delay model while the graph at the bottom (b) corresponds to the absolute value of the difference
between the debt with the delay model and the debt with Merton’s model. We take T'= L = 10
and the function g is the quadratic interpolation of the standard deviation of daily returns Sdret
in the memory part. For the Merton’s model the volatility used is the mean of the memory part
of Sdret.
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Figure 6.8: For company C, the surface graph at the top (a) corresponds to debt surface for the
delay model while the graph at the bottom (b) corresponds to the absolute value of the difference
between the debt with the delay model and the debt with Merton’s model. We take T'= L = 10
and the function g is the quadratic interpolation of the standard deviation of daily returns Sdret
in the memory part. For the Merton’s model the volatility used is the mean of the memory part
of Sdret.
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CONCLUSION

We suggest a delay model for pricing corporate liabilities. Using replication and self-
financed strategy we have derived a RPDE which includes nonconstant volatility and time
delay in the firm value. With this model which is an extension of the work of Merton
[38], we demonstrated again that, any claim whose value depends on firm value and time
is a solution to our RPDE under some suitable boundary and terminal conditions. We the
RPDE and provide a formula for the price of equity value, debt value and loan guarantees
considering a delay on the firm value. Our expectations on improvement on existing models
were met.

Another aspect of our work was to analyze the risk structure of the firm. From the
studies of the monotonicity we found a necessary condition for the yield spread to be a
valid measure of risk. One can conclude that if we fix the maturity date, the risk premium
is a valid measure of risk. Unfortunately, in the presence of different maturities, the risk
premium cannot in general be considered as a valid measure of risk. Since our work only
involves one single portfolio and a single maturity, both the standard deviation on the debt
and the risk premium will be a valid measure of risk.

We apply our method to pricing risky debt and loan guarantees. We obtain numerical
approximations for the company value using the implicit Euler-Maruyama scheme. We also
use a combination of finite difference and finite volume method to approximate the RPDE.
We use our approximation scheme to test our model against real market data. Finally, we
compare the delay model on the company value with Merton’s model. It turned out that
our model always gives better prediction of the future price of the value of the company.
We further looked at the difference between the two models for the debt value. This model
can be used to obtain a formula for many other financial claims.

The immediate plan is to simulate the debt value for the same companies previously

simulated for the company value. This will confirm the prediction indicated by the firm
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value simulations. I also intend to investigate an application of my model to an actuarial
cost of insurance.

In my future research, I will continue to develop better models for real world appli-
cations. [ intend to investigate an application of optimal control on my model following
Oksendal’s approach in his paper titled "Optimal control of stochastic delay equations and
time-advanced backward stochastic differential equations” (joint work with Agnes Sulem

and Tusheng Zhang). .
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