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Abstract

Relax certificates are written on multiple underlying stocks. The payoff depends on a
barrier condition such that it is path—dependent. So long as none of the underlying
assets crosses a lower barrier, the investor receives the payoff of a coupon bond.
Otherwise, there is a cash settlement at maturity which depends on the lowest
stock return. Thus, the products consist of a knock-out coupon bond and a knock-
in minimum option. In a Black—Scholes model setup, the price of the knock—out
part can be given in closed (or semi—closed) form in the case of two underlyings, but
not for more than two. Without considering the trivial case of one underlying, the
price of the knock-in minimum option is to be calculated numerically. Alternatively
to exact pricing, we derive semi—closed form upper price bounds. These bounds are
the lowest upper price bounds which can be derived without the usage of numerical
methods. In addition, the bounds are especially tight with respect to the market
convention that the certificates are traded at a discount of the corresponding coupon
bond. This is also illustrated with market data.
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1 Introduction

Recently, more and more structured products written on several instead of one underlying
are issued. Amongst them are so—called relax certificates which can be interpreted as a
generalized version of bonus certificates. While four issuers started to offer these products

in 2006, more than 13 issuers are listed today.!

Normally, relax certificates? are written on three stocks belonging to a similar market
segment like blue chips or primary products. They are also traded on indices. The payoff
depends on whether and when any of the underlyings reaches a lower barrier. So long as
the barrier is not reached, the payments of the portfolio correspond to those of a coupon
bond where the coupon payments usually range from 6% to 16%.% However, if the lower
barrier is hit, all future payments from the bond component are canceled. Instead, the
investor receives a minimum option on the underlyings. Relax certificates thus combine a
knock-out component (the bond) and a knock-in component (the minimum option). The
time to maturity is usually smaller than thhat of ordinary bonus certificates. A typical
choice are e.g. three years and three month with reference dates every 13 months or a

maturity of about one year with a single reference date at maturity.

Relax certificates are advertised as follows: The bonus payments are appealing even in
sideways moving and moderately bearish markets. The risk of loosing the bonus payments
is low since this event is triggered by a significant loss in one of the underlying stocks.
However, relax certificates are less attractive in highly bullish and highly bearish markets.
In the first case, the investor would have been better off with a direct investment in the

stocks. With relax certificates, she forgoes the participation in increasing stock prices. In

!These data has been taken from the monthly reports of the EUWAX and the monthly statistics of

the DDI.
2Similar products are also called Top-10-Anleihe, Easy Relax Express, Easy Relax Bonus, Multi-

Capped Bonus or Aktienrelax. Furthermore, there are also relax certificates which bear some features of

express certificates.
3Some examples for contracts which are traded in the market will be given in Section 5.
4There are also certificates where the investor can participate in the development of the underlying

assets if the terminal value of worst performing stock is larger than the face value of the coupon bond.



extremely bearish markets, the investor is also worse off. Here, she has to participate in

the (highest) losses at the stock market. This contradicts the naming 'relax’.

In this paper, we provide a detailed analysis of relax certificates. In particular, we
analyze the pricing, upper price bounds, and risk management. Related literature includes
Wallmeier and Diethelm (2008) and Lindauer and Seiz (2008). They analyze (multi)
barrier reverse convertibles which are traded in Switzerland and are similar to the German
relax certificates. Lindauer and Seiz (2008) rely on Monte Carlo simulations to price these
contracts in a standard Black-Scholes framework with correlated assets. Wallmeier and
Diethelm (2008) extend a multinomial tree introduced by Chen, Chung, and Yang (2002)
to value barrier reverse convertibles on three underlyings. In contrast, our main focus is

on closed-form or semi-closed form solutions.

Recall that relax certificates can be interpreted as a knock-out coupon bond and a
knock-in minimum option. In the literature, there is an extensive analysis of barrier op-
tions. Without claiming completeness, closed-form solutions for standard barrier options
are given by Rubinstein and Reiner (1991), Rich (1994) and Haug (1998). More exotic
barrier options are, for example, considered in Kunitomo and Ikeda (1992) (two-sided bar-
riers) and Heynen and Kat (1994a,b) (external barriers). For multi-asset barrier options,
we refer to Wong and Kwok (2003) and Kwok, Wu, and Yu (1998). Closed-form solutions
for pricing options on the minimum or maximum of two risky assets are firstly introduced

in Stulz (1982). An extension to more than two risky assets is given by Johnson (1987).

The probability that at least one underlying reaches the barrier is important for
pricing and risk management. In the simple case of one underlying asset, the distribution
of the first hitting time is well known in a Black-Scholes setup, cf. for example Merton
(1973). It can be calculated using the reflection principle, firstly introduced by Rich (1994),
or the method of images. For two underlyings, a semi—closed form solution is given in
He, Keirstead, and Rebholz (1998) where the distribution function is approximated by
using an infinite Bessel function. Based on a more general work of Rebholz (1994), Zhou
(2001) applies these results to credit risk modeling where similar problems occur. This

was extended by Overbeck and Schmidt (2005) who use a deterministic time change for



each Brownian motion. The first hitting time distribution of more than two underlyings,

however, cannot be given in closed form for a general correlation structure.

Our main findings are as follows. The decomposition into a knock-out coupon bond
and a knock-in minimum option is useful to understand the market convention. The
contracts are designed such that relax certificates can be offered at a discount of the
associated coupon bond. Formally, this gives a condition on admissible (or attractive)
contract parameters in terms of the barrier and coupon payments. Basically, this condition
is met if there is a lower bound on the coupon rate and/or an upper bound on the barrier
level. In this case, a trivial upper price bound is given by the corresponding coupon
bond. This price bound can be tightened by subtracting the price of a put option on the

minimum of the underlyings with a strike price equal to the barrier.

In addition, we show that price bounds can be determined by considering subsets of
the underlyings. In the extreme case where the number of underlyings is reduced to one,
the upper price bound can be calculated in closed—form in a Black-Scholes setup. This
price bound is decreasing in the volatility of the underlying. In particular, this implies
that the lowest upper price bound is given by using the stock with the highest volatility as
underlying. Due to the drawbacks of the extreme case of one—underlying which obviously
contradicts the basic idea of multiple underlyings, we extensively study higher dimensions.
We show that tight but still tractable price bounds result from considering all subsets

consisting of two underlyings.

In order to test the practical relevance of our theoretical results, we analyze relax
certificates which are currently traded at the market. For typical contract specifications,
the price of relax certificates on two or three underlyings is up to 10% lower than the price
of the corresponding coupon bond. The risk that at least one of the underlying stocks
hits the lower barrier can thus not be neglected and is highly economically significant.
We also compare the market prices to the upper price bounds which are based on two
underlyings only. It turns out that the market prices are well above these upper price
bounds, which confirms that these contracts are overpriced (at least relative to the model

of Black-Scholes) and which also shows that the upper price bounds are rather tight.



The remainder of the paper is organized as follows. In Section 2, the payoff structure
of relax certificates is defined and analyzed. In addition, we focus on conditions on the con-
tract parameters which are implied by the contract design. This allows us to derive model
independent upper price bounds. In Section 3, we assume a Black—Scholes model and give
a representation of (exact) prices as well as (model-dependent) upper price bounds. In
particular, we give a tight upper price bound in semi—closed form. The dependence of the
prices and price bounds on the characteristics of the underlyings is discussed in Section

4. A comparison to market prices can be found in Section 5. Section 6 concludes.

2 Product Specification and Model Independent Price

Bounds

2.1 Product Specification

In general, a relax certificate is written on n underlying stocks, where n is equal to 2 or 3
for currently traded relax certificates. Let Slfj ) be the price of stock j at time ¢. For ease of

exposition, we set the initial value of all stocks equal to one, i.e. Séj) =1(j=1,...,n).°

The payoff of the relax certificate depends on whether at least one of the stocks has
hit its lower barrier m (m < 1), i.e. has lost the fraction 1 — m of its value. Usually, m
is chosen to be quite low, e.g. m = 0.5, so that this event constitutes a significant loss
of this stock. The first hitting time of stock j (j = 1,...,n) with respect to the barrier
level m is denoted by 7,, ;. The first hitting time of the portfolio of all underlying stocks

is denoted 7, i.e.

Tmj = inf{t > 0,5 < m} , (1)
TT(:) = min{7,1, ... Tmnt- (2)
If none of the underlyings reaches the level m, 7 s set to 7 = oo,

5This is in line with currently traded relax certificates where the minimum option is written on the

return of the underlying stocks in ty.



The relax certificate can be decomposed into two parts, a knock-out (RO) and a knock-
in (RI) component. Its total payoff at maturity ¢y is RC%Z) = RO%Z) + ngy, where we
assume that payments before maturity are accumulated at the continuously compounded
risk-free rate r.° The set of all payment dates is denoted by T ={ty,...,tn}", the current
point in time is ¢y < ¢;. If the barrier has not been hit until t; € T (i = 1,..., N), the
investor receives a bonus payment which can be interpreted as a coupon payment with
coupon rate d. At maturity ¢y, she also receives the nominal value of the certificate which

we normalize to one. This part of the payoff can be interpreted as a knock-out component

RO

N
(n) _ T —t
ROtN - Z de (=t (1 - 1{Tr(r?)§ti}> + (1 o 1{7'7(r?)StN}> (3)

i=1
where 1 is an indicator function. If the barrier is hit before ¢y, the investor forgoes all
future bonus payments as well as the repayment of the nominal value. Instead, she gets
an option on the minimum of the n underlying stocks with maturity in ¢y. The payoff

from this knock-in component RI,EZ) at time ty is given by
n . 1 n
RI; = min{S{), ..., S H o, (4)
We summarize the payoff from the relax certificate in the following definition:

Definition 1 (Relax certificate) The compounded payoff of a relax certificate with nom-
inal value 1, coupon rate 0, lower boundary m, payment dates T = {t1,...,tn}, and n

underlying stocks S, ..., 8™ s

N
(n) _ r(ty—t;
RCy) = 256 (v —ti) (1 — I{T,Sf)gti}) + (1 — I{T,Sll)gtN})
i=1

+min{5§]1v),...,St(Z)} Z{TS)StN}' (5)

2.2 Model Independent Price Bounds

Relax certificates are advertised by a rather high coupon rate and a price below the price

of the corresponding coupon bond. We call these relax certificates attractive:

6Throughout the paper we assume that 7 is constant.



Definition 2 (Attractive relax certificate) A relaz certificate is called attractive iff
N

d>r and R tg) < Z5€_T(ti_t0) + e"(tv—to), (6)
i=1

The discount as compared to the price of a coupon bond is achieved by the knock-out
feature of the bond component. However, note that in case of a knock-out, the payoff is
not replaced by zero but by the payoff of a minimum option. For the relax certificate to
be attractive, the investor has to switch from a “higher” to a “lower” payoff in this case,
i.e. the foregone future bond payments must be worth less than the minimum option. A

condition to ensure that this is indeed the case is given in the following lemma:

Lemma 1 (Upper price bound: coupon bond) A sufficient condition on the con-

tract parameters (0, m) to ensure RCﬁg) < Zf\; SeTti=t0) 4 er(tn—t) s given by

m < min § e7timt) 4 gmrltn=ti), (7)

- 1=0,...,n
{j=0,...,n} it

In particular, a sufficient condition for Equation (7) is given by

< (14 0)e "t~
T l4e N

(8)
PRrROOF: If the barrier is not hit, the payoffs are equal to that of a coupon bond. If the
barrier is hit at time 7, the investor forgoes the future payments from this bond and
receives a minimum option instead. The value of this minimum option is bounded from
above by the lowest stock price at time 7, which is equal to m.” Condition (7) ensures
that immediately after a coupon payment, the value of the coupon bond is larger than
the upper price bound of the minimum option. In between the coupon dates, the price

of the coupon bond increases and is thus also larger than m. To derive Equation (8), we

start from the right hand side of the inequality:

min o e*r(tiftj)_kefr(tjvftj) > 667T(tN*tO)+€fT(tN7to)
(7=0,0.m} ity >t N

(1+ 6)ertn=to)
1 + e*T(thto)

"To be more precise, in the case of gap risk due to jump or liquidity risk the lowest stock price can be

lower than m.



If m is smaller than the last line, then Equation (7) holds. O

Obviously, an upper price bound for an attractive relax certificate is given by the
price of the corresponding coupon bond. The trivial superhedge can easily be tightened

by selling some put options, which makes the price bound model dependent.®

Proposition 1 (Semi-Static Superhedge) Assume that the tupel (6, m) satisfies Equa-

tion (8). Then, the following semi-static strategy is a superhedge for the relaz certificate:

At to, buy the corresponding coupon bond (with coupon 6 and payment dates z) and sell

a minimum put-option with underlyings S = (SW, ..., S™), maturity ty and strike m.
(n)

At time T’ < ty, sell the coupon bond, buy back the minimum put-option, and buy the

cheapest underlying asset.

PRrROOF: Consider the case 7" < ¢ n first. At 7, ), the value of the hedge portfolio is
OB — P > e (1 4 6) — P,

where C'B denotes the value of the coupon bond. The payoff of the minimum put-option

at ty is bounded by

. +
pMn = [m — mz’n{St(]lV), : ,S(”)}] <m

.. tn

so that at 7 < ¢y we have PJ‘({f)” < et =), With condition (8), it follows that

CB g — Pin > 7 tm)(1 4 ) — vy
= ¢ "in— o (1+(5 m)

> m.

Therefore, the value of the hedge portfolio is large enough to buy the cheapest asset,
which is worth m at 7" . Obviously, this asset superhedges the minimum option. Finally,

for 77) > tx we have CB,, — PMin = CB,,,. 0

Corollary 1 (Upper Bound on RC!" ) For an attractive relax certificate, it holds that

to

N
R tg) S Zde—r(ti—to) + e—T‘(tN—to) _ Pt](\)lzn(s(l)

ty o
i=1

S, 9)

tN

8The semi-static superhedge is model independent excluding gap risk due to jump or liquidity risk.
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PRroOF: The proof follows immediately with Proposition 1. O

The semi-static superhedge in Proposition 1 can be simplified by considering only a
subset of underlyings, as will be shown in Section 3.2. Reducing the number of underlyings
to one leads to a semi-static hedge where only one plain-vanilla put option instead of the
more exotic minimum option is needed. The optimal choice which gives the lowest initial
capital is then the most expensive put, where the high price can be due to a low stock

price and/or a high volatility.

An issuer who sells the relax certificate as a substitute for selling a coupon bond
might follow yet another hedging strategy. So long as the barrier is not hit, he might just
refrain from hedging at all. If the barrier is hit, however, she is no longer short a coupon
bond but short a minimum option. At this point in time, she might hedge her exposure
to stock price risk by taking a long position in the worst performing stock, thus ”paying

back” the bond before its maturity date.

3 Pricing and upper price bounds

For the following analysis, we assume a Black—Scholes-type model setup. Each stock price

St(j ) satisfies the stochastic differential equation
S = ;S\ dt + 0,8 aw (10)

where {W )}OStST is a standard Brownian motion under the real world measure P. The
Wiener processes are in general correlated, i.e. for i # j it holds that (W@ W), = pijt.
In particular, we assume constant correlations. Note that Equation (10) implies that the

dynamics of the stock prices under the risk neutral measure () are
dSY) = rSPdt + 0,87 dw > (11)

where {W®@W}o,cr is a standard Brownian motion under the equivalent martingale

measure (). The change of measure is given by

900) () _ . @) — p\ 2
@ = exp T w9 — 0.5 K ) et
oP t ] 0




3.1 Prices of Relax Certificates

Let RC%:) denote the price at ¢y of the relax certificate which is written on n underlying

assets S, ..., S Pricing by no arbitrage immediately gives

Proposition 2 (Price of a relax certificate) The ty—price of a relax certificate with
coupon payments o, payment dates T = {t1,...,tn} and n underlying assets is given by

Rdg) = ROEZF) + R]i:). The prices of the components are

N
ROE:) = 5Ze_r(t"_t°) Q (7’7(,?) >t ‘ fto) + e7lin—t) (7‘7(:) >ty ’ }_to) (12)
i=1
tN )
R]g)l) - FE |:/ e—r(u—to)cym,ndNu ’ ft0:| (13)
to
where Ny := 1 w_, and G/ := B [e—f(tN—t) min {St(}v), . St(Z)} | ]—"t}

PROOF: Pricing by no arbitrage immediately gives

N
RCM = 8 et Q (7 >t | Fyy) eI Q () >ty | Fy)
i=1

L CUNEL) S PN

Using iterated expectations yields
Eq {er(”\’t(’) min {St(i,), e ,St(z)} l{quN} | fto]
ty
= Fg {/ e u—to) g [e_r(tN_") min {St(;j), cee SISZ)} | fu} 1{r§$)edu} ‘ fto}
to

With the definition of N, the pricing formula follows. The price of the minimum option
on n assets is given in Appendix C for n = 2 and in Appendix D for general n. O

The price of the knock-out bond component in Equation (12) depends on the distribu-
tion of the first hitting time i ), i.e. the first time when one of the stocks hits the barrier.
The price (13) of the knock-in minimum option depends on the joint distribution of the
first hitting time and the stock prices at this first hitting time. In case of one underlying,

the first hitting time distribution is well known and can be derived using the martingale

9



stopping theorem as in Harrison (1985) or the reflection principle as in Karatzas and

Shreve (1999). The price of the relax certificate can then be calculated in closed—form:

Proposition 3 (Price of a relax certificate on one underlying)
Forn =1, the price RC@::U according to Equations (12) and (13) is given in closed form
where the survival probability Q(qu,?:l) > t) needed in Equation (12) is given by:

—InZ + (r—L1o?)t r=30% In 2+ (r — 202)t
Q(Tﬁzl)Zt)=N< % a(ﬁ 2 )>+62 % 1“%N( % 0(\/%2 ) (14)

The minimum option in Equation (13) reduces to the underlying itself, and the price of

the knock-in minimum option s

RI) —m/ )@ (ri=D € du | Fy) (15)
where () < =1 ¢ du ‘ .7-",50) is given in Appendiz A.

PROOF: Equation (14) is based on well known results. For the sake of completeness, these

are given in Appendix A. With respect to Equation (15), first note that

CtMin,nzl _ EQ |:efr(tN7t) min {St(i;)} | ft]
= B e s | R] =S,

In addition, we know that for 7 = 4 it holds that S, = m. This gives

tn . v
E |:/ efr(ufto)ci/hn,nzldNu | ft0‘| = mkFE |:/ e " (u—to) dNu ’ fto‘|

to

:m/ 7mt‘))CQ "ledu’fto).

O

For more than one underlying, closed—form solutions for Equations (12) and (13) do
no longer exist in general. For the special cases of uncorrelated stock prices or perfectly
positively correlated stock prices, the distribution of the first hitting time follows from
the one-dimensional case. For n = 2, Zhou (2001) derives a semi—closed form solution

for the first hitting time by approximating the distribution function using an infinite

10



Bessel function. The price of the knock-out bond component can then be calculated in
(semi-) closed form. The price of the knock-in minimum option additionally depends on
the distribution of the stock prices when the barrier is hit, and for n > 2, an analytical

pricing formula no longer exists in the general case.

Thus, even in the case of a simple Black—Scholes—type model setup, the prices of relax
certificates have to be determined numerically. Possible methods are binomial or trinomial
lattices — see e.g. Hull and White (1993) — or finite difference schemes — see e.g. Dewynne
and Wilmott (1994) — which become rather time-consuming for more than one underlying.
In this case, a Monte-Carlo simulation is usually preferred. However, the barrier feature
causes some problems for the simulation. To get the intuition, consider, e.g., a Monte Carlo
simulation with a given refinement of the timeline and a simple Euler discretization of the
stock prices. If one of the stocks breaches the barrier between two discretization dates, this
event might not be detected in the simulation. To control for this problem, a large number
of sampling dates is needed in addition to a large number of simulation path. But still, the
bias decreases very slowly, as shown by Boyle, Broadie, and Glassermann (1997), Boyle
and Lau (1994) or Broadie, Glassermann, and Kou (1997). This problem is well known in
the literature and analyzed by numerous authors suggesting different correction methods,
like a continuity correction as proposed by Broadie, Glassermann, and Kou (1997), or the
use of a (multi-dimensional) Brownian bridge as done by Beaglehole, Dybvig, and Zhou

(1997) for one underlying and by Shevchenko (2003) for several underlyings.

3.2 Upper Price Bounds

Given that the pricing of relax certificates is subject to numerical problems, the question
is whether we can find price bounds that are both easy to calculate and tight. The next
proposition shows that the price of an attractive relax certificate is decreasing in the
number of underlyings. Reducing the number of underlyings thus gives an upper price

bound.

11



Proposition 4 (Upper price bound: relax certificates on some underlyings only)
Let S = (S(l), e ,S(")) denote a set of underlyings. In addition, let RC’tO(S) denote the
price of a relax certificate with coupons 9, payment dates T and underlyings S where

S C S. If condition (7) on the coupon rate § holds, then
RCy,(S) < RCy(S') forall S"C S. (16)
In particular, it holds that

RC,(S)< min RC, (SW,5U) < min RC, (SY). (17)

kle{l,...,n} i€{1,....,n}
PROOF: Note that 7,,(S) < 7,(S”), i.e. the 'big’ certificate is knocked out no later than
the 'small’ one. Depending on when and whether the two certificates are knocked out, there
are three cases. First, if both certificates survive until maturity, their payments coincide.

Second, if both are knocked out at the same point in time, 7,,(S) = 7,(S') < tn, it

holds that

RC

r(5)(S7) = Cmits)(S") > O s)(S) = RCr,,(5)(S).

Third, if the ’big’ certificate is knocked out while the small one still survives, i.e. if

Tm(S) <ty and 7,,(S) < 7, (S’), it holds that

RCry(s)(S') > min{ C2g (), 37 ¢S5y eritvmn(s)

;. >Tm (S)

> mind OP0(S), Y e TmSNg el

iti>Tm(S)

> Cis)(S)=RCr,(s5)(S)
where we have used that the upper bound on the price of the minimum option is lower
than the price of the coupon bond, i.e. that condition (7) holds. In all three cases, the
value of the ’small’ certificate is at least as high as the value of the ’big’ certificate, which

proves the first part of the proposition. The second part then follows as a special case. [

For n = 1, this upper bound can be calculated in closed- form. For n = 2, there is a
semi—closed form solution for the knock-out component (12), and we now give an upper

bound for price of the knock-in component (13).

12



Proposition 5 (Upper price bound for knock-in part) For every n > 2, an upper

price bound FIEZ) on the price of the knock-in component is given by
Rf” < n{/‘ )@ (ri) € du | Fy) (18)
In particular, for r > 0 it holds that

RIY <mQ(r < t,]Fy).

PRrOOF: By the law of iterated expectiations, it holds that

n —r — . 1 n
RIiO) = Egle (tv—to) mm{St( ), .'.‘S§N)}1{T£,7>StN}’EO:|
= Eq[Eq [e_r(tN_tO) min{ 5"

tN P

= Eq[Eq [min{gt(i,), Stz } | fﬂ(ﬁ)} 1{7_7(7?)§tN}“E0}

E O TEINES

where S, := e (%) S, . § is a Q-martingale, so that min{gt(}v), S’t(z)} is a Q-supermartingale.

Together with the Optimal Stopping Theorem it follows that
3 G(n 18 a(n RO
EQ[min{St(}V), ....St(N)} | fT(n)} < mln{S%), .,,_Si%)} — me T’ —to)
This implies

RI{ <m/ Tt Q (18 € du | Fy) -

As a consequence we can state the following Theorem.

Theorem 1 (Semi closed-form upper price bound for n > 2) Letn > 2 and S =

S ...S™ denote the set of underlying assets. An upper price bound R_Cm s given b
ying to g Yy

m:) = min {mQ (min{ 7k, Tma} < tn|F)
kle{l,.n}
—1-52 Q (min{Tomr, Tmi} > ti| F,)
+%f¢UN_mMQ(nnn{ﬂﬂﬁ,ﬂmﬁ»>tNLT%)} (19)

13



where

Q (min{ 7y, Ty} <t —to|Fy)

_ Eea1m1+a2x2+b(t—to) Z sin o . eg / sin n—ﬂggn(@)d(g
0

(6
t n=1

—Q10] + PE 1020

a; =
(1— pi,l)aiaz

dy = ay01 + a201p1

0% «

—Q0) + Pg 101 0]
2\ 2
(1- pk,l)al Ok

dy = ayoyy /1 — Pz,z

Ao =

s 5@
Ty = IOg [ to Ty = log to

m m
w=—(r-050])  ay=—(r—0507)

and where
1 2.2 2 2
b = aja1 + aay + §O'kal —+ 0_50'1 ay + Pri0ko1a1as
gn(0) = /OO re—5r pirsin(0—a)—dar cos(0-a) ., < o ) dr.
0 « t— to

For a detailed specification of «, 6, and ry, we refer to Proposition 7 in Appendix B.

PROOF: According to Proposition 4, it holds that

min {ROtO(S(k), S(l)) + tho(s(k)7 S(l))} .

k,le{l,..,n}

RC™ < min [RC,, (5™, 5V =

kle{l,..n
The value of the knock-out component follows from Proposition 2, while Proposition 5
gives an upper bound on the value of the knock-in minimum option. Putting the re-
sults together gives Equation (19). The probability € (min{7,, k, T} < tx) follows from
the results of He, Keirstead, and Rebholz (1998) and Zhou (2001), details are given in
Appendix B. O

The upper price bounds in this theorem result from subsets of two underlyings. If
this upper bound is applied to a relax certificate with two underlyings, the knock-out
component is priced exactly, while only the knock-in part is approximated from above.

Since the “main part” of the product is explained by the knock-out part, the price bound

14



will be rather tight in this case. For three or more underlyings, however, the upper price
bounds will be worse, and the question is whether we can derive tighter price bounds.
One possibility is to derive upper and lower bounds for the first-hitting time probabilities
which can be calculated in (semi-) closed form, and then plug these bounds into the pricing
equation (12) for the knock-out coupon bond and into the upper bound in Proposition 5
for the value of the knock-in minimum option. Recall that it is not possible to determine
the hitting time probabilities for n > 3 in (semi-)closed form. Therefore the tightest
bounds for n = 3 which are not based on numerical approximations are achieved by

using:

Lemma 2 (Upper and lower bounds for n=3)

where

Q= <) = min {Q(min {71, T2} <)+ Q7 < 1),
Q(min {71, Tma} < 1) + Q(Tima < 1),
Q(min {72, T3} <) + QT < 1)}
Q=9 < 1) = max {Q(min{7m1,Tma} < 1),
(

Q(min{7n1, T3} < 1), Qmin{r2, Tims} < 1)}
PRrOOF: It holds that
Qriy™ <) = Q(min {71, T2, T} < 1)
Notice that
{wlmin {71, Tm2 Tms} <t} ={w|min{7m,1, 72} <t} U{w|tms < t}

Using
P(AUB)=P(A)+ P(B)— P(AnB) < P(A)+ P(B)

immediately gives the Lemma. OJ

To derive an upper price bound on a relax certificate, Q(7, > t) is replaced by (1 — Q)
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while Q(r,, < t) is replaced by Q. It is straightforward to show that the resulting upper

price bound is higher than the one in Theorem 1.

4 Sensitivities

We now take a closer look at the prices of relax certificates. In particular, we are interested
in relax certificates on one and two underlyings. Their prices are upper price bounds for
relax certificates on a larger number of underlyings. The first question in this context is
which two underlyings to pick to get the lowest upper price bounds. The second question

is how tight these price bounds are.

We provide a numerical example with respect to the model setup of Section 3. The
time to maturity is 3 years, and there are two intermediate payment dates, t; = 1 and
to = 2. The bonus level is § = 0.11, and the barrier is set to m = 0.5. The relax certificate is
written on two stocks with identical volatilities and a return correlation of p. The prices are
calculated using a Monte-Carlo simulation with 10.000 simulation runs. To minimize the
risk that we miss a hit of the barrier which happens in between to successive discretization

dates, we use 100 time steps per day.

In line with market practice, we restrict the analysis to attractive relax certificates,
cf. Definition 2. For these contracts, the corresponding coupon bond is more valuable than
the minimum option when the barrier is hit. Intuitively, the value of the relax certificate
is then the lower the higher the probability that the barrier will be hit. Its price will thus
decrease both in the volatility of the underlyings and in the barrier level, while it will

increase in the correlation of the two assets.

This intuition is confirmed by our numerical analysis. The upper left graph in Figure
1 shows the price of a relax certificate on two underlyings as a function of volatility and for
different values of the correlation between the two assets. Furthermore, the graph shows
that the impact of correlation is of the same order as the impact of the volatilities, so that
a significant decrease in correlation can have a similar impact on the price as an increase

in the volatility. If the correlation of the assets differs from one, the upper price bound
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based on two underlyings will thus be significantly lower than the upper price bound
based on one underlying only (where the latter is equal to the price for a correlation of

one).

The upper right graph shows the survival probability, i.e. the probability that the
barrier will not be hit until maturity. In line with intuition, this probability is decreasing
in the volatilities of the underlyings and increasing in their correlation. The lower two
graphs show the value of the knock-out coupon bond and the knock-in minimum option.
While the price of the knock-out bond is rather similar to the survival probability, the price
of the knock-in minimum option behaves the other way round. The higher the volatility
and the lower the correlation, the higher the contribution of the minimum option to the
overall price of the relax certificate, and the less similar the certificate is to a standard

coupon bond.

5 Market Comparison

5.1 Contract Specifications

We now analyze relax certificates currently traded at the market and compare their issue
prices to our price bounds. Table 1 gives the contract specifications of six typical certifi-
cates. The underlyings and their implied volatilities can be found in Table 2. All barriers
are set at a rather low value (50% or 60%), so that at least one of the underlying stocks
has to loose a rather high fraction of its initial value for the coupon bond to be replaced
by the minimum option. Furthermore, the bonus rate is rather high, and all certificates

are attractive.

The relax certificate Z1, issued by Commerzbank, is written on two stocks, namely
Siemens and Daimler. The time to maturity is 14 month, and there are no intermediate
payment dates. If both stocks do never fall below 50% of their initial value, the payoff from
the bonus certificate is 111 Euros. In principle, the high bonus payment (as compared to

the current risk-free rate) should just compensate the investor for the risk that the lower
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Z | Issue Price | n tn ) m | Bonus payments {ri}iz1,.
incl. load t;
71 101.00 2 14 months 0.11 | 50% at maturity 0.0505
72 101.00 3| 17 month 4 days | 0.16 | 50% at maturity 0.0505
73 101.00 3| 3 years 3 months | 0.10 | 50% | every 13 months | 0.0505, 0.0484, 0.0472
Z4| 101.00 |3 |15 month 2 days |0.19|60% | at maturity 0.0505
Z4| 101.00 |3 3 years 0.30 [50% | at maturity 0.0472
Z6| 1000.00 |3 20 months 0.20 | 60% at maturity 0.0484

Table 1: Summary of traded product specifications and interest rates

barrier is hit, in which case he receives the worst of the two stocks at maturity.

The relax certificate 72, issued by HSBC Trinkaus, is additionally written on EON.
It has both a longer time to maturity and a higher bonus payment, but the same initial
price as Z1. Theoretically, the higher bonus payment is thus set in such a way as to
exactly offset the lower value resulting from the longer time to maturity. The third relax
certificate, Z3, is issued by HVB. It is written on three stocks, namely Allianz, BASF and
Deutsche Post. Different from before, there are now to intermediate payment dates after

13 and 26 months.

In contrast to the certificates presented so far, Z4 — Z6 contain an additional com-
ponent. The contracts also include a knock-out minimum call option on the underlyings
with a strike price equal to the terminal payoff from the bond component. The investor
thus participates in the stock market if all stocks perform well. Both Z4 and Z5 are issued
by Société General. Z4 is written on three banks, namely Deutsche Bank, Commerzbank
and Postbank, whereas Z5 is written on Allianz, Deutsche Telekom and DaimlerChrysler.

76 is launched by WestLLB with underlyings Allianz, Bayer and RWE.

18



Z | Underlyings | Implied || Z Underlyings Implied
Volatilitiy Volatility
71| Daimler AG 0.33 74| Deutsche Bank 0.34
Siemens AG 0.35 Commerzbank 0.42
Postbank 0.46
72| Daimler AG 0.33 75 Allianz 0.32
Siemens AG 0.35 Deutsche Telekom 0.25
EON 0.27 Daimler AG 0.33
73 Allianz 0.32 76 Allianz 0.32
BASF 0.25 Bayer 0.32
Deutsche Post 0.30 RWE 0.24

Table 2: Underlyings of the certificates and implied volatilities of the underlyings

5.2 Survival Probabilities and Price Bounds

Proposition 1 states that the coupon bond is a trivial upper price bound for an attractive
relax certificate. The interest rates are inferred from the corresponding zero coupons
(swaps) via bootstrapping and are given in the last column of Table 1. The resulting
prices of the coupon bonds are given in Table 3. For all certificates, the issue price is
significantly lower than the price of the corresponding coupon bond. The risk that at
least one stock looses more than 50% respectively 40% of the initial value should thus not

be neglected, and it reduces the price by 4% to 11%.

To assess the risk inherent in the relax certificate, we calculate the probability that the
barrier will be hit by one or two underlyings, where we set py; = 0.3 and o}, = 0; = 0.3.°
The results show that adding a further underlying significantly increases the risk that the
bond will be knocked out. They also confirm that the risk of a knock-out is rather high,

even if we only calculate a lower bound for this knock-out probability in case n = 3.

In the next step, we use Theorem 1 to determine the upper price bounds. Table 3

9For all certificates, the implied volatilities of at least two underlyings as given in Table 2 are above

30%, so that a volatility of o = 0.3 yields a lower boundary.
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Z | n | Issue Price | corresp. Survival probability Upper price bound

incl. load | coupon one two Knock-out | Knock-in | Price

bond | underlying | underlyings | component | component

Z1|2 101.00 104,65 96,88% 93,60% 97,32 3,20 100,52
723 101.00 107,99 94,97% 89,90% 96,11 5,25 101,36
Z3|3 101.00 112,83 80,76% 65,99% 75,19 17,05 92,24
Z4 13 101.00 111,72 87,58% 77,19% 86,24 13,69 99,93
Z5|3 101.00 112,83 82,47% 68,67% 77,48 15,69 93,17
Z6 3| 1000.00 |1107,37 | 81,18% 67,85% 751,10 192,90 | 944,00

Table 3: Relax certificates traded at the market

The table gives the price of the corresponding coupon bond, the survival prob-
abilities based on one and two underlyings, and the upper price bounds based
on two underlyings. The calculations are based on a volatility of ¢ = 0.3 and

a correlation of p = 0.3.

gives the upper price bounds, again based on p;; = 0.3 and o, = 0; = 0.3. Note that for
all certificates, the price of the knock-out coupon bond by far exceeds the upper bound on
the value of the knock-in minimum option. Furthermore, the resulting upper price bound
is below the issue price for all but one certificates. If we included dividend payments on the
stocks — which we have ignored up to now — the upper price bound would even decrease
further. For Z1 and Z2, we also recalculated the upper price bounds using the implied
volatilities of the underlyings and varying the correlation from —1 to 1. The price bounds
are shown in Figure 2. For Z2, the issue price now exceeds the upper price bound for all
correlation levels. For Z1, the issue price is below the upper bound only if we assume a

correlation larger than 0.85.

There are two possible conclusions. First, we may conclude that relax certificates
are overpriced in the market. This is in line with the empirical results of Wallmeier and
Diethelm (2008) for the swiss certificate market. Furthermore, the mispricing is the higher
the higher the bonus payments (and thus also the higher the discount due to the knock-out

feature of the bond). We conjecture that the investors do not correctly estimate the risk
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associated with the barrier feature, but overweight the sure coupon. Second, the model of
Black-Scholes may not be the appropriate choice, but we may have to use a model with
stochastic volatility, jumps, and maybe also a stochastic correlation between the assets

instead. This is left to future research.

6 Conclusion

Relax certificates can be decomposed into a knock-out coupon bond and a knock-in min-
imum option on all underlying stocks. The contracts are designed such that relax certifi-
cates can be offered at a discount compared to the associated coupon bond. Formally, this
gives a condition on admissible (or attractive) contract parameters in terms of the barrier

and coupon payments.

The knock-out/knock-in event takes place when the worst-performing of the n un-
derlying stocks hits a lower barrier, which is usually quite low. Nevertheless, our analysis
shows that the probability of a knock-out can not be neglected and induces a significant
price discount of the relax certificate as compared to the corresponding coupon bond. The
risk is the larger the higher the volatility of the underlyings, the lower their correlation,

and the larger the number of stocks the certificate is written on.

In general, numerical methods are needed to price relax certificates, and even in the
Black-Scholes model, closed form solutions exist for one underlying only. However, closed-
form or semi-closed form solutions are available for upper price bounds. A trivial upper
price bound is given by the corresponding coupon bond. Furthermore, the price of a relax
certificate on several underlyings is bounded from above by the price of the (cheapest)
relax certificate on a subset of underlyings. We show that two underlyings are convenient
to achieve meaningful and tractable price bounds. The most likely candidates to give this
lowest upper price bound are the relax certificates on the most risky assets and/or the

assets with the lowest correlation between the underlyings.

Finally, we test the practical relevance of our theoretical results by comparing the

price bounds with market data. The upper price bounds are calculated based on the
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implied volatilities of call options on the respective underlyings. It turns out that the
relax certificates which are currently traded at the market are significantly overpriced.

This result is true for all correlation scenarios.
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A First Hitting Time - One-Dimensional Case

To derive the distribution of the first hitting time in the one-dimensional case, we use some
results given in He, Keirstead, and Rebholz (1998). They consider the probability density
and distribution function of the maximum or minimum of a one-dimensional Brownian

motion with drift.

Along the lines of He, Keirstead, and Rebholz (1998), we define

X, := min X; X, := max X,

0<S<t 0<S<t

where X; = at+oW;, t > 0 and «, o are constants, and W is a Brownian motion defined

on some probability space.
Proposition 6 Define the functions G(z,t;«) and g(y,x,t;a1) by
T — oot 20z —T —at
G(x,t;a) = N —e2N|——
(i) = () S

1 T — gt _42?—dody
, Tt an) = ( ) 1—e 2%
Ry A ( )

where N denotes the cumulative distribution function of the standard normal distribution

and ¢(z) the density of the standard normal distribution.
For x >0, it holds that

P(X,<2)=CG(z,t;0) P(X,(t) € dy, X,(t) < 2) = g(y, x, t; a1)dy.
For x <0, it holds that
PX, z2) = G(-u,t;—a)  P(Xy(t) € dy, X, (t) = x) = g(—y, —2,t; —a1)dy.
PROOF: c.f. He, Keirstead, and Rebholz (1998), Theorem 1, and its proof.

Corollary 2 For constant p and o, set

S, = Spelr—a7%)r+oWs
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where W is a Brownian motion defined on some probability space. For the first hitting

time of m < Sy, T := inf{t > 0|S; < m}, it holds that

mo_ (= 152 J m _ 1.2
P, <t) = N(lnSO (i 20)t>+62 z: lngéN(lnSOJr(M ZU)t)

P(TgL:l) c dt) — —Soe_i o2t dt

PROOF: It holds that

T @ = inf{t20|St§m} = inf{tZOHn%SlnSﬁ}.
0 0

Let X, denote the logarithm of the normalized asset price, i.e.

S, 1
X ::lnS—(t): (u—§02>t+0Wt

and set @« = p — %02. The stopping time 7, is related to the first hitting time of a

one-dimensional Brownian motion with drift . With z := In sﬂo < 0 it holds that

P(t, <t)=P(X,<xz)=1-P(X, > x).

According to Proposition 7, we have
1-PX,>z) = 1-G(—a,t;—a)
_ 1_N(—x+at) L EEN (x—i—at)
oVt oVt
_ N(x—at) —1—62«%]\7 <a:+at) ‘
oVt oVt
Plugging in a and z gives the distribution function.To derive the density function, define
r — ot 20z r + ot
t) =N +e2 N .
o= ("7 ()

Taking partial derivatives gives

f) = N (xg_\/;‘t) x (ﬂaﬁ _Off(x_o‘t)>

_I_G%XN/ x+at o aaﬂ—#(l‘ﬁ-&t)
oVt o2t
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1,2

5
3

Using N'(x) , we get

MT&EN/ (Jf—l-Oét) 1 2oz
€ o — eo
oVt

(=)

N|=

_ 60%[2&&:—2%(:104—0415)2]

1 (ac—at)2
= e 2 o2t

()

f/(t) _ N/ (xg_\/;ét> % —ox (gp—at+x+at)

Il
=

Plugging this into the equation for f'(t) gives

—x _1(z—at)?
= — 2 o2¢
V2wo?t3
Using a = p — 50° and z = In So> which implies 5% = 22 gives the result. ([l

B First Hitting Time — Two Dimensional Case

The distribution of the first hitting time in the two-dimensional case is based on He,

Keirstead, and Rebholz (1998) and Zhou (2001):

Proposition 7 Let Xt(j) = ajt+ath(j), t>0,7=1,2, where o; = —(uj—%ajz-, Wy and o

are constants, and W, W are two correlated Brownian motions with (W™, W(2)>t =

pt. Then, the probability that XV and X9 will not hit the upper boundaries 2 > 0 and

z® >0 up to time t is

_ _ 2 - nrty 5 [* . nwld
P <Xt(1) <M X® < x(?)) = Zemmrtamnatit 37 gy 10 -623/ sin g, (0)df
oy — o 0 «
where
f(r,0,t) = 2 g@1®1Fazw2+bt o= T2;T8 sin n_7r9 sin ity Iz (7’07“)
o o1024/1 — p*at n=1 @ a oot
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The parameters are defined by

= —109 +pa20'1 G — — Q01 +pa102
L (1 pPoto, © (1= pP)odon
d1 = ai101 + a20920 dg = a2029 1— p2
and by
L5y 2 2
b = woia1 + aas + §ala1 + 0.505a5 + poyoaaqas
— 2
. tan_l(—vlpp) if p<0
7+ tan™t (=X 1;'02) otherwise
22 [1_p2
, tan™ (2 Qp) if (.()>0
0 = Lglﬂ /1j22
7+ tan™? ( 72 é otherwise
o = 332/0'2 sin(@o).

The function g, is defined as

gn(e) = / 746—2%edlrsin(@—oz)—dzrCos(@—oz)lM <?> dr.
0

«

PRroor: Recall that

St(j) _ Soe(rf%of)tJrath(j)

and use that

9 = inf{t > 0|5Y < m;}
()
= inf{t > 0| ln% <In %}
So So'
G g
= inf{t > 0| —ln% >1In—2-}
57 m;

. () .
For m; < S(()] ). it holds that In % > 0. Let Xt(] ) denote the logarithm of the normalized
J

asset prices, i.e.



The stopping time 7, is equal to the first hitting time of the positive upper barriers x;

and x5 by the two-dimensional Brownian motion (X, X)) with drift parameters

1 1,

aq Z—(H«—ﬁg%)a 042:—(M—§02)
where the upper barriers are
S(l) 5(2)
xlzlnL, To = In 22—
m m

For the rest of the proof, see Zhou (2001).

C Pricing Formula of a Minimum Option based on

two underlyings

The price of the minimum option on two underlying assets with a strike price equal to

zero is given in Stulz (1982):

=) = Bl (50,57} 17

where
(1) .
ln% + 362ty — 1)
=t h=di—aVi T 5= \Jot+od - 2o

PRrOOF: The risk-neutral pricing equation is
Eq [0 (s = max {s{) - 52,0} ) | 7]

The rest of the proof immediately follows from Magrabe (1978), who gives an explicit

formula for the option to exchange one asset for another.
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D Pricing Formula of a Minimum Option based on

several underlyings

To price a minimum option on several underlyings, we rely on the results of Johnson
(1987). Johnson (1987) argues that the price of a minimum option on several assets can
be derived using the ansatz of Magrabe (1987) for pricing exchange options. Taking each
asset as a numeraire, the price of a minimum call option on several assets with strike K

equals:

Cpin = S1Nu(d1(S1, K, 0%), —d,(S1, S, 0%,), ...,
_d&(ShSNN)'%N)?_p112a_p113>---a_p123,---)
+S5N, (dl(Sg,Kal) d'l(Sg,Sl,an),...,
—dll(SQ,SN,UgN)u—P212,—02237~~,—P213,---)
+...
+SNNn(d1(SN,K,U]2V),—dll(SN,Sl,J]QVQ),...,
—dll(SN, SN-1, U?VN_l), —PNIN, —PN2N, -y “PN12, )
—Ke "N, (dy(Sy, K, 0?),dy(Ss, K, 03), ...,
do(Sn, K,0%), p12, P13, ---)-

The functions dy, d, ds, and d}, are defined by

1 )
IOgS + 25T d(S.KJ?):lOg%_’_(T_%O-lZ)T
O’,Lj\/T ) 2\Miy » Y

. dy=dy+ oVT.
oT 1 2
The correlation coefficient p;; follows from

d,(S:, S;,0%) =

Jr >y

*

S
Cov(log S}, log S_Z*) = Var(log S;) — Cov(log Sf,log S) = o} — pijoio;
J
Uiﬂzgpiij
which gives p;;; = # The correlation coefficient p;;;, follows from

ij

S* S*
COU(log S*alog S*) = 0] — pij0i0; — PikOiOk + PjkT;Tk

2
0; —PijOi0;—PikC0iOk+PjkOKO;
0ij0ik ’

which gives p;jr =
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Figure 1: Relax Certificate on two underlyings

The figure analyzes a relax certificate on two underlyings as a function of the
volatility o for varying levels of correlation p. The upper left graph shows the
price of the relax certificate, the upper right graph gives the survival prob-
ability until the time to maturity. The prices of the knock-out-component
and knock-in-component are shown in the lower left and right graph, respec-
tively. The parameters for the base case are m = 0.5, § = 0.11, T = {1, 2,3},

S = 5% = 1 and r = 0.05.
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Figure 2: Upper Price Bound of Z1 and 72

The figure shows the issue price (solid line) and the upper price bounds for Z1
(dotted line) and Z2 (dashed line) which result from Theorem 1 as a function
of the correlation between the underlyings. The implied volatilities are given

in Table 2.
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