Electronic Journal of Mathematical Analysis and Applications
Vol. 2(1) Jan. 2014, pp. 190-214.

ISSN: 2090-792X (online)
http://fcag-egypt.com/Journals/EJMAA /

INTEGRALS OF HIGHER BINARY OPTIONS AND
DEFAULTABLE BONDS WITH DISCRETE DEFAULT
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ABSTRACT. In this article, we study the problem of pricing defaultable bond
with discrete default intensity and barrier under constant risk free short rate
using higher order binary options and their integrals. In our credit risk model,
the risk free short rate is a constant and the default event occurs in an expected
manner when the firm value reaches a given default barrier at predetermined
discrete announcing dates or in an unexpected manner at the first jump time of
a Poisson process with given default intensity given by a step function of time
variable, respectively. We consider both endogenous and exogenous default re-
covery. Our pricing problem is derived to a solving problem of inhomogeneous
or homogeneous Black-Scholes PDEs with different coefficients and terminal
value of binary type in every subinterval between the two adjacent announcing
dates. In order to deal with the difference of coefficients in subintervals we use
a relation between prices of higher order binaries with different coefficients. In
our model, due to the inhomogenous term related to endogenous recovery, our
pricing formulae are represented by not only the prices of higher binary options
but also the integrals of them. So we consider a special binary option called
integral of i-th binary or nothing and then we obtain the pricing formulae of
our defaultable corporate bond by using the pricing formulae of higher binary
options and integrals of them.

1. INTRODUCTION

The study on defaultable corporate bond and credit risk is now one of the most
promising areas of cutting edge in financial mathematics. There are two main
approaches to modeling credit risk and pricing defaultable corporate bonds; one
is the structural approach and the other one is the reduced form approach. In the
structural method, we think that the default event occurs when the firm value is
not enough to repay debt, that is, the firm value reaches a certain lower threshold
(default barrier) from the above. Such a default can be expected and thus we
call it expected default. In the reduced-form approach, the default is treated as
an unpredictable event governed by a default intensity process. In this case, the
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default event can occur without any correlation with the firm value and such a
default is called unexpected default. In the reduced-form approach, if the default
probability in time interval [t, t + At] is , then AA¢ is X called default intensity
[9, 12, 13, [15].

The two approaches have got their own advantages and shortcomings (|3, 12])
and therefore the use of unified models of structural approach and reduced-form
approach is a trend. (See [3, 4, [6] [7, @, 12, T3], 14].) Cathcart et al [6] studied
a pricing of corporate bonds in the case when the default intensity is a linear
function of the interest rate and gave semi-analytical pricing formulae. Cathcart
et al [7] studied a valuation model in the case when the default intensity (hazard
rate) is a linear function of the state variable and the interest rate. Realdon [14]
studied a pricing of corporate bonds in the case with constant default intensity
and gave pricing formulae of the bond using PDE method. Some authors studied
the pricing model of defaultable bonds in which the default intensity is given as
a stochastic process [3, @, 12]. In [I2], the authors provided analytical pricing
formula of corporate defaultable bond with both expected and unexpected default
in the case when stochastic default intensity follows Wilmott model where drift and
volatility are linear of state variables [I5]. Bi et all [4] got the similar result with
[12] in the case when stochastic default intensity follows CIR-like model. Ballestra
et al [3] proposed a model to price defaultable bonds where default intensity follows
Vasicek-like model or CIR-like model coupled with the process of the firm’s asset
value and provided a closed-form approximate solution to their model. In [3} 4L 6]
7, [12] [T4] expected default barrier is given in the whole lifetime of the bond.

On the other hand, in [9} [I3] the author studied the pricing problem for default-
able corporate bond under the assumption that we only know the firm value and
the default barrier at 2 fixed discrete announcing dates, we don’t know about any
information of the firm value in another time and the default intensity between
the adjoined two announcing dates is a constant determined by its announced firm
value at the former announcing date. In that case we encountered a piecewise con-
stant default intensity. Generally, credit rankings estimated by credit estimation
organizations are discretely announced (once in three months, once in a half year
and etc.), which reflects the firms default intensity. The computational error in
[13] is corrected in [9]. The approach of [0, I3] is a kind of study of defaultable
bond under insufficient information about the firm and it is interesting to note
that Agliardi et al [2] studied bond pricing problem under imprecise information
with the technique of fuzzy mathematics. The approach of [9, 3] can be seen as
a unified model of structural model and reduced form model. Agliardi [I] studied
a structural model for defaultable bond with several (discrete) coupon dates where
the default can occur only when the firm value is not large enough to pay its debt
and coupon in those discrete coupon dates. In that case they encounter discrete
default barriers. Generally, default barrier reflects the firms debt and the investor
outside of the firm only can discretely know information of the firm including debt.

Speaking on default recovery, most of authors including [2} [3] 4} [6, @] 12} 13] have
studied the case of exogenous default recovery which is independent on firm value
whereas [I] have studied the case of endogenous recovery which is related to firm
value, and [14] studied both cases of exogenous and endogenous recovery.

Here we study the problem of pricing defaultable bond with discrete default
intensity and barrier under constant risk free short rate using higher order binary
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options and their integrals. In our credit risk model, the default event occurs in an
expected manner when the firm value reaches a certain lower threshold - the default
barrier at predetermined discrete announcing dates or in an unexpected manner at
the first jump time of a Poisson process with given default intensity given by a
step function of time variable, respectively. We consider both endogenous and
exogenous default recovery. Our pricing problem is derived to a solving problem
of inhomogeneous or homogeneous Black-Scholes PDEs with different coefficients
and terminal value of binary type in every subinterval between the two adjacent
announcing dates. In order to deal with the difference of coefficients in subintervals
we use a relation between prices of higher order binaries with different coefficients.
In our model, due to the inhomogenous term related to endogenous recovery, our
pricing formulae are represented by not only the prices of higher binary options but
also the integrals of them. So we consider a special binary option called integral of
i-th binary or nothing and then we obtain the pricing formulae of our defaultable
corporate bond by using the pricing formulae of higher binary options and integrals
of them.

Our approach to model credit risk is similar with the one of [I3] [0]. One of the
different points of our model from [9] is that we here consider arbitrary number
of announcing dates but [9] consider only 2 announcing dates. Another different
point from [9] is that we use constant risk free rate, the purpose of which is to
show the applicability of higher order binaries to the pricing of defaultable bonds
in the simplest way. Unlikely in [9] we here consider discrete default intensity
independent on firm value and it can be seen incompatible with reality but we
think our analytical pricing formulae can help the further study on the more realistic
situation with discrete default intensity dependent on firm value.

The remainder of the article is organized as follows. In section 2 we give some
preliminary knowledge on prices of higher order binary options and their integral
on the last expiry date. In section 3 we set our problem for corporate defaultable
bonds, provide the pricing formulae in both cases of endogenous and exogenous
default recovery and analyze the credit spread. In section 4 we derive the pricing
formulae using and higher order binary options and their integral.

2. PRELIMINARIES AND NOTES ON BINARY OPTIONS AND THEIR INTEGRALS

First, we introduce the concept of higher order bond and asset binaries with risk
free rate r, dividend rate ¢ and volatility o and their pricing formulae [5, [10] [11].

oV o? L0V ov
- 4 — _— = <
5 5% 5y +(r q)xax V=0, 0<t<T, 0<z< o0, (1)
V(z, T) =2 1(sx > s§), (2)
V(z, T) = 1(sxz > s£). (3)

The solution to the problem (1)) and (2) is called the asset-or-nothing binaries (or
asset binaries) and denoted by Ag (z,¢;T). The solution to the problem and
is called the cash-or-nothing binaries (or bond binaries) and denoted by B¢ (z,t;T).
Asset binary and bond binary are called the first order binary options. If necessary,
we will denote by Ag(x,t; T;r,q,0) or Bg(x,t; T;7,q,0) where the coefficients r, g
and o of Black-Scholes equation are explicitly included in the notation.

Let assume that 0 < Top < Ty < -+ < Tj,—1 and the (n — 1)-th order (asset or
bond) binary options AZ;:: (x,t;Th, -+ ,Tph—1) and ng::ll (x,t;Th, -+ ,Tho1)
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are already defined. Let

Ve, To) = Ag (e, To; Th, -+ Toea) - 1(soz > sobo), (4)
V(z, To) = Bg, " (2, Tos Tay -+, T1) - L(s0w > s0o)- (5)

The solution to the problem (/1)) and (4]) is called the n-th order asset binaries and de-

noted by Azoz“'s”‘l( t;To, 1, ,Tr—1). The solution to the problem () and ()

is called the n-th order bond binaries and denoted by BSOSl S" @ To, Ty, Tae).

Lemma 1. (The pricing formulae of higher order binary options) [5, 10, IT] The
prices of higher order bond and asset binaries with risk free rate r, dividend rate q
and volatility o are as follows.

Az, t;T;r,q,0) = ze” TN (sd ),
Bg(l’,t;T; r,q,0) = eiT(Tit)Nl(Sdi)vs =+or —. (6)
Here

T

Ni(z) = (V2m) ! / exp(—y?/2)dy,

—00

d* = (oVT —t) MIn(z/K) + (r — q £ %/2)(T —t)].

A§{11§<22 (.’I}, ta Tla T27 rq, U) = xe_(I(T2_t)N2(SldiFa Sgd;, 8152p)7

B 2 (v, T, Tosr,q,0) = e "2 Ny(s1dy, sady 5 s152p), 51,82 = + or —. (7)

Here
a b y22pyzq22
Nz(cub;p):/ / (271 —p2)~te” 202 dydz,
—00 — 00
[In

di = (o/T; — t) 'In(z/K;) + (r — g+ 0%/2)(T; - 1)],i = 1,2,
p=V (T —t)/(T> - 1).

Ifm>2ands; =4+ or—,i=1,--- ,m, then we have
AR R (w5 T T, q,0) = we M Tn=ON, (s1df, - smd; Agys,),
BR R (x5, Ty q,0) = e Tm=ON, (s1d], -, Smdi; Ag, s, ). (8)
Here

Np(a1,-- am; A / / “™Vdet A exp (—yTAy> dy,

@ = (0T =) In(@/K) + (r — g £ 02/2)(T — )i = 1o+ .m,
Asyoosy = (8i850i5)1 521, v =1, Ym), (9)
and the matrix (a;;){"_; is given as follows:
a1 = (T —t)/(Ta —T1), amm = (T — )/ (T — Tin—1),
aiip = (Ti =) /(T; = Ti-1) + (T; = ) /(Tig1 = T3), 2<i<m—1,

i1 =aiy1i= (T —t)(Tip1 —t)/(Tis1 —T;), 1 <i<m—1,
a;; =0 for another 4,j=1,---,m. (10)
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Note that Na(a,b; p) is the cumulative distribution function of bivariate normal
distribution with a mean vector [0,0] and a covariance matriz [1, p; p, 1] (symbols

in Matlab), and Ny, (a1, -+ ,am;A) is the cumulative distribution function of m-
variate normal distribution with zero mean vector and a covariance matric A~ =
(rij)i%=1 where ri; = \/(T; —t)/(T; —t), rji = rij;i < j. Such special functions

can easily be calculated by standard functions supplied in software for mathematical
calculation (for example, Matlab). Note that (A, .., )”" = (8i8;75) =1

Second, we consider a relation between prices of higher order binaries with dif-
ferent risk free rates and dividend rates. From the formulae @, and , we
can easily know that the following relations between prices of higher order binaries
with different risk free rates and dividend rates hold:

F[S(lls;{nm(xam T17 o 7Tma 1,71+ b7 U) =
= 67(”7T2)(T"L7t)F;(11'.‘.‘f£;l (z,6;Ty, -+, Tonsro, 12 + b, 0). (11)

Here F = A or F' = B.

Next, we will discuss integrals of the prices of higher order binary options on
the last expiry date variable. Let consider with the following two terminal
conditions:

Viz, T) = f(z, 1), (12)

D
Viz, T) = F(z) := /C (x, T)dT. (13)

Lemma 2. Assume that there exist non negative constants M and o such that
|f(z,7)| < M -2°™% 2 >0 and f(x,7) is a continuous function of T € [C, D].
Then the solution Vg(x,t) to the problem and is given by the integral of
the solution Vy(x,t;T) to the problem and ([12):

D
Ve(z, t) = /C Vi(z, t; T)dr. (14)

Proof: If we use the proposition 1 at page 249 in [I0] and the continuity of f
on 7, we can easily get (I4).(QED)

Now let consider a special binary option called integral of i-th binary or nothing.

Corollary. Let g(7) be a continuous function of 7 € [T;_1,T] and

T
V(.’I], TO) = 1(8037 > SOKO) / g(T)Ffsglslbfjilsf(z ($7 T07 Tla o 7Ti717 T)dT' (15)

Ti-1

Then the solution of and is given as follows:

T
Vi, 1) = / 9PV FR 2 5 (4 6Ty Ty, - Tioy,7)dr, £ < Ty, (16)
Ti—1
Here F = A or F = B.
Proof: We will prove only for bond binary in the case when ¢ = 1. The proofs
for other cases are the same. By the proposition 1 at page 249 in [10], the solution

to () with

T
V(z, To) = 1(soz > SoKO)/ 9(7) B3 (w, To; 7)dr

To
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is given as follows:

Uz, t)=
B e~ 7(To—1) © q 7[1n§+(2—;—T“T2_)(T04)]2 T . .
7(7\/% ; ;e o2(To—1t) 1(spz > SOKO)/TO Q(T)BKl(Z,To,T)deZ
T e~ 7(To—1) 0 1 7[1‘1%‘*'(7‘—121—%27)(T0—t)]2 .
B /T 9(7) o/2n(Ty 1) Jo P ooy By (2, To; 7)1(soz > soKo)dzdr

T
:/ g(7)BR. &, (%, t; Ty, 7)dT. (QED)
To

3. THE PROBLEM OF DEFAULTABLE BONDS AND THE PRICING FORMULAE

3.1. The Problem with Endogenous Recovery. Let Assume the followings:

1) Short rate r is a constant.

2)0=1ty) <ty <---<tn, <ty =T are announcing dates and T is the maturity
of our corporate bond with face value 1 (unit of currency). Foreveryi =0, --- ,N—1
the unexpected default probability in the interval [¢, ¢+ dt] N (¢, ¢i41) is A;dt. Here
the default intensity \; is a constant.

3) The firm value V (¢) follows a geometric Brownian motion

AV (t) = (r — b)dtV (t)dt + sy - V(£)dW (L) (17)

under the risk neutral martingale measure. Here the volatility sy of the firm value
is a constant and the firm continuously pays out dividend in rate b (constant) for a
unit of firm value. Like in [I2], the firm value V; is assumed to consist of m shares
of stock S and n sheets of corporate bonds Cj:

4) The expected default barrier is only given at time ¢; and the expected default
event occurs when

Vi(t) < Kiem"T=%) j=1... N. (19)

Here K; is a constant reflecting the quantity of debt and e~"(T—t) is default free
zero coupon bond price.
5) The default recovery Ry is given as the form of endogenous face value

Ry =min{e """~ R.V/n}. (20)

Here recovery rate 0 < R <1 is a constant.

6) In the subinterval (t;,¢;4+1), the price of our corporate bond is given by a
sufficiently smooth function C;(V, t) (i =0,--- ,N —1).

Problem: Find the representation of the price function C;y(V, t) (i =0,--- ,N—
1) under the above assumptions.

The Pricing Model. According to [I5], under the above assumptions the price
C of defaultable bond with a constant default intensity A and default recovery R,
satisfies the following PDE:
oc st ,9°C oC
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Therefore if we let Cn(V,t) = 1, then the price model of our bond is given as
follows:

8CZ 2 6202 801 . RV
ot S?VVQ FE. + (r—=0bV v (r4+X)Ci + X\ mln{e*r(Tft)’ T} =0, t; <t<ti1,
RV

Ci(tiJrl) = CiJrl(tiJrl)].(V > KiJrle_T(T_tiJrl)) + min{e_r(T_t’i“), 7}1(‘/ é KZ'+16_T(T_“+1)).
n
(21)

Here:=0,1,--- ,N — 1.

The Pricing Formulae. Under the assumptions 1)— 6), we have the following
pricing formulae:

Theorem 1. (endogenous recovery) i) Assume that K; < n/R,i = 1,--- ,N.
Under the assumptions 1)-6), the price of our bond, that is, the solution of 18
represented as follows:

Ci(Vit) = e " T, (V/e T T8 1) t; <t < tipq, i=0,---
Here

. . — p— N-1 e e
ui(:mt) _ e—/\z(tz,+1 t) {6 Dokmit1 Mot tk)B;ngm;N (.Z',t; ti1, - ,tN)+

RN71
= A (b —t —
Y e i AL e @ttt )

tm41
A (Tt e .
€ m (T =tm) |:BKi+1.A.Km%(w7tati+l7'" 7tm77—)

tm

m=1
N—-1 )
+ Z )\me_zzn:_wl)‘k(t“l_tk)/
m=i+1

+ n A}H»l“';g (@, 5t 41, ,tm,'r)} dT}

n
m R

tit1 R
4 /\i/ e~ Ni(r=1) {BZ}E (z,6;7;0,b,8v) + EA_% (z,t;T;O,b,sv)] dr. (23)
t

ii) Assume that K; > n/R,i = 1,--- ,N. Under the assumptions 1)-6), the price
of our bond, that is, the solution of is represented by with the following



EJMAA-2014/2(1) INTEGRALS OF HIGHER BINARY OPTIONS AND DEFAULTABLE 197

u;(x, t):
ui(z,t) =
— o Ailtit1— t){z e — > rmin1 Ak (tep1—tx) [ K1+1 IJ'(_ %(Z‘ titigq, - 7tm7tm+1)
m=1
R, oy - .
+ gAKWH,l--'K'm,% (x7t7ti+17 U 7tm7tm+1)
N—2
o Z e Zk¥i+1 )\k(tk-H7tk)B;’;’i+1t:.I—’(_mKtL+1 (Jf, ta ti-‘rla e 7tm7 tm-i—l)
m=1t
N-1 m—1 t'm+1
+ Z Amefz’“:i“)"“(t’““*t’“)/ e~ Am(T=tm) [Bt+1 1}* +l(x7t;ti+17-.~ st T)
m=i+1 tm R
R
+ gAJ’I;L‘Fl I—?mR(Z‘ t; t+17"' tm, T }
it+1 R
+ A / (T—t) {BE(%t;T;O,b,sv) +—A, (a: t;7;0,0, sv)] dr. (24)
n
Here By ke (z,tit1,-- ,tm) and ARk (z,t;t1,--- ,tm) are respectively the

prices of m- th order bond and asset binaries with 0-risk free rate, b-dividend rate
and sy -volatility. (See lemma 1.)

The proof is not difficult but somewhat complicated. We will prove it in the
section 4.

Remark 1. In this theorem, the financial meaning of w;(x,t) is that it is the
relative price of our bond in a subinterval with respect to the risk free zero coupon
bond. We can derive the pricing formulae of our bond under other assumptions on
the relations between K;(i = 1,---,N) and n/R using the same method.

3.2. The Problem with Exogenous Recovery. Instead of the assumption 5)
let assume the following:
7) The default recovery Rq is given as the form of exogenous face value

Ry=Re " ™=Y (0<R<1 is a constant.) (25)

Then under the assumptions 1), 2), 3), 4), 6) and 7) the pricing model of our bond
is given as follows:

0C; Sv ,02C; —r(T—t)
o 1% aVQ—&-(T b) 8V —(r4+X\)C; + \iRe =0, t; <t <tit,
C’i(ti+1) = Cip1(tiz )1V > Ko 7Tty 4 Rem " (T=tiv)(V < Ky g e (Tt

(26)
Here it =0,1,--- ,N —1 and Cny(V,t) =1
Theorem 2. (exogenous recovery) Under the assumptions 1), 2), 3), 4), 6) and
7) the price of our bond, that is, the solution of 1s represented as follows:

C;(V,t) = W;(V/e "= 1)e =0 L 1 — W (V/e " T~ )| Re (T
ti§t<ti+1,’i:0,"'7N—l. (27)
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Here

Wi(z,t) = ef/\z‘(twlft)*chV:_iirl )\k(tk-%—l*tk)B;;H—l-::‘;N (x,tstivt,  ,tn;0,b,8v).
(28)

The proof is done by the same way with that of theorem 1. See the section 4.

Remark 2. The financial meaning of the pricing formulae (27)) is similar with
that of [I2]: the price of our defaultable bond at time ¢ can be seen as a probabilistic
mean value of the current value e="(T—% of the bond in the case when there is no
default after time ¢ and the value Re~"(T—* of the bond in the case when default
occurs after time t. So W;(V/e "(T=t) | t) is the survival probability after the time
t € [ti,tit1), that is, the probability with which no default event occurs in the
interval (¢, T] and 1 — W;(V/e~"(T=  t) is the ruin probability after the time
t € [ti,ti+1), that is, the probability with which default event occurs in the interval
(t, T] when t; <t < t;11. The formulae can be written as follows:

Ci(V,t) = Re™ "D 4(1 = RYW;(V/e "0 p)e (0,
ti§t<ti+1,i20,'”,N—1. (29)

The financial meaning of is as follows: the first term of is the current
price of the part to be given to bond holder regardless of default occurs or not, and
the second term is the allowance dependent on the survival probability after time
t. If after some moment ¢, the default is certain (W = 0), then the price of the
bond at ¢ is exactly the current price of default recovery Re~"(T=%)_ If the default
recovery rate is zero, that is, R = 0, then the ratio of the defaultable bond price
and default free zero coupon bond price is the very the survival probability after
time ¢. If the default recovery rate is full, that is, R = 1, then default event does
not effect to the bond price and defaultable bond price is the same with default
free zero coupon bond price.

4. THE NUMERICAL RESULTS

4.1. Mustration of the Effect of Parameters on the Bond Price. In this
subsection we illustrate the effect of several parameters including recovery rate R,
volatility sy of firm value, z = V/e (T~ (relative price of firm value), default
boundary K and default intensity A on the price of the defaultable bonds. Let
N =2, t; = 3,t; = 6 (annum).

Basic data for calculation are as follows: Short rate r = 0.1; Firm value: dividend
rate b = 0.05, volatility sy = 1.0, z = V/e "(T=t) = 200; Ao = 0.002, A\; = 0.005
are respectively default intensities in the intervals (0,¢1), (¢1,t2); K1 = Ko = 100
is default barrier at time ¢y, to; recovery rate R = 0.5.

We will analyze (¢, C)-plot changing one of R, sy, z, K and A under keeping the
remainder of data on as the above. See the following figures [IH9)

Note that figure[I]shows that increase of recovery rate results in increase of bond
price. Figure [2 shows that increase of volatility of firm value results in decrease of
bond price. The reason is that when sy increases, the firm value fluctuates more
seriously and there are more risks of default, which results in decrease of bond
price. Figure [3] shows that increase of firm value results in increase of bond price.
Figures [H9] show the effect of default barrier and default intensity on bond price.
In particular, in the figure [5| (or |8) we can see the mixed effect of increase of K
(or X\g) and decrease of K3 (or A1) in the subinterval [0, 3].
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FIGURE 1. Plot (¢ : C') when R = 0.2,0.5,0.95
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FIGURE 2. Plot (¢ : C') when sy =0.5,1.0,1.5
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FIGURE 4. Plot (¢ : C) when (K7, K») = (50,50), (100, 100), (150, 150)
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FIGURE 5. Plot (¢ : C) when (K1, K2) = (50, 150), (100, 100), (150, 50)
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FIGURE 6. Plot (¢ : C') when K; = 100, Ky = 50, 100, 150
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FIGURE 9. Plot (¢ : C) when Ay = 0.01, A\; = 0.002,0.02,0.2

4.2. Credit Spread Analysis. In this subsection, we illustrate the effect of several
parameters including recovery rate R, volatility sy of firm value, x = V/ e (T-1),
default boundary K and default intensity A on credit spreads. The credit spread is
defined using the difference between the yields of the defaultable bond C and the
default-free bond e~"(T—*) and is given by the following expression:

In[C/e="(T=1)]
- T—t

For simplicity, we only consider the case of exogenous default recovery (theorem
2). Then, the credit spread is differently given in every subinterval as follows:

In[R + (1 — R)W;(V/e " T=8 1)]
T—1t
Let N =2,¢; = 3,to =T = 6 (annum) as in the above.

Basic data for calculation of C'S are as follows: Short rate » = 0.1; Firm value:
dividend rate b = 0.05, volatility sy, = 1.0, z = V/e "(T= = 200; A\g = 0.002, \; =
0.005 are respectively default intensities in the intervals (0,1), (¢1,t2); K1 = Ko =
100 is default barrier at time ¢y, to; recovery rate R = 0.5.

We will analyze (t,CS)-plot changing one of R,sy,z, K and A under keeping
the remainder of data on as the above. In what follows, the figure [10| shows that
increase of recovery rate results in decrease of credit spread. Figure [11| shows that
increase of volatility of firm value results in increase of credit spread. The reason
is that when sy increases, the firm value fluctuates more seriously and there are
more risks of default, which results in increase of credit spread. Figure [12] shows
that increase of firm value results in decrease of credit spread. Figures show
the effect of default barrier and default intensity on credit spread. In particular,

CcS =

CSi:_ atigt<ti+17i:07"'5N_1' (30)
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in the figure [14] (or we can see the mixed effect of increase of K (or Ag) and

decrease of K3 (or A1) in the subinterval [0, 3].
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FIGURE 11. Plot (¢ : CS) when sy = 0.5,1.0,1.5
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5. APPENDIX: PROOFS OF THEOREMS

The Proof of Theorem 1. i) In , we use change of numeraire
v Ci(V,t)

xzm, 'Ui(x,t)zfm,ti§t<ti+1,i:07"‘,N*l. (31)
Substituting into we get
ou; s%, 5 0%u; ou;

. R
5 + 5 L 52 x@x — i —&—)\imln{Lgx} =0, t; <t <tiy,x >0,

wi(@,tip1) = i1 (2, tip1) (x> Kipq) + min{l, %7}1(3} <Ki41),i=0,--- ,N —1.
(32)

Here uy(z,t) = 1. From the assumption
K, <n/Rji=1,---,N (33)

IfV(t;) < Kie " (T=%) that is, if the default event occurs at time ¢;, then min{e~"(T~%) RV (t;)/n} =
RV (t;)/n and we have

R
min{1, Em}l(x < Kiy1) = —2 - l(z < Kijt1). (34)
n n
Then the problem (32) is changed into the following one.
ou; s%, 282%- ou; . R
5 T 9% 2 bx e Aith; + A; min{1, gx} =0, t; <t <tip1,2>0,

R .
ui($7ti+1) = ui+1(ti+1)1(as > Ki+1) + El‘ . 1(.1‘ < Ki+1)7z =0,---,N—1. (35)



EJMAA-2014/2(1) INTEGRALS OF HIGHER BINARY OPTIONS AND DEFAULTABLE 209

When i = N — 1, is as follows:

aUN_l S%/ 282UN_1 8’11,]\]_1 . R
ot 71’ 22 — bz or — AN—1UN—1 F AN_1 mln{l,gx} =0,
tno1 <t<T,x>0,
R
uN_l(x,T):1(a:>KN)—|—gx-1(x§KN), x> 0. (36)

This is a terminal value problem for an inhomogenous Black-Scholes equation with
coefficients r = Ay_1, ¢ = Any_1+ b, 0 = sy. Let Ly_; be the Black-Scholes
partial differential operator with coefficients r = Ay _1, ¢ = Any_1 +b,0 = sy, that
is,

ou st ,0% Ou

— + La'— —br— — Any_1u.

ot T o~ Mor N

Then the solution of is provided by sum of the solutions U; and U; to the two

following problems:

LN,1’LL =

Ly_1U; =0, tn_1 <t<T,z >0,

Ul(ac,T):1(x>KN)+§x-1(x§KN), x> 0. (37)

R
Ln_1Us+ ANn_1 min{l,gx}:O, tno1 <t<T,xz>0,
Us(z,T) =0, x> 0. (38)

The terminal payoff of is linear combination of the terminal payoffs of bond
and asset binaries (refer to section 2) and thus the solution to is given as
follows:

R _
U, = B;N(x,t;T; >\N717)\N71+basV)+gAKN(xat;T§ AN—1, AN—1+b,sv), tnv—1 <t < T.

The problem is a O-terminal value problem of an inhomogeneous equation and
thus we can use the Duhamel’s principle to solve it. Fix 7 € (ty—1,7T] and let
W (z,t;7) be the solution to the following terminal value problem:

Ly 1W =0, tn_1 <t<T,2>0,
Wz, 7;7) = Ay—1 min{1, Ex}, x> 0.
n

Since Ay_;min{l, £2} = Ay_; [1(z > n/R) + £z - 1(z < n/R)], the solution is
given as follows:

W(a)‘,t;T) = AN_1 {Bi/R(a?,t;T; AN_1,AN_1+ 0, Sv) +

R
+E A;/R(x,t;T;)\N,h)\N,l + b,Sv>] st Z<t<T, z>0.
Then the solution Us to is given as follows:

T
U, :/ Wz, t;T)dr =
¢

T
= )\N71/ [B,T/R(ﬂ%tﬂ’; AN—1,AN-1+b,sv) +
t

R
+ . A,;/R(-’Eyt;T;)\N—lv)\N—l +b,5v)] dr, tn—1 <t<T, z>0.
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Thus the solution to is provided by ux_1(z,t) = Uy + Us, that is,

UN_l(l‘, t) =

R
=Bk (@, T; A1, Av-1 +b,sv) + gA}N (@, t; T; AN—1, AN—1 + b, sv)+
T
+An-1 /t {B:{/R(l”af;ﬂ AN-1,AN-1+b,5v) +

R
+ g A;/R(Qi,t;T; AN_1,AN—_1 + b, Sv):| dr, ty_1 <t<T, z>0. (39)

For our further purpose, using the relations we rewrite by the price of
bond and asset binaries with the coefficients r = 0,q = b,0 = sy:

R
UN—I(J:’ t) = e_)\N_l(T_t) l:B?;N (1‘7 tv Ta 07 ba SV) + EA;(N (.13, ta Tv Oa b7 SV):| -

T
R
+ >\N—1 /t e_AN_l(T_t) |: :/R(xa ta 75 0? b) SV) + EA;/R(xa t7 T 07 b7 SV):| dT7

tn_1 <t<T, x>0. (40)
Now solve when ¢ = N — 2. In this case is as follows:
8UN_2 8‘2/ 282uN_2 8uN_2 . R
9 - pro I bx i AN_2uN—1 + An—2min{l, El’} =0,
tn_o <t <tn_1,2 >0,
R
un_2(x,tny_1) =un_1(z, ty_1)1(z > Ky_1) + - 1z < Kn_1). (41)

This is a terminal value problem of the inhomogeneous Black-Scholes equation with
coefficients r = Ay_2, g = An_2+0b, 0 =sy.

Remark 3. If we consider , then the expiry payoff of is the linear
combination of first order binaries or zero and integrals of first order binaries or
zero and therefore you could think that it is natural to solve using the pricing
formulae of second order binaries and their integrals. But we must note that the
coeflicients of are different from those of and and thus we can’t
directly apply the pricing formulae of second order binaries here. Fortunately, the
differences between risk free rates and dividend rates in adjacent subintervals are
all a constant —b and wvolatility is not changed in whole time interval and thus we
can carefully use the pricing formulae of second order binaries with together
to give a representation of the solution to .

If we rewrite the terminal payoff of into prices of binaries with the coefficients
r=AN_2, § = AN_2+ b, 0=sy using , then from we get:

'UJN—l(JC,tN—l) — 67()\N—17)\N72)(T7tN71) [BI-;N (I,t; T; )\N—27 AN_2 + b7 SV) +
R
+ p Ap @ 5Ty AN 2, AN —2 + b, sv)| +
T
+ /\N—l/ e~ (AN—1=An_2)(T—tn_1) [B:L'/R(aj,t; TiAN—2, AN—2 + b, sv) +
t

R
+ o An/R(aj,t;T; AN—2,AN—2 + b, Sv)} dr.

Let Ly_2 be the Black-Scholes partial differential operator with coefficients r =
AN_2, ¢ = Any_2 + b, 0 = sy. Then the solution to is the sum Uy + Uy + Us
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of the solutions to the following three problems:

Ly_oU; =0, tN_o <t <tny_1,z >0,

Up(z,tn—q) = e~ An—1=Av=a)(T=tn =) [B;EN (z,tn—1;T5 AN—2, AN—2 + b, sv) +

R
+ E AKN (f,thl;T; )\N,Q,)\N,Q + b7SV)] ].($ > KN71)+

R
—i—ga:-l(xSKN_l), (42)
Ly_2U; =0, tn_o <t <tny_1,2>0,
Up(z,tn—1) =
T
— )\N—l/ 67(>\N—17>\N—2)(7—7tN—1) {B% (Jf,tN—l; T )\N—2, AN_o + b7 SV) +
tN—1
R
P PR IRTL DI R sv)} dr-1(z > Kn_1). (43)
. R
Ly_oUs+ An_2 mln{l,gfﬂ}:o, tN_o <t <tny_1,z >0,
U3($,tN_1) =0, x> 0. (44)

Using the prices of first and second order binaries @ and , the solution to
is given as follows:

U1($7t) =

= e O An2)(T=ino) B (@ titno1, T An—2, An—2 + b, sv) +
R + —_
+ g AKN—lKN (SC, t7 thl, T7 )\N72a )\N72 + b7 SV)] +
R _
+ gAKNfl(x,ttN—l; AN—2,AN—2 +b,sv), tn_2 <t <ty_1. (45)

From the corollary of Lemma 2, the solution to is given as follows:
Ug (x, t) =

T
_ AN—I/ 67(/\N—1*)\N—2)(T*t1\f71) [B;N71'~_% (xvta tN_l,T;)\N_Q,)\N_Q +b,SV) +
tN—1

R _
+ g A;Nil%(l‘,t;tN_l,T; AN_2, AN_2 —|—b,8v) dr, tny_o <t <tn_1. (46)

(44) is a 0-terminal value problem of an inhomogeneous equation just like (38]), so
its solution is given by

tN—1
Us(z,t) = )\N72/ [B:[/R(m,t;r; AN_2,AN_2 +b,5v) +
t

=

+ g A;/R(.’E7t;7—;)\N_27AN_2 + b,Sv)] dT, tN_o <t <tn_q. (47)
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Thus we obtain the representation of uy_o(x,t) = Uy + Uy + Us, that is,

un_2(z,t) =
= e~ AN—1=AN2)(T—tN-1) [BIJ;N,J;KN (x,t;tn—1,T; AN—2, AN—2+ b, sy) +
R ALt~ ; T\ A b
+ - AN 1Ky (@, t5tn—1, T5 AN—2, AN—2 + 73V)} +

R  _
+ gAKNfl(JU,t; tN—1;AN—2, AN—2 + b, 5v)

T
+ AN—I/ e_(AN—l—AN—2)(T—tN—1) [B;N7+ (x7t,tN—177-;)\N—27AN—2 + b,Sv) +

tN—1 'R
A;N_:% (ZL’,t; tN_1,T; AN_2, AN_2 + b, Sv)] dr

tN—1
Jr)\N_Q/t [B:/R(x,t;T;)\N_g,)\N_Q+b,sv) +

R
+ . A;/R(l',t;T; AN—2,AN—2 + D, Sv)} dr, ty—o <t <itn—_1. (48)

For our further purpose, using the relations we rewrite by the price of
bond and asset binaries with the coeflicients r =0, ¢ = b, 0 = sy to get

’U,N,Q(QL'7 t) =

= e A2 (T=)=On-1=An-2)(T—tn 1) {B}NjKN (x,t;tn-1,T30,b,sv) +

R
+ 5 A-"I;NflKN(‘T7t;tN—laT;0aba SV) +

R
+ e Av—2(tv-1=h) EAE(IW1 (z,titn-1;0,b, sv)+

T

+ )\Nfl/ e*/\N72(T*t)7(/\N71*AN72)(7'7tN*1) [BKJFN_;F% (l’,t,t]\],h’r; 0, b, Sv) +
tN—1 )

R

n

+ A;Nil_%(m,t;tN_l,T;O,b, sv)} dr+

n
R

tN—1 R
+ )\N,g/ e~ A—2(m=t) | g¥ (x,t;7;0,b,8v) + - ATT% (z,t;7;0,0, sv)} dr,
t
tNn_o <t <tn_q. (49)

By induction we can obtain the representations of all u;(z,t)(i =0,--- ;N —1).
If in every representation of u;(x,t) we replace the higher order binaries with the
coefficients r = \;, ¢ = \; + b, 0 = sy into the higher order binaries with the
coefficients r = 0, ¢ = b, 0 = sy using the relation and arrange the exponents
properly, we soon obtain (23)). If we return to the original variable V' and the un-
known function C using (31)), then we soon obtain .

The proof of ii) is simillar with the proof of i) and we will give the sketch. From
the assumption K; > n/R, i =1,2,--- , N. Then we have

. R R n n
mln{l, n:c} Hr < K1} = T 1 {:L' < E} +1 {x > E} — {z > K;}. (50)
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Then the problem is changed into the following one.

ou;  s% 50%u ou; . R

E ?Vlj 81‘2 — bma — )\,LUZ + )\Z mln{l, El’} = O, tl <t < ti+1,='17 > O,
R n n

wi(@,tip1) = [wip1(tip1) — 1) - L(x > K1) + T 1 {a: < E} +1 {x > E} )

(51)

Here ¢ = 0,--- ,N — 1. This problems can be solved in the same way with the
method of solving (3E). The details are omitted. (QED)

The proof of Theorem 2. In , if we use change of numeraire , then
we have

6ui il‘z 82111' _ bxauz

ot 27 Ox? ox
Ui($7ti+1) = ui+1($,ti+1)1({1} > Ki+1) +R- 1(1‘ < Ki+1),i =0,---,N—1. (52)

—)\iui—i-/\iR:O, t; <t<ti+1,l‘>0,

Here uy(z,t) = 1. We use the change of unknown function
w,=(1-RW;+R,i=0,--- ,N—1. (53)
Then the problem is changed into the following one.

an S%/ 282Wi E)WZ
o T2 o s
Wi(.’E,ti+1) = Wi+1($,ti+1)1(l’ > Ki+1), z>0,1=0,--- ,N —1. (54)

- XW; =0, t; <t<ti+1,$>0,

Here Wi (z,t) = 1. These equations are simpler than ones in theorem 1 (note that
are homogenous Black-Scholes equations) and we can easily solve them with
the same method in the above to get and (27).

6. CONCLUSIONS

In this paper we studied the pricing of defaultable bond with discrete default
intensity and barrier under constant risk free short rate using higher order binary
options ([5, 10, [11]) and their integrals. We considered both endogenous and ez-
ogenous default recovery. Our pricing problem is derived to a solving problem
of inhomogeneous or homogeneous Black-Scholes PDEs with different coefficients
and terminal value of binary type in every subinterval between the two adjacent
announcing dates. See and . In order to deal with the difference of co-
efficients in subintervals we used a relation between prices of higher order
binaries with different coefficients. In our model, due to the inhomogenous term
related to endogenous recovery, our bond prices are represented by not only the
prices of higher binary options but also the integrals of them. See the formulae
and (24)(3.8). So first we provided the pricing formulae (corollary of lemma
2) of a special binary option called integral of i-th binary or nothing and then we
obtain the pricing formulae of our defaultable corporate bond by using the pricing
formulae of higher binary options and integrals of them and provided illasration of
the effect of parameters on the price of corporate bond and the credit spread.
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