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Abstract Catastrophe bonds are financial instruments,
which enable to transfer the natural catastrophe risk to finan-
cial markets. This paper is a continuation of our earlier
research concerning catastrophe bond pricing. We assume the
absence of arbitrage and neutral attitude of investors toward
catastrophe risk. The interest rate behavior is described by the
two-factor Vasicek model. To illustrate and analyze obtained
results, we conduct Monte Carlo simulations, using parame-
ters fitted for real data on natural catastrophes. Besides the
crisp cat bond pricing formulas, we obtain their fuzzy coun-
terparts, taking into account the uncertainty on the market.
Moreover, we propose an automated approach for decision
making in fuzzy environment with relevant examples pre-
senting this method.

Keywords Catastrophe bonds - Stochastic processes -
Monte-Carlo simulations - Vasicek model - Automated
decision making - Fuzzy numbers

1 Introduction

Nowadays, natural catastrophes occur more frequently than
before. Additionally, they threaten densely populated areas
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[e.g., tsunami in Japan (2011)]. This results in high values of
damages. One can mention Hurricane Andrew (1992) with
losses estimated at USD 30 billion [see, e.g., Muermann
(2008)]. On the other hand, devastating floods are a signifi-
cant problem in Europe.

Natural catastrophes losses have a negative impact on
financial stability of insurers, e.g., after Hurricane Andrew
more than 60 insurance companies became insolvent [see,
e.g., Muermann (2008)]. This is caused not only by the huge
value of losses, but also the classical insurance mechanisms
[see, e.g., Borch (1974)] are not suitable for losses caused by
natural disasters. The classical insurance approach applied
to the construction of the insurer’s portfolio can lead directly
to bankruptcy of this enterprise [see, e.g., Ermoliev et al.
(2001); Romaniuk and Ermolieva (2005)].

One of the methods of solving the mentioned above
problems is application of other financial and insurance
mechanisms. Such instruments are, among others, catastro-
phe bonds [also called cat bonds, see, e.g., George (1999);
Nowak and Romaniuk (2009)]. They transfer risk connected
with natural catastrophe losses (i.e., the insurance risk) to
financial markets.

The number of papers dedicated to catastrophe bonds
pricing is relatively low. A significant problem is the incom-
pleteness of the financial market on which catastrophe
instruments are traded. In many papers, simplified models or
behavioral finance methods are used. In turn, many stochastic
approaches do not take into account the change of probability
measure in the martingale method or apply the utility func-
tion, which choice can be an additional problem in practice.
An interesting stochastic approach proposed by Vaugirard in
Vaugirard (2003) overcame the problem of the incomplete-
ness of the financial market. For more detailed references we
refer the reader to Nowak and Romaniuk (2013b).
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In this paper, we solve the catastrophe bond pricing prob-
lem under the assumption of absence of arbitrage on the
financial market. We derive and prove the cat bond valu-
ation expressions in crisp case. Then, assuming that some
parameters of the model cannot be precisely described, we
obtain fuzzy counterparts of the crisp pricing formulas and
we apply them to an automatized method of decision making.
We illustrate our theoretical results by numerical examples.
Our approach in this paper can be treated as an essential
extension of Vaugirard’s method. In analogous catastrophe
bond valuation formulas considered earlier [see Nowak et al.
(2012); Nowak and Romaniuk (2010b, 2013b)], one-factor
models of the spot interest rate r; were used. A new model
of r, proposed in this paper is the two-factor Vasicek model
(introduced by Hull and White) with a stochastic process
describing deviation of the current view on the long-term
level of r; from its average view. Additionally, in comparison
with the mentioned approaches, we introduce more detailed
formulas describing prices of cat bonds (see Theorem 2) for
arbitrary time moment ¢, on the basis of Dynkin’s Lemma.
For this purpose, we apply zero-coupon bond pricing for-
mulas from Munk (2011). However, the proof of Theorem 2
required considering the case of @, = a, (see Lemma 1, case
b), not considered in Munk (2011). Furthermore, contrary
to Nowak et al. (2012), Nowak and Romaniuk (2010b), we
conduct Monte Carlo simulations, applying real parameters
for r; and distributions of catastrophe losses. We also apply a
non-homogeneous Poisson process for quantity of catastro-
phe events. As mentioned previously, apart from the standard
valuation formulas, we obtain their fuzzy counterparts, tak-
ing into account the uncertainty on the market. We propose an
automated approach for decision making and present exam-
ples to illustrate it for a given set of market parameters.

As noted above, applying fuzzy set theory, we consider
different sources of uncertainty, not only the stochastic one.
In particular, we take into account that volatility parameters
and the correlation coefficient, used for description of ry,
are determined by fluctuating financial market and often the
uncertainty does not have a stochastic character. Therefore,
we apply fuzzy counterparts of some market parameters. As
result, price obtained by us has the form of a fuzzy number,
which can be used for investment decision making. Similar
approach was applied in the case of options in Wu (2004)
and Nowak and Romaniuk (2010a, 2013c, 2014b), where
the Jacod-Grigelionis characteristic triplet [see, e.g., Nowak
(2002); Shiryaev (1999)] was additionally used.

The literature devoted to soft computing methods is very
rich. Books (Vasant et al. 2012; Vasant 2013a, 2014, 2015)
provide a wide overview of soft computing algorithms and
their applications. We mention only certain selected exam-
ples of the presented approaches, focusing on financial and
economic problems. Various optimization methods using soft
computing such as fuzzy logic, neural networks, genetic algo-
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rithms, and the theory of chaos, in business, finance and
economics are discussed in Dostdl (2012). An interesting
example presented in Dostdl (2012) is application of the-
ory of chaos to simulation of market price of a share on the
stock market. In Beynon and Clatworthy (2013), the problem
of understanding the relationship between company stock
returns and earnings components is discussed. The authors
apply the classification and ranking belief simplex (CaRBS)
and a development of this data analysis technique, called
RCaRBS. In turn, the author of Gordini (2014) uses a genetic
algorithms approach for small enterprise default prediction
modeling. A widely applicable multi-variate decision sup-
port model for market trend analysis and prediction, based
on a time series transformation method in combination with
Bayesian logic and Bayesian network, is presented in Mrsi¢
(2014). In Besbes et al. (2015), the authors propose a two-
phase mathematical approach, involving the application of a
stochastic programming model, to effective product-driven
supply chain design. In Vasant (2013b), a new and interest-
ing approach to the industrial production planning problems
is discussed. Finally, various generalized soft methods are
applied in many other scientific areas, see, e.g., Kowalski
et al. (2008), Kulczycki and Charytanowicz (2005, 2010).
Section 2 contains lists of symbols, expressions and oper-
ators used in the paper. In Sect. 3, we discuss basic notions
and mechanisms connected with catastrophe bonds. In Sect.
4, catastrophe bond pricing formulas are proved for the two-
factor Vasicek interest rate model and a necessary theoretical
base is presented. Section 5 is devoted to cat bond pricing
in fuzzy environment. In Sect. 6, we propose an automated
method of decision making with application of the fuzzy
valuation expressions. Section 7 is dedicated to algorithms
used in Monte Carlo simulations. These algorithms are then
applied in Sect. 8 during analysis of some numerical exam-
ples of cat bond pricing and automatized decision making.

2 List of symbols, expressions and operators

2.1 List of symbols and expressions in order of
appearance

(2, F, P) probability space (see Sect. 4),

P probability measure (see Sect. 4),

[0, T'] time horizon (see Sect. 4),

T date of maturity and payoff of catastrophe bonds (see Def-
inition 1, Definition 2),

We= (WL W2 W), o)
Brownian motion (see Sect. 4),

(Un;i2, sequence of independent random variables (see
Sect. 4),

U; value of losses during ith catastrophic event (see Sect. 4),

standard, n-dimensional
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(N,) compound Poisson process describing aggre-
te[0,77]

gated catastrophic losses (see (1)),

(Ni)tefo,77] Poisson process describing
catastrophic events (see Sect. 4),

k :[0,T'] — R, intensity function of Poisson process
(Ni)sefo,77] (see Sect. 4 and Sect. 7.1),

(Fi)refo,7] filtration with respect to which stochastic
processes considered in the paper are adapted (see
Sect. 4),

]—',0, .7-"t1, t € [0, T'], auxiliary o-fields (see Sect. 4),

o (A) o-field generated by a family A of sets or random
variables (see Sect. 4),

F o-field of events for which probability P is defined (see
Sect. 4),

Fo, Fr o-fields from filtration (.E),E[O,T/] (see Sect. 4),

(Q, F, (Foiefo.17] » P) filtered probability space (see Sect.
4),

(B,),G[O’T,] banking account (see Sect. 4),

r risk-free spot interest rate, r; denotes the value of the risk-
free spot interest rate at moment ¢ (see Sect. 4),

B (¢, T) priceattimet of a zero-coupon bond with the matu-
rity date 7" and the face value equal to 1 (see Sect. 4),

n number of levels of catastrophic losses (see Sect. 4),

K1, K>, ..., K, levels of catastrophic losses (see Sect. 4),

wi, wa, ..., w, cat bonds payment decrease coefficients
(see Sect. 4),

7, : Q2 — [0,T'], 1 <i <n, sequence of stopping times
(see Sect. 4),

ngT : infimum with respect to 7 € [0, 7'] (see Sect. 4),
tel0,

Fv catastrophe bond face value (see Sect. 4),

1B, (T, Fv) catastrophe bond with the face value Fv, the
date of maturity and payoff 7', and a stepwise payoff
structure (see Definition 1),

VIB, (T, Fv) catastrophe bondIB, (T, Fv) payoff function (see
Sect. 4),

14 the indicator function of an event A, I4(w) equals 1 if
w € A and 0 otherwise (see Sect. 4),

®;,i =1,2,...,n, cumulative distribution functions of t;
(see Sect. 4),

® sum of cumulative distribution functions of 7;, i =
1,2,...,n (see Sect. 4),

Ko additional level of catastrophic losses (see Sect. 4),

IB, (T, Fv) catastrophe bond with the face value Fv, the
date of maturity and payoff 7', and a piecewise linear
payoff structure (see Definition 2),

VIB,, (T, Fv) catastrophe bond IB, (7, Fv) payoff function
(see Sect. 4),

Q probability measure equivalent to P (see Definition 3 and
formula (2)),

= ():1,, Mps e, )_»n,) n-dimensional market price of risk
process (see Sect. 4),

number of

Al, A2, ..., A, constants defining the market price of risk
process (see Sect. 4),
Il the Euclidean norm in R” (see Sect. 4),

fOT/ L:dW, Tt6 integral of A with respect to W (see (2)),
fOT/ (" ||2 dr Lebesgue integral of ||i||2 (see (2)),

3—% Radon-Nikodym derivative of Q with respect to P (see
(2)),

P-a.s. P-almost surely (see (2)),

E? (\|7}) conditional expected value with respect to o-
field .7-}1 and probability measure Q (see Sect. 4),

e;, fr conditional expected values of v (1 Fy) and
VIB,, (T, Fv) with respect to o-field ]—'tl and probability
measure Q (see Sect. 4),

(&1)¢efo0,777 process describing the deviation of the current
view on the long-term level of the interest rate r =
(rt)tefo, 771 from the average view (see equations (3)),

ar, by, o, ag, og, p parameters of equations (3), describing
the risk-free spot interest rate,

X1t, X3¢, £ € [0, T'], state variables describing general form
of the spot interest rate process r under Q (see Sect. 4.2),

&0, &, @i, Vi, Vij, I%ij, Lij, i, j € {1, 2}, constants
describing general form of the spot interest rate process
r under Q (see Sect. 4.2),

W,l, Wtz Q-Brownian motions (see Sect. 4.2),

a, by, by functions describing the form of the price of a zero-
coupon bond (see Theorem 1 and formulas (5)-(7), (10)-
(12)),

A constant describing the market price of risk in Lemma 1
and Theorem 2,

Ba,» Ba,, Ba,+a.» C, D, £, G auxiliary functions introduced
to shorten formulas describing B (¢, T') in Lemma 1,

T arbitrary element of the interval [0, 7'] (see Lemma 1),

¢ constant given by formula ¢ = a,b, — Ao, (see Lemma 1),

IBy (), IB,, (t) prices of the catastrophe bonds IB, (T, Fv),
IB, (T, Fv) at moment ¢t € [0, T] (see Theorem 2),

E2 (|F;) conditional expected value with respect to o -field
JF: and probability measure Q (see (23)),

E? (.|.7-"(}) conditional expected value with respect to o-
field }"to and probability measure Q (see the proof of
Theorem 2),

v one of the functions vig (7, Fv), VIB (T, Fv) (see the proof
of Theorem 2),

.7-',0 ! m-system described in the proof of Theorem 2,

A A-system described in the proof of Theorem 2,

¢; auxiliary function ¢; = exp (— ftT r,,du), t € [0,T],
considered in the proof of Theorem 2,

R the set of real numbers (see Sect. 5.1),

A an arbitrary fuzzy subset of R (see Sect. 5.1),

u ; membership function of a fuzzy set A (see Sect. 5.1),

Aa, a € [0, 1], denotes a-level set of a fuzzy set A (see Sect.
5.1),
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ak,al,a €0, 1], lower and upper bounds of the a-level

set of a fuzzy number a (see Sect. 5.1),

a = (a1, a», az) atriangular fuzzy number (see Sect. 5.1),

F (R) the set of all fuzzy numbers (see Sect. 5.1),

f : R — R afunction considered in Proposition 1,

f :F(R) - F(R) fuzzy-valued function induced by f via
the extension principle (see Proposition 1),

oy, Og, ):1, p fuzzy counterparts of parameters o, ¢, A1, p
(see Sect. 5.2),

¢, &, t € [0, T], fuzzy random variables corresponding to
re, &, € [0, T] (see Sect. 5.2),

% the set of symbols ¥ = {L, U} (see Sect. 5.2),

A; (1),i =1,2,3,4, auxiliary  real-valued
defined on [0, T'] (see Sect. 5.2),

a (t) auxiliary fuzzy number-valued function defined on
[0, T] (see (24), (25)),

¢, 61, 02, 03, p2 auxiliary fuzzy parameters equal to a, b, ©
M ® 6,6, Q6,6 Q65,65 @ 6¢, p R 62, respectively
(see Sect. 5.2),

IB, (1), IB,, (1) prices of bonds IB, (T, Fv), 1B, (T, Fv) at
moment ¢ € [0, T'] for fuzzy parameters (see Theorem
3),

y (t,r, &) auxiliary function used in fuzzy pricing formulas
of cat bonds (see Theorem 3),

E an arbitrary element of ¥ (see Theorem 3),

IB (1), 1 € [0, T], equaltoIB, () or B, (1), 1 € [0, T], (see
Sect. 5.3),

sup supremum with respect to « satisfying the inequality
0<a<l

0 <a <1 (see Sect. 5.3),
I/ (¢) theindicator function of the set (IE (t)) ,equal
(IB(t)) w

functions

a

tolifc e (IB (t)) and 0 otherwise (see Sect. 5.3),
o

g,h:[0,1] - R functions of the form g(«) = (IE (t))L
o

and h(a) = (IE (t))U (see Sect. 5.3),

sup supremum of a set (gee Sect. 5.3),

B (@), 8 o~ (¢) auxiliary functions of a real argument &
defined in Sect. 5.3,

B, A, H, R, S possible decisions of a financial analyst: Buy,
Accumulate, Hold, Reduce, Sell (see Sect. 6),

V set of possible decisions of a financial analyst (see
Sect. 6),

C, current market price of the catastrophe bond (see
Sect. 6),

min two argument minimum function (see Sect. 6),

2V the set of subsets of V (see Sect. 6),

A :R? — 2V advice choice function defined in Sect. 6,

[0, 1]]R the space of [0, 1]-valued functions defined on R (see
Sect. 6),

[0,1]1V the space of [0, 1]-valued functions defined on V
(see Sect. 6),
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A :[0,11® x R — [0, 1]V extended advice choice func-
tion (see Sect. 6),

[ the membership function of A (IB ), é‘,) defined by for-
mulas (39)—(43).

ns number of simulations (see Sect. 7)

a, b, ¢ parameters used in the sinusoidal intensity function
(see (44))

ap starting value of o (see Algorithm 1)

o1 limiting value of « (see Algorithm 1)

Ao« increment of o (see Algorithm 1)

no number of values of o approximating the fuzzy price (see
Sect. 7.2)

m number of fuzzy parameters in the interest rate model (see
Sect. 7.2)

€ tolerance used in approximation of the membership value
(see Sect. 7.3)

é‘f initial value of the current price (see Algorithm 4)

C th limiting value of the current price (see Algorithm 4)

AC, increment of the current price (see Algorithm 4)

MLN location parameter of lognormal distribution (see Sect.
8.1.1)

oLN scale parameter of lognormal distribution (see Sect.
8.1.1)

O1N—NHpP(x) xth quantile of the process of losses for
NHPP and lognormal distribution (see Sect. 8.1.1)

AIB,(0) relative percentage change of the cat bond price
compared to the reference value (see Sect. 8.1.2)

Ap relative percentage change of p compared to the refer-
ence value (see Sect. 8.1.2)

Aa relative percentage change of a compared to the refer-
ence value (see Sect. 8.1.3)

Ab relative percentage change of b compared to the refer-
ence value (see Sect. 8.1.4)

Ao, relative percentage change of o, compared to the ref-
erence value (see Sect. 8.1.5)

Ao, relative percentage change of o, compared to the ref-
erence value (see Sect. 8.1.5)

&cpD, Bopp parameters of generalized Pareto distribution
(GPD) (see Sect. 8.1.6)

O1N—cpp(x) xth quantile of the process of losses for NHPP
and GPD (see Sect. 8.1.6)

Aégpp relative percentage change of Egpp compared to the
reference value (see Sect. 8.1.7)

APBgpp relative percentage change of Sgpp compared to the
reference value (see Sect. 8.1.7)

2.2 List of operators in order of appearance

U union of sets (see Sect. 4),
A two-argument minimum function (see Sect. 4),
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N intersection of sets (see proof of Theorem 2),

®, O, ®, @ operator of addition, subtraction, multiplica-
tion and division of fuzzy numbers (see Sect. 5.1),

©® one of the operators: @, ©, ®, @ (see Sect. 5.1),

o one of the operators: +, —, *, / of real numbers (see
Sect. 5.1),

®int» Qint» Qint OF Qjpy operator of addition, subtraction,
multiplication and division of closed intervals (see Sect.
5.1),

Q®inr one of the operators: @inr, Oint, int OF Qinr (se€
Sect. 5.1),

' ¥ — X the operator definedby: L' = U and U’ = L
(see Sect. 5.2),

AND logical conjunction (see Sect. 6).

3 Catastrophe bonds

A single catastrophic event, e.g., an earthquake or a hurricane,
could result in damages worth of billions of dollars. There-
fore, such event could cause problems with reserves for many
insurers or even bankruptcy of these enterprises [see Cum-
mins et al. (2002)]. However, daily fluctuations on worldwide
financial markets reach also tens of billions of dollars. Then,
new instruments were introduced, which could transfer risk
from insurance markets to financial markets [see, e.g., Nowak
(1999)].

A catastrophe bond (Act-of-God bond, cat bond) is an
example of such instruments aimed at packaging” risks into
a form of tradable assets [see Cox et al. (2000); George
(1999); Nowak and Romaniuk (2009)]. The payment func-
tion of the cat bond depends on additional random variable
called triggering point, which is connected with occurrence
or other properties of specified type of natural catastrophe
(like the issuer’s actual losses—e.g., losses from flood, insur-
ance industry index, real parameters of catastrophe—e.g.,
magnitude of earthquake, etc.). If triggering point occurs,
then the structure of payments is changed. Other parame-
ters like region and time interval for catastrophic event are
described in detail for catastrophe bond. The payments for
cat bonds usually depend also on interest rates.

For example, the A-1 bond issued by USAA in 1997 was
connected with losses caused by hurricane on the east coast
of USA between July 15, 1997 and December 31, 1997. If
the value of losses had been more than $ 1 billion, the coupon
of the bond would have been lost.

4 Cat bond pricing
This section is devoted to catastrophe bonds pricing in the

crisp case, i.e., valuing the catastrophe instruments under
the assumption that all the model parameters are crisp. At

the beginning, we present selected elements of stochastic
analysis, describe the stochastic model of catastrophe losses
and introduce Brownian motion, which is used for descrip-
tion of the risk-free spot interest rate. We also define two
types of catastrophe bonds and specify assumptions con-
cerning the considered financial market. Subsequently, we
discuss the two-factor Vasicek model of the spot interest rate
and complete the zero-coupon bond valuation expression for
this interest rate model. Finally, we introduce and prove the
catastrophe bonds valuation formulas.

We introduce necessary notations and definitions. Let
(2, F, P) be a probability space. We assume that time hori-
zon has the form [O, T’], where T < 0o, and we fix a
moment T € [0, T/]. Let W, = (W,l, Wtz, e Wt")
be standard, n-dimensional Brownian motion.

Let (U;);2, be a sequence of independent random vari-
ables with the same distribution and finite second moment.
We treat U; as the value of losses during ith catastrophic
event. To describe the aggregated catastrophe losses till
moment #, we will use the compound Poisson process given
by formula

1€[0,77]

N;
Ny=> U.tel0.T], (1
i=1

where (N¢);c[o,77] is a Poisson process with a continuous
intensity function « : [0, '] — R.
The filtration (F;),c[o,77] is defined by equalities

fzza(fzouﬁl)’f?=0(ws’sfl)’

]-",lza(]\?s,sft), telo,17].
Moreover, we assume that 7 = Fpr,
Fo=o0({AeF:P(A)=0})

and that (W;);c[0,7/]> (N1)se[o,77] and (U)72, are indepen-

dent. Under the above assumptions, the filtered probability

space (Q, F, (}}),E[O’T/] , P) satisfies the usual conditions.
Let (By);¢[o,77] denote the banking account, satisfying the

standard equation

dBt=rlB[dt, B()=17

where r is the risk-free spot interest rate. We will denote by

the symbol B (¢, T) the price at the time ¢ of a zero-coupon

bond with the maturity date 7 < T’ and with the face value
equalto 1.
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We attempt to introduce definitions of two types of
catastrophe bonds with different payoff structures. Let

O0<Ki<---<K,, n>1,

be levels of catastrophic losses and let

wlsw29"'1wn207 nZI

be sequences of constants such that

n
Zwi <1.
i=1

The constants w; will be called payment decrease coeffi-
cients.

In this section, we denote by A the two-argument mini-
mum function.

Let; : @ — [0,7'], 1 < i < n be a sequence of
stopping times defined by the formula

7; (w) = inf
te[0,77]

{N,(w)>Ki}/\T', l<i<n.
Definition 1 By the symbol IB4(7T, Fv), we denote
catastrophe bond with the face value Fv, the date of maturity
and payoff T, satisfying the following conditions:

(a) If the catastrophe does not occur in the period [0, T']
(i.e., 71 > T), the bondholder is paid the face value Fv.

(b) If 7, < T, the bondholder receives Fv(l — Z?:l w;).

(¢) f 1 < T < 1, 1 < k < n, the bondholder receives
the face value minus the sum of write-down coefficients

in percentage Fu(l — Zf:ll w;).

Clearly, the catastrophe bond IB; (7, F'v) payoff function
VIB, (T, Fv) €an be written in the form:

n
VIB (T, Fv) = Fv(l — ZwiINT>K1)’
i=1

where [ is the indicator function.
In the reminder of this section, we will use the following
function of the variable T':

O (T) =D wid; (T),
i=1

where ®; are cumulative distribution functions of ;.
To define the second type of cat bond, we introduce an
additional constant Ky, such that 0 < Ko < K.

@ Springer

Definition 2 By the symbolIB,, (T', Fv), we denote catastro-
phe bond with the face value Fv, the date of maturity and
payoff T and the payoff function of the form

n—1

VIB, (T, Fv)=Fv | 1 — Z
=0

NT/\KJ‘_H —I\NIT/\KJ'
Kji1—K;

Wj+1

The payoff function of the catbond IB , (T', Fv) is a piece-
wise linear function of losses N7 . If the catastrophe causing
significant level of losses does not occur (i.e., NT < Kjp), the
bondholder receives the payoff equal to its face value Fu.
In case when the aggregated losses are not less then K,,, the
bondholder receives the payoff equal to Fv (1 — >, w;).
IfK; < ]\7T <Kjiifor j=0,1,...,n, the bondholder is
paid

Nr AKiy1—Np AK;
Fol1— sz—l_ T Jj+1 T J

W
Jj+1
Kj+1—K;

0<i<j

and when N7 increases in the interval [K j» Kj+1] the pay-

off decreases linearly from value Fv (1 — 20§i< j Wiy 1) to
value Fv (1 - ZOsiSj wi+1).

Definition 3 The family {B (t,T),r < T < T'} is called
arbitrage-free family of zero-coupon bond prices with respect
to r, if the following conditions hold:

(@) B(T,T) =1foreach T € [0, T’] .

(b) There exists a probability measure Q, equivalent to P,
such that for each T € [O, T ], the process of the dis-
counted price of the zero-coupon bond

B(tv T)/Btst € [01 T],
is a martingale with respect to Q.

Let A, = ()_L]t, Aoty oy )_\,,t) be the n-dimensional market
price of risk process. In our model, we assume that Aj; =
A, Ay = A3, ..., Ay = A, are constants. The following
Radon-Nikodym derivative defines a probability measure Q

equivalent to P:

do T 1 (T -
d—Pzexp(—/O A,dW,—E/O ||k,|| dt),P—a.s.

@

where ||| is the Euclidean norm in R”.

The family of zero-coupon bond prices B(t, T), where
0 <t < T < T'is arbitrage free with respect to r for Q
defined by (2).
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In what follows we assume that investors are neutral
toward the natural catastrophe risk. Additionally, we intro-
duce the following notations:

e = E? (VIBS(T,FU)LE]) and

fi = E¢ (VIBP(T,FU)|ft1) , tel0,T].

From the independence of the payoff function from W
[compare Nowak et al. (2012) and Nowak and Romaniuk
(2010b)], it follows that

e = Fv{l — o (T)}

and

fo= EPVIB,,(T,FU)~

4.1 The two-factor Vasicek model

We now introduce the pricing formulas for the catastrophe
bonds under the assumption of the two-factor Vasicek model
of the spot interest rate. In the mentioned model, the inter-
est rate is described by the system of stochastic differential
equations, which in the form proposed by Hull and White
[compare Hull and White (1994)] is given by

dry = (ayby + & — apry) dt + O'rthl;

de; = —age,dt + oo pdW,! + 0.4/ 1 — p2d W2, 3)

The process (&;),¢[0,7/] represents the deviation of the cur-
rent view on the long-term level of the interest rate (1) ,¢[0, 7]
from the average view. The parameter p € [—1, 1] is the
correlation coefficient between changes in the interest rate
and changes in the process €. We assume that all the para-
meters (except the correlation coefficient p) in the above
equations are positive. The proposed model belongs to the
class of Gaussian models.

4.2 Cat bonds valuations formulas

In catastrophe bond pricing formulas, we will apply the
zero-coupon bond valuation expression from Munk (2011).
However, since the author of the mentioned book did not
take into account the case of a, = a,, we will use the follow-
ing Theorem 1 (Theorem 8.1 adapted to the two-factor affine
interest rate models) from Munk (2011) to complete the zero-
coupon bond pricing expression. The complete expression of
B(t, T) will be presented in Lemma 1.

Let us assume that the spot interest rate process r under
0 has the form

re =& +&xu +&xy, 1€[0,T],

for the dynamics of the vector of state variables given by

2 2 f 2 .
dx;; =((ZJ,- — Zleijxj,)dt-i— > Lij 9+ > vjkxk,dW,j,
j=1 j=1 k=1

i=1,2,

where &, &, @i, 9, vij, Kij, Tij. i, j € {1, 2}, are constants
and W' and W? are independent Q-Brownian motions. We
additionally assume that

2
B+ 2 vikxe 20, j=1,2
k=1

for all possible values of the vector of state variables.

Theorem 1 In an admissible affine model, the price of a
zero-coupon bond has the exponential-affine form

B (1, T)=exp{—a (T —1)=bi (T'=1) x1; — by (T —1) x2},
te[0, 7],

where the deterministic functions a, by, by satisfy the system
of ordinary differential equations

2
2 12 2

b, (r)=—2 kjibj (1) — Ezvki(zrjkbj (T)) +&,
izl =1 izl

i=1,2,

2
2 12 2
a/(T)ZZ‘ijj(f)—zzﬁk(zrjkbj (T)) + o,
j=1 k=1 j=1
T >0,

with the initial conditions a (0) = 0, b (0) = 0.

Functions a, by, by in the above theorem are auxiliary and
they are used for description of the price of a zero-coupon
bond.

In the following lemma, we assume that

- P
= - A
t ( vl—pz)

for a constant A (compare the proof of Theorem 2). To shorten
formula describing B (¢, T'), we introduce additional auxil-
iary functions: By, , Ba,, Ba,+a..C. D, £, G.

Lemma 1 Let the risk-free spot interest rate be described by
the two-factor Vasicek model. Then, the zero-coupon bond
pricing formula has the following affine-exponential form:

B(t,T)y=exp(a(T—t)=bi (T—t)ry —by (T — 1) &),
1[0, 7], “)

@ Springer
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where for T € [0, T]:

(a) in the case of a, # as

A

a(r) = £ (r=B, (1))
1 s 2p0r0¢ ‘7@2
- 2ar2 (Gr - ar — dg " (ar _as)z)
x (r — By, (v) — %Bﬁ, (T))
062 de 2
" —ap 0SB O)
2
(arajag - ;OO’rO'g)
arag (ar — ag)
X (v = By, (1) = By, (v) + Byya, (1), (5)
by (v) = By, (1), (6)
by () = (Bae (1) = Ba, (1)), (N

r &

1 1
B, =—(1—e"%"), B, (u)=— (1 —e %"
g, (1) ar ( e ) e (1) @ ( e )
3
and
et — l_ —(ar+ag)u ; 9
Ba, va, (1) ar+as( e ) ©)
(b) in the case of a, = a,
¢ L )
a(r) = ZC (ar7) + @ (O'gp(ar‘l:)
+ pa,0,0.€ (@,7) + aotG @), (10)
b1 (t) = By, (1), (11)
1
b — 1_ —arT __ - —arT , 12
2 (T) p ( e a,te ) (12)
B ( ) 1 (1 —a, Ll)
a = — —e ),
r u ay
Cwy=e"*+u-—1, (13)
D () = (2u2 +6u+ 5) o2
—8w+2)e " —4u+11, (14)

EW)=2Qu+3)e ™ —8w+3)e ™ —20@u—-9)
(15)

@ Springer

and
G =2 (H“ e —2u + 3) ; (16)

and ¢ = a,b, — Ao, in both cases.

Proof For the considered two-factor Vasicek model, the
system of the ordinary differential equations formulated in
Theorem 1 has the form

1 (D) = —a;b1 (1) + 1 a7
b5 (t) = b1 (v) — aghs (1) (18)

« 1 1
d'(2) = ¢ (v) = S07b} (v) — S02b3 ()

—0r0epby (1) b2 (1), T >0, 19)

with the initial conditions a (0) = 0, b (0) = 0. The equation
(17) has the solution

1
bl(r)za—(l—

r

e ") =By, (7).

The solution of (18)inthe case of a, # a, hasthe form (7).
Moreover, the solution of (19) with b1 and b, of the form (6)
and (7), respectively, is given by (5). The zero-coupon bond
pricing formula obtained this way was presented and proved
in Munk (2011).

In the case of equal coefficients a,, a., the solution of (18)
has the form (12). We substitute formulas (11) and (12) into
equation (19). Then, we use the equality

a(r):/ a' (u)du
0

to obtain the solution of (19). Applying standard integral
operations for right side of (19), we receive the form of a (1)
described by (10) with functions C, D, £, G given by (13)-
(16) and, finally, the zero-coupon bond pricing formula of
the form (4). O

Theorem 2 Let By (t) and 1B, (t) be prices of the catastro-
phe bonds 1B, (T, Fv) and 1B, (T, Fv) at moment t €
[0, T for the risk-free spot interest rate described by the
two-factor Vasicek model. Then

IB; (1) =exp(—a (T —t) —by (T —t)r;

—by(T —1t)e) e (20)
and
IB,(t) =exp(—a(T —1t) —b1 (T —t)r;

—by (T —1t)er) - fr, 2D
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where functions a, by, by are described by formulas (5)—(7)
in the case of a, # a. and by (10)—(12) for a, = a,.

Proof We assume that the market price of risk connected
with the deviation of the current view on the long-term level
of ry is equal to zero. Then, if A; = A is a fixed constant, Ay
satisfies the following equation:

e ph +0g/1 — p2hy = 0.

0

Therefore, Ay = — A. After change of measure

2
according to the formula (2), the Eq. (3) has the form:

dr[ = ((2) + & — a,rt) dt + Grdwtl;
de; = —aeedt + oepdW,! 4 0py/1 — p2d W2,

where th and Wtz are independent Q-Brownian motions.
Clearly, for each r € [0, T']

T
B, T)= E? (exp (—/ rudu) |ft0)
t

and, therefore, from Lemma 1, it follows that
T
E? (exp (—/ rudu) |]-'IO)
t
=exp(—a(T — 1) = bi(T — 0)ry — bo(T — 1)er), (22)

where a, by, by are described by formulas (5)—(7) in the case
of a, # a. and by (10)—(12) for a, = a.. Moreover, for each
te[0,T]

T
E? (exp (—/t rst)T vI]—",)
— E© (exp (—/t rsds) |f}’) E? (u|f}) (23)

for v = vi, (1, Fv) OF VIB,(7, Fv). The above formula follows
from Dynkin’s Lemma applied to the 7 -system

]:f)’l ={ANB:AecFand B € F}}
and the A-system A D F"! of the form

A={AeF :E%cvIy)
— EQ(EQ (ct|.7:?) EQ (vl]-",l) I

where ¢; = exp (— ftT rudu). For more details, we refer the
reader to the one-factor affine interest rate case considered in
Nowak and Romaniuk (2013a). Applying the equality (22)
to formula (23), we obtain (20) and (21). O

5 Fuzzy approach to catastrophe bonds pricing

In this section, we present and prove the catastrophe bonds
pricing formulas, assuming that some model parameters
are not precisely known and they are described by fuzzy
numbers. We recall basic elements of fuzzy number the-
ory and fuzzy arithmetic. Using Zadeh’s extension principle,
we prove fuzzy counterparts of catastrophe bonds valuation
expressions introduced in the previous section. Additionally,
we derive analytical formulas for a-level sets of the cat bonds
prices. Finally, we discuss a method of computation of values
of their membership functions.

5.1 Basic notions and facts

Now we recall some basic notions and facts concerning fuzzy
numbers and fuzzy and interval arithmetic.

Let Abea fuzzy subset of the set of real numbers R. We
denote by u ; its membership function u ; : R — [0, 1], and
by Aa = {x: uj; (x) > a} the a-level set of A, where Ao is
the closure of the set {x : u ; (x) > 0}. A is called normal if
there exists x € R such that u ;(x).

For a fuzzy number a [see, e.g., Nowak and Romaniuk
(2014b)], the a-level sets a,, @ € [0, 1], of a are closed
intervals. We denote them by do = [a%, al].

Let © be a binary operator @, ©, ® or @ between fuzzy
numbers & and b, corresponding to the related binary operator
o between real numbers: +, —, x or / via the extension prin-
ciple. Let ©;,; be a binary operator ®;,r, Sint, Qint OF Qint
between two closed intervals [a, b] and [c, d], defined by

[a, b] Oips lc,dl={z € R:z=x0y,x€la,b], yelc,dl},

where o is the corresponding to ©;,; operator between real
numbers +, —, x or / (if the interval [c, d] does not contain
zero in the last case).

Let a, b be fuzzy numbers. Then, a © b is also a fuzzy
number and the following equalities hold:

@ ® By = G it bo = |l +bL, a7 +5Y |
@ © By = G Oim bo = |l — Y aY —BL].

(El (24 g)a = aa Qint Eoz

- [min {aLEL alpl Uit aUEU},

oo aTa e Ta ey o
~LiL ~LiU ~UfL =UfjU
max{aaba,aaba,aaba,aaba}],

(Zl @ 5)0{ = aoz Qint l;oc
- [min {ag /L, ak /by, Y jbk, av /zzg},

o’ o oo o’ o

max {&5/55,&5/55,53/55,53/53}]’

@ Springer



2584

P. Nowak, M. Romaniuk

if a-level set 150[ does not contain zero for all & € [0, 1] in
the case of @.

A triangular fuzzy number a = (ay, az, a3) is a fuzzy
number with the membership function of the form

XodL <x<
ar ifa <x<a

- = X—a3 1 <y <
g (x) s ifa) <x <as

0  otherwise.

We denote by F (R) the set of all fuzzy numbers. In the
further part of this section, we will use the following propo-
sition, proved in Wu (2004).

Proposition 1 Let f : R — R be a function such that for
eachr € R{x : f(x) =r}isacompact set. Then, f induces
a fuzzy-valued function f :F(R) — F (R) via the extension
principle and for each A € F (R) the a-level set of f (A) has
the form f([\)a ={f(x):x e Ag).

We will also use fuzzy random variables. For their defin-
ition, we refer the reader to Puri and Ralescu (1986).

5.2 Pricing formulas

In practice, some parameters of the financial market (e.g.,
the market price of risk, the correlation coefficient or the
volatility parameters) are not precisely known. Many authors
noticed that the uncertainty of the market parameters does not
have a stochastic character [see, e.g., Wu (2004)]. Since the
parameters are determined by the market which fluctuates
from time to time, it is unreasonable to choose their fixed
values, obtained from historical data, for later use in pric-
ing formulas. Therefore, to estimate values of the mentioned
parameters one can use knowledge of experts, regarding
the market price of risk, the correlation coefficient, and the
volatility parameters as fuzzy numbers. One can ask experts
for forecasts of the parameters values, transfer them into tri-
angular fuzzy numbers, and then use them for estimation of
the parameter.

In the remainder of this section, we assume that the above-
mentioned parameters are fuzzy numbers of the triangular
form. In particular, we introduce fuzzy numbers &, 7, )21,
p and fuzzy random variables 7, &, t € [0, T], in place of
their real counterparts o,, o¢, A1, p and ¢, &, € [0, T]. We
assume that 6, and o, are non-negative fuzzy numbers, i.e.,
their membership functions are equal to O for all negative
arguments.

We denote by ¥ the set of symbols ¥ = {L, U} and
introduce the operator' : ¥ — Y by: L' =U and U’ = L.

In the following theorem, we will prove the fuzzy valua-
tion formulas for the two-factor Vasicek interest rate model.
Simultaneously, we will correct a simplified version of these
formulas from Nowak and Romaniuk (2014a), where only
fuzzy volatility parameters were assumed.

@ Springer

To shorten notation, we introduce the following auxiliary
real-valued functions defined on [0, T']:

A1 (1) =1 B, (1)
Ay(t) =1 — By (1) — “2—’65,_ (0);
Ay (@) =7 =By, (1) = 5B, ()
A4 (1) = T = By, (¥) = By, (1) + Ba1a, (0).

Moreover, we consider an auxiliary fuzzy number-valued
function a () defined in the case of a, # a, by formula

- Al (t -
i) = 1a( Y
r
eAZ(T)®(~e ® o @ — ®“)
o _— o
2arz ! ar—dag P (ar_ag)z ’
Az (1) 5 Ay (7)
2a2 (a, — ag)? aras (ar — ae)
1 L
® ( ®03 0 ,02) (24)
a, — ag

and in the case of a, = a, by formula

- C(a,t - 1 -
im="2g5+ L o©@EGeD00
af 8a

©a,E@ ) ® j ®a}G(a,) 8 1) (25)
for auxiliary fuzzy parameters

(ﬁ:arbrekl(@&ra 01 = 0y ® oy, &226r®68’

3

3 =0 Q 0, P2 =p Q0.

Theorem 3 Assume that 1B; (1) and 1B p (t) are prices of
bonds 1B (T, Fv) and 1B, (T, Fv) atmomentt € [0, T] for
the interest rate described by the two-factor Vasicek model
and fuzzy parameters G,, &5, A1 and p. Let for arbitrary
r,e e F(R)andt € [0, T]

Y@, re)==10 @@ &b (1) @r®by(r)®¢),
where functions by (t), by (t), a (t) are described by for-

mulas (6), (7), (24) for a, # a. and by (11), (12), (25) for
a, = ag. Then

By (t) = exp (J (T — 1,7, 5)) ® e (26)
and
IB,, @) =exp(y (T —t,71,8))Q fr,t €[0,T]. 27

Moreover, for a € [0, 1] and t € [0, T], the following
equalities hold:
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(1B ) =[exp (7 (T —1.7.80% ) e, and
o
~ ~ ~\U 2 2
exp (y (T —t, 7y, s;)a)et], 28)  G3), = [((55)5) , ((65)3) } ) (38)

(1B, ) =[exp (7 (7 —1.7.80%) 1
exp (7 (T = 1.7, 805 ) £i] 29)
In the above formulas, for 2 € X,

7R HE = —a(@F — (b1 (1) ®int 7a)E

— (b2 (7) ®int Ea)E (30)
~ =2 A ~B A ~ \ B ~ B
Qg = — S2r 22;2’ ) ((m); - —— (i

_ A3z (1)
2a? (ay — a

1 Y

(ar — ag )2 (63)5

Ay (T) 1 N N
> ( CORREH )
arag (ar — ag) \ar — a
€Y}
for a, > ag,
~ = C ((lrf) ~5 1 ~ g
dF = =05 + g5 (D@D G2

+a:f @) (pf +ad @ @F). (32

for a, = a; and

- A - A o 2 o
amE=21 05z 20 (@); - (52)E
a, 2af r — dg
1 g} A i
+(ar - a8)2 @ ) 2613 (ar — as)2 e

A 1 = ~ 2
+ () ( (03) — (Pz);) ,
arae (ar — ag) \ar — ae
(33)
for a, < ag, where
5 ~ 5 U
Yo = |:arbr - ((kl)a Qint (Ur)a) )
~ L
arbr = ((%1) @i @) } : (34)
(P2 = | (o @it @)™+ (e Bins G2))V |, (35)
i 2 2
@a = | (608) " (@) } : (36)
G2 = [k GE L @Y @Y ] &)

Proof We replace crisp parameters by their fuzzy counter-
parts and arithmetic operators +, —, . by @, ©, ® in (20)
and (21). We obtain formulas (26) and (27). Let & € [0, 1]
and t € [0, T']. Function exp (x) satisfies the assumptions of
Proposition 1 and is increasing. Therefore,

(ey(f,;,é)) _ I:e}?(r,f,é)é’e)?(r,f,é)g:l’
o

i.e., (28) and (29) are satisfied. It is easy to verify the equality
(30).
Moreover,

(iws) = [((il)a@nm o) (1), @ (&»(,[)U} ,

and, therefore, (34) holds. Since 6, and &, are non-negative,
(36)—(38) are satisfied. The equalities (31)—(33) follow from
the inequalities

A1(1), Aa(1), A3(1), A4(1), C(ayT) 2 0

and

D(a,t),€ (a,T),G(a,1) <0

fort € [0, T]. m]
5.3 Computational methods

Apart from the forms of a-level sets of the catastrophe bond
price, it is necessary to compute the value of its membership
function g ) (c) for arbitrary c. We fix a time moment
t €[0,T]. Let IB (r) = IB, (t) or IB, (¢).

The equality

Mgy (€) = Jup al (i50) ()

describes the membership function of IB (1).

We will use the above formula for computation of the
membership function i ) applying the method proposed
for pricing European options in Wu (2004). From the pric-
ing formulas (see Theorem 3), it follows that the functions
¢.h : [0,1] — R, where g(a) = (fB (z))L and h(a) =

o

- U
(IB (t)) , are continuous. Moreover, g is increasing, A is
o

decreasing and IB (¢) is a normal fuzzy number. The value of
M) (c) can be obtained by solving the optimization prob-
lem:
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(OP1) max o
subjectto  g(a) < ¢ < h(@)
0<ac<l.

Problem (OP1) can be rewritten to the form:

(OP2) max o
subjectto  g(a) <c
h(a) > ¢
O0<ac<l.

To solve (OP2), it suffices to consider the following three
cases:

(i) If g(1) = ¢ < h(1), then ppg, (c) = 1.
(ii) If ¢ < g(1), then one can solve the following relaxed
optimization problem:

(OP3) max o
subjectto g(a) <c
0<ac<l.

(iii) If ¢ > h(1), then one can solve the following relaxed
optimization problem:

(OP4) max o
subjectto  h(a) > ¢
O0<a<l.

Problems (OP3) and (OP4) can be solved using bisection
search [see Wu (2004)].

In the further part of the paper, we will use the following
functions of ¢:

By () = sup g @ e < ¢

and

5I"B(t) (5) = sup {MI”B(,) (c):c> 6} .

One can check that

L
L
1 otherwise

,BI"B(;) (5) = [MIE(;) (5) for (IB ([))s <é< (IE (t))

and
- v . U
6= [ 0@ (B0, <5 (B0)]

1 otherwise.

@ Springer

6 Automatized method of decision making

The obtained catastrophe bond pricing formulas can be used
for investment decision making. We apply an approach sim-
ilar to the one used in Piasecki (2014) in another context. We
obtain a fuzzy set of possible decisions. A decision maker
can choose one of the decisions from its «-level set for a
sufficiently high value of «.

Letr € [0, T].Foragiven« (e.g., = 0.9), the «-level set
of IB (¢) can be treated by a financial analyst as the interval
of the cat bond prices. The financial analyst can choose any
value from this interval as the catastrophe bond price with
an acceptable membership degree. Such an interval can be a
very useful tool for investment decision making.

In particular, apart from a straightforward analysis of a-
level sets of IB (7), the financial analyst can consider the
following set of possible decisions:

— Buy (denoted by B), if the price of the catastrophe bond
is significantly undervalued;

— Accumulate (denoted by A), if the cat bond is underval-
ued;

— Hold (denoted by H), if the catastrophe-linked instrument
is fairly valued;

— Reduce (denoted by R), if the cat bond is overvalued;

— Sell (denoted by S), if the price of the catastrophe bond
is significantly overvalued.

We denote by V the set of the possible decisions
V={B,AH,R,S}
and by C; the current market price of the catastrophe bond.
LetIB (1) =1By (r) orIB (r) =1B, (¢),t € [0, T].

The advice choice function A : R2 — 2V is defined as
follows:

BeA (IB ), @) < C <IB(1)
RS (@z <IB (t)) AND — (é, > 1B (;)) :

AcA (IB @), é,) o ¢ <IB():

HeA (IB ), é[) — B (1)

Yol
s (A, <IB (z)) AND (é, > IB (t));
ReA (IB @), ét) & G = 1B(1);

SeA (IB ). é,) o ¢, > 1B (1)

N (ét >IB (t)) AND — (é, <IB (t)) ,
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where the symbol AND denotes logical conjunction.
Then, by applying the Zadeh extension principle, we
obtain the extended advice choice function

A0, 1R xR — [0, 1]".

The membership function I of A (IB (1), C‘t) is defined
by formulas:

I (B) = min {sup {/LfB(t) (c):c> é‘,} ,
1 —sup {ufB(t) (c):c< é‘t}}

= min {55, (€)1 = By (1) ) (39)
7(A) = sup {WB(,) ©:c> ét} =m0 (é,) : (40)

[ (H) = min {sup {MIB(t) (0):c>= é,} )
sup {/,LfB(t) (c):c< é‘,}}
= min {85, (1) By (1)} (41)
IR =sup [y, @ e = &l = p, (6): @)

i(S) = min [sup {MfB(t) (c):c< C‘,} ,
1 —sup {“fB(z) (¢):c> C‘t}}
= min { B, (C1) . 1= 05 ()] 43)

The financial analyst can choose one of the decisions from
the a-level set A (IB ), C‘t) for a sufficiently high value
o

of a.

7 Algorithms used in simulations

We start from general remarks concerning algorithms which
are used in catastrophe bond pricing (see Sect. 7.1 for the
crisp case and Sect. 7.2 for the fuzzy case) and in automa-
tized method of decision making (see Sect. 7.3). Then, these
algorithms are applied to obtain numerical results in some
exemplary cases considered in Sect. 8.

7.1 Cat bond pricing—crisp case

To find the price of the cat bond in the crisp case, we apply
Monte Carlo simulations to the results obtained in Theorem
2.

From (20) and (21), it is seen that numerical complex-
ity of the considered model and the related pricing formula

depends on two factors: the expected value of the payoff func-
tion ¢; or f; and the discounting factor related to adopted in
this paper two-factor Vasicek model. In the following, Monte
Carlo approach is applied to approximate e; or f;. The error
of such estimation measured by standard deviation is propor-
tional to 1/,/ns, where n is the number of simulations. But
during analysis of the computational complexity, the form (1)
of the process ]\7, should be also taken into account, because
the numerical efficiency of simulation of the single trajectory
of N; depends on both types of the Poisson process N; and
the random distribution of U;.

We assume that non-homogeneous Poisson process
(NHPP) is applied for modeling quantity of losses and that the
value of single loss is modeled by lognormal distribution or
Pareto distribution. These distributions are commonly used
in modeling of risk events in insurance [see, e.g., Chernobai
et al. (2006)]. The parameters of the applied distributions
were fitted in Chernobai et al. (2006) for real data describ-
ing natural catastrophic events in the United States provided
by the ISO’s (Insurance Service Office Inc.) Property Claim
Services (PCS). The sinusoidal intensity function for NHPP
given by the formula

k(t) =a+ b2m sin 2a(t — ¢)) (44)

results in a better calibration than simpler homogeneous Pois-
son process as discussed in Chernobai et al. (2006).

Because of the cyclic form (44) of k (¢), thinning method
[see, e.g., Law (2007)] is applied during simulations. Rejec-
tion step in this approach results in some loss of the samples
generated from the relevant homogeneous Poisson process.
For the most straightforward upper bound of (44) given by
a + b2m, the average acceptance rate for the interval [0, T']
is equal to

aT —2bsin(mw 2c —T))sin(xT)
(a + b2m)T '

Algorithms for generation of variables from lognormal
or Pareto distribution are numerically very fast, like e.g.,
Marsaglia-Tsang ziggurat algorithm for embedded normal
distribution [see Marsaglia and Tsang (2000) for details]. In
the case of Pareto distribution, the direct method of inver-
sion of cdf is used. Therefore, to obtain one random variable
from the target distribution, only one output from PRNG is
sufficient.

Of course other types of NHPP than the formula (44) or
other loss distributions could be easily incorporated into the
simulation approach. If more complex pdf is necessary, then
even Markov Chain Monte Carlo method should be applied.

The whole procedure for finding estimator for e; or f;
constitutes the following algorithm:
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Algorithm 1

Input Parameters of: NHPP process, distribution of
losses, model of payment; number of simulations ng.

Step 1 Sample trajectory of the process N; based on
times of the losses generated according to x(t) and
values of the losses given by #id sample Uy, Us, ...
generated from the distribution of losses.

Step 2 Calculate the relevant payoff function v; g (1, Fy)
O VB, (T,Fv) Using the output from the step 1.

Step 3 Store the evaluated value of payoff.

Step 4 Return to the step 1, unless the necessary num-
ber of simulations ng is acquired.

Step 5 Calculate the average value of the payoff based
on the values stored during the step 3.

Output Monte Carlo estimator of the expected value
of the payoff function e; or f;.

In this paper, we assume that the model of interest rates is
described by the two-factor Vasicek model. In the following,
the parameters for this model fitted in Puhle (2008) are used.
Easily seen, two-factor model may be better calibrated to the
real-life data than in simpler one-factor approach. Because in
Theorem 2, the analytical form of the discount factor is given,
then the relevant cat bond price could be directly evaluated
without the necessity of subsequent simulations after using
Algorithm 1. The price IB; (¢) or IB, (¢) is straightforward
multiplication of the previously estimated expected value of
payoffs and the relevant discount factor.

The whole procedure is very fast. We use Intel Core 2
Quad (2.5 GHz) with 4GB RAM, VS Studio 2013 Express
compiler, GSL library for random number generation and
Mersenne Twister as primary PRNG. Even without sophis-
ticated optimization (like multithreading), finding cat bond
price estimator based on sampling 1000000 trajectories takes
less than 10 seconds.

7.2 Cat bond pricing—fuzzy case

Now we focus on the cat bond pricing in the fuzzy case. In the
following, especially in Sect. 8.2, only triangular fuzzy num-
bers are considered, but the introduced numerical approach
may be also used for other types of LR numbers.

As it is seen from (28) and (29), similarly to the crisp
case, the complexity of the considered model and the relevant
pricing formulas depends on the (crisp) expected value e,
or f;, and the a-level set related to the discounting factor.
The estimator of ¢; and f; could be directly found using the
Algorithm 1, regardless of the considered value «.

To approximate the fuzzy cat bond price, we fix the value
of o and then find the relevant interval [g(«), k()] =
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[(IB (t)) " (fB (r)) U} using formulas (28) or (29) depend-

ing on the applied payment function. If « is gradually set
to subsequent values, starting from some initial value g €
[0, 1] up to upper bound «| (Where o1 € [«g, 1]) with given
increment A« > 0, then the obtained intervals putting on one
another form the final output—approximation of the fuzzy
cat bond price. It leads us to the following approach:

Algorithm 2

Input Parameters of: NHPP process, distribution of
losses, model of payment, two-factor Vasicek model;
number of simulations ng; a-level values: ag, a1, Aa.

Step 1 Using Algorithm 1, estimate the expected value
of the payoff function e; or f;.

Step 2 Set (crisp) values of the parameters a,., a., b, ro, £o.

Step 3 Fix a = ay.

Step 4 For the fixed «, find the a-level sets of the fuzzy
numbers &, ¢, 5\1, p-

Step 5 Based on the crisp parameters from the step 2,
the a-level sets obtained in the step 4 and the value
of the estimator found during the step 1, calculate
the interval of the cat bond price [g(«), h(c)] using
(28) or (29), respectively.

Step 6 Store the obtained data (i.e. the a-level set) in
order to approximate the output (i.e. the fuzzy cat
bond price).

Step 7 Set a = a + Aa.

Step 8 Return to the step 4, unless o > ;.

Output The approximated fuzzy cat bond price formed
by intervals stored during the step 6.

Apart from the Monte Carlo simulations necessary during
the step 1, the computational complexity of the considered
fuzzy model directly depends only on method of approxima-
tion of the final fuzzy cat bond price. The analytical formulas
for endpoints of the a-level sets of prices are given by Theo-
rem 3. Therefore, for ng possible values of @ approximating
the fuzzy output, only 2nom endpoints for a-level sets of
the parameters should be used (where m is number of fuzzy
parameters in the model). The above procedure is very fast.
Without the first step, using the same platform as in Sect. 7.1,
approximation of the fuzzy price for ng = 100 takes 0.054 s.

It should be noted that availability of the fuzzy analytical
formulas provided by Theorem 3 is important advantage of
the pricing method proposed in this paper. Otherwise, set of
even np2"™ possible endpoints for «-level sets of the parame-
ters should be considered to find fuzzy output.

7.3 Evaluation of the membership values

In this section, we consider the approaches to evaluate mem-
bership value « for the current market price of the cat bond C;
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which is also useful for automatized decision making intro-
duced in Sect. 6.

As explained in Sect. 5.3, special optimization procedure
based on bisection search is used to evaluate membership
value « for the given current market price of the cat bond i,

A

i.e., is used to find M) (C,) solving the problem (OP2)
[see also Wu (2004) for detailed description of the relevant
algorithm]. In this approach, only the currently used « varies
from step to step of the algorithm, so Monte Carlo estimator
of e¢; or f; has to be found via Algorithm 1 only once at
the beginning of the whole procedure. For the same platform
as in Sect. 7.1, evaluation of the membership value for the
given C; with tolerance € = 0.00000001 takes less than 0.01
seconds.

The evaluated membership value could be also used as a
source of investment decisions, i.e., to obtain membership
functions for the extended advice choice function A intro-
duced in Sect. 6.

To calculate the membership functions for various pos-
sible decisions from the set V for the fixed current market
price é’,, it is sufficient to evaluate values ,81~B(t) (ét) and

81~B(l) (é,) used in the formulas (39)—(43). Then, we have
the following procedure:

Algorithm 3

Input Parameters of: NHPP process, distribution of
losses, model of payment, two-factor Vasicek model;
number of simulations ng; tolerance €; current mar-
ket price C’t.

Step 1 Find ¢(1) and h(1) using Algorithm 2 for the
fixed single value ag = 1. Store the estimators of e,
or f; evaluated in the step 1 of Algorithm 2.

Step 2 Check:

1. if g(1) < C; < h(1), then go to the step 3,
2. if ¢y < g(1), then go to the step 4,
3. if (1) < Cy, then go to the step 5.

Step 3 Return 5123’@) (Ct) = 611}(t) (C’t) =1.
Step 4 1. Find BfB(t) (C’t) = (1) (C’t) using solu-
tion method for the problem (OP2).
2. Return ﬁ]B(t) (éf) and 51'B(t) (éf) =1.
Step 5 1. Find 5['3(1&) (C’f) = B (éf) using solu-
tion method for the problem (OP2).
2. Return 51B(t) (C’t) and BIB(t) (C‘t) =1.
Output Values BfB(t) (C’t> and 51B(t) (C‘t) for the fixed

C‘t which areNused to Calcglate tIEe membership func-
tions 1 (B), [ (A),l(H),l(R),l(S).

Easily seen, even for various é‘t it is necessary to use
Monte Carlo simulations to evaluate e; or f; only once and
then this estimator could be reused. Therefore, the complex-
ity of the main part of Algorithm 3 (apart from the step 1)
depends only on the method to solve the problem (OP2), i.e.,
the bisection search.

To find approximation of the whole membership function
for the extended advice choice function A for various « or
only for the single fixed value of «, the approach similar to
Algorithm 3 could be adopted for the whole range of current

prices. As mentioned previously, ,BfB(t) (é‘t) and 51~B(t) (é’,)
should be found for [éf , C th] starting from some initial value
C? < g(0) and stopping with C ,h > h(0) with fixed incre-
mentation AC; > 0. Then, we have the following procedure:

Algorithm 4

Input Parameters of: NHPP process, distribution of
losses, model of payment, two-factor Vasicek model;
number of simulations ng; tolerance €; market prices
9. O, AC.

Step 1 Find ¢(1) and h(1) using Algorithm 2 for the
fixed single value ag = 1. Store the estimators of e;
or f; evaluated in the step 1 of Algorithm 2.

Step 2 Set C, = CY.

Step 3 Go to the step 2 of Algorithm 3.

Step 4 Evaluate membership functions for the recom-
mendations based on the output of Algorithm 3.

Step 5 Set C’t = C't + AC’t.

Step 6 Return to the step 3, unless C, > CA’th

Output Values 51”B(t) (éf) and 6fB(t) (C'f> used to
calculate the membership functions [ for the set of

the possible decisions V' for the whole interval of
prices [C7, CP].

Once again, the most numerically complex part (i.e.,
Monte Carlo simulations in the step 1) is invoked only once,
regardless of the number of points evaluated in the interval

[éf, CA'th] For each of this point, the bisection solution in
Algorithm 3 is applied only once. Using the same platform
as in Sect. 7.1 and for ng = 100, the whole procedure (apart
from finding estimators for e; or f;) takes 0.26 s.

8 Numerical examples and analysis

Based on algorithms introduced in Sect. 7, some numeri-
cal examples of cat bond pricing (in both the crisp and the
fuzzy environments, see Sects. 8.1 and 8.2, respectively)
and automatized decision taking (in the fuzzy case, see Sec-
tion 8.3) are considered. In each experiment, we conduct
ngs = 1000000 simulations.
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Table 1 Dependency between
the cat bond price 1B, (0) and 0
parameter p of the two-factor Ap

Vasicek model in Example 1.2
1B, (0)

AIB,(0)
0

Ap
IB,(0)
AIB,,(0)
0

Ap
IB,(0)
AIB,,(0)

0.1 0.2 0.3
—83.3333 —66.6667 —50
0.83047950255 0.830480638919 0.8304817753
—0.00068416 —0.000547329 —0.000410497
0.4 0.5 0.6
—33.3333 —16.6667 0
0.83048291166 0.83048404803 0.83048518440
—0.000273665 —0.000136832 0
0.7 0.8 0.9
16.6667 33.3333 50
0.83048632078 0.83048745715 0.83048859353
0.000136833 0.000273665 0.000410498

The relative percentage change of the cat bond price (AIB,(0)) and the relative percentage change of p
(Ap) are compared to the reference cat bond price and p from Example 1.1

8.1 Cat bond pricing—crisp case

Algorithm 1 from Sect. 7.1 with formulas from Theorem 2
is used to evaluate the cat bond price in the crisp case.

We assume that the face value of the bond in each exper-
iment is set to 1 (one monetary unit assumption) and that
the payment function is described by Definition 2. Then, the
(crisp) cat bond price IB,(0) is given by (21).

8.1.1 Example 1.1

As mentioned previously, model of the process of the losses
and model of the interest rates are fitted to the real-life data.
Then, the parameters of the intensity function (44) are equal
toa = 30.8750, b = 1.6840 and ¢ = 0.3396 [see Chernobai
et al. (2006)]. The parameters of the lognormal distribution
are setto upn = 17.3570 and o N = 1.7643 [see Chernobai
et al. (2006)]. The two-factor Vasicek model is described by
the data for term structure of interest rates and a, = 0.2591,
b, = 0.0205, o, = 0.0073, a, = 0.8274, 0. = 0.0219,
p = 0.6, rg = 0.025, g9 = 0 [see Puhle (2008)].

We set n = 2 and w; = 0.25,wy = 0.5. The rel-
evant levels of losses (also called triggering points) are
connected with surpassing the limits given by quantiles of
the cumulated value of losses described by the NHPP process
(number of losses) and lognormal distribution (value of
each loss). Such xth quantile is denoted by Q1 N—~upp(¥).
Similar approach was considered in Nowak and Romaniuk
(2013b). We assume that Ko = Qrn-_nupp(0.5), K| =
O1N-NHpPp(0.75) and K> = Q1N—Nupp(0.95). Then, 1B, (0)
is estimated as 0.830485.

In the following, this cat bond price is treated as the refer-
ence value for subsequent comparisons. In the next examples,
we change values of one or more parameters of the model
to verify if these alternations have significant impact on the
calculated cat bond prices.
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Fig. 1 Cat bond price IB,(0) as the function of parameter p of the
two-factor Vasicek model in Example 1.2

8.1.2 Example 1.2

We analyze the relation between the cat bond price and the
value p for two-factor Vasicek model, i.e., we find the prices
for p € [0.1,0.9]. The other parameters are the same as
in Example I.1. Then, only the correlation coefficient for
interest rate model is changing. Therefore, we could analyze
the situation, e.g., if this parameter is mismatched during
the estimation or it will vary in near future compared to the
historical data. The outcomes could be also compared with
the fuzzification of p considered in Sect. 8.2, which reflects
other sources of uncertainty.

The exact cat bond prices IB , (0) are given in the third row
of Table 1. In the fourth row, the relative percentage change of
the actual cat bond price AIB,(0) compared to the reference
value from Example I.1 is calculated. The relative percentage
change Ap of the actual p compared to the reference value
p = 0.6 is given in the second row. As it is seen from Fig. 1,
the price as the function of p is increasing and linear, but the
variability of the prices is almost negligible (AIB, (0) is less
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Fig. 2 Cat bond price IB,(0) as the function of parameter a of the
intensity function (44) in Example 1.3

Table 2 Dependency between the cat bond price IB , (0) and parameter
a of the intensity function (44) in Example 1.3

a 23 25 27

Aa —25.5061 —19.02832 —12.5506
1B, (0) 0.885489 0.871923 0.859292
AIB,(0) 6.62312 4.98961 3.4687

a 29 31 33

Aa —6.07287 0.404858 —12.5506
IB,(0) 0.844881 0.829 6.88259
AIB,(0) 1.73344 —0.178811 —2.26723
a 35 37 39

Aa 13.3603 19.8381 26.3158
1B, (0) 0.792807 0.776544 0.758266
AIB,(0) —4.53687 —6.49512 —8.696

The relative percentage change of the cat bond price (AIB ,(0)) and the
relative percentage change of a (Aa) are compared to the reference cat
bond price and a from Example 1.1

than 0.0007 % even for p = 0.1). It should be noted that such
numerical analysis is useful and straightforward, because the
function of the price depends on p in rather complex way.

8.1.3 Example 1.3

We analyze the relation between the cat bond price and the
value a for the intensity function (44), i.e., we find the prices
for the wide interval a € [23, 40]. Then, the overall intensity
of the number of losses is lesser or higher than in the case
of a fitted to the historical data in Chernobai et al. (20006).
Once again, such difference may be caused, e.g., by estima-
tion error or historical data irrelevant for the future. The cat
bond price as the function of a is decreasing and almost lin-
ear (see Fig. 2 and the third row of Table 2 for some exact
values). But in this case the relative percentage changes of
price are noticeable (decrease up to almost 9 % for the rela-
tive growth of a which is equal to about 26 %). Because of the
applied intensity function (44), the overall increase of IB , (0)

Fig. 3 Cat bond price IB,(0) as the function of parameter b of the
intensity function (44) in Example 1.4

Table 3 Dependency between the cat bond price IB , (0) and parameter
b of the intensity function (44) in Example 1.4

b 0.6 0.8 1.0

Ab —64.3705 —52.4941 —40.6176

1B, (0) 0.878078 0.870247 0.860773

AIB,(0) 5.73075 4.7878 3.64703

b 1.2 1.4 1.6 1.8

Ab —28.7411 —16.8646 —4.98812 6.88836
1B, (0) 0.851743 0.843282 0.834273 0.823894
AIB,(0) 2.55971 1.54091 0.456119 —0.793633
b 2.0 22 2.4 2.6

Ab 18.7648 30.6413 42.5178 54.3943
1B, (0) 0.811987 0.802064 0.790229 0.779456
AIB,(0)  —2.22737 —3.42222 —4.84729 —6.14448

The relative percentage change of the cat bond price (AIB,(0)) and the
relative percentage change of b (Ab) are compared to the reference cat
bond price and b from Example 1.1

is expected, but the detailed nature of such phenomena has
to be numerically determined.

8.1.4 Example 1.4

We analyze the relation between the cat bond price and the
value b in the intensity function (44), so we find the prices
for the wide interval b € [0.5, 2.6]. Then, the intensity of
number of losses given by the cyclic part in (44) fluctuates
less or more than in the case of historical data from Chernobai
et al. (2006), so the number of catastrophes is almost on the
same level constantly or more significantly varies from period
to period.

The cat bond price as the function of b is decreasing and
almost linear (see Fig. 3; Table 3) and the relative percent-
age changes are noticeable, but also lower compared to the
previous example (about 6 % decrease of the price if b is
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increased more than 50 % compared to the reference values
from Example I.1). As in the case considered in Sect. 8.1.3,
the exact behavior of this function in such setting could be
directly analyzed using simulations.

8.1.5 Example 1.5

We analyze the relation among the cat bond price and the
volatilities o, and o, in the interest rate model, so we find
the prices for o, € [0.001, 0.015] and o, € [0.005, 0.04].
The behavior of these parameters is also considered in the
fuzzy case in Sect. 8.2. The other parameters are the same as
in Example I.1. Therefore, the volatilities vary compared to
the historical data from Puhle (2008).

The cuts of the graph (see Fig. 4) for both volatilities
(i.e., if one of them is set as constant) seem to be hyperbolic
functions. The estimated values of the cat bond prices for
oz = 0.0219 and o, = 0.0073 are given in Tables 4 and
5, respectively. They are also compared there with the ref-
erence value from Sect. 8.1.1. For the applied intervals, the

0.015

Fig. 4 Cat bond price IB,(0) as the function of parameters o, and o,
of the two-factor Vasicek model in Example 1.5

Table4 Dependency between the cat bond price IB , (0) and parameter
o, of the two-factor Vasicek model, if o, = 0.0219, in Example 1.5

oy 0.001 0.003 0.005 0.007

Aoy —86.3014 —58.9041 —31.5068 —4.10959
1B, (0) 0.830473 0.830476 0.83048 0.830484
AIB,(0) —0.001408 —0.001072 —0.0006265 —0.0000707
o 0.009 0.011 0.013 0.015

Aoy 23.2877 50.6849 78.0822 105.479

1B, (0) 0.83049 0.830496 0.830504 0.830512
AIB,(0)  0.000595 0.0013718  0.0022585 0.0032554

The relative percentage change of the cat bond price (AIB,(0)) and the
relative percentage change of o, (Ao, ) are compared to the reference
cat bond price and o, from Example 1.1
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Table S Dependency between the cat bond price IB , (0) and parameter
o, of the two-factor Vasicek model, if o, = 0.0073, in Example 1.5

og 0.005 0.01 0.015 0.02

Aoy —77.1689 —54.3379 —31.5068 —8.6758
1B, (0) 0.830475 0.830477 0.83048 0.830484
AIB,(0) —0.001249  —0.0009564  —0.0005936  —0.000161
og 0.025 0.03 0.035 0.04

Ao, 14.1553 36.9863 59.8174 82.6484
1B, (0) 0.830488 0.830493 0.830498 0.830504
AIB,(0)  0.0003424  0.0009155 0.001559 0.002272

The relative percentage change of the cat bond price (AIB ,(0)) and the
relative percentage change of o, (Ao,) are compared to the reference
cat bond price and o, from Example I.1

relative changes of prices are comparable in scale for both
the volatilities.

8.1.6 Example 1.6

We apply generalized Pareto distribution (GPD) instead of
lognormal distribution for the value of the single loss. The
parameters of the GPD are set to £&gpp = 0.8090, Bgpp =
5.340 x 107 (see Chernobai et al. (2006)), so they are esti-
mated in the same manner and from the same real-life data
as in the previous cases. To enable comparisons, we apply
approach similar to Example 1.1, so the two-factor Vasicek
model is described by the same parameters and we also set
n = 2 and w; = 0.25, wp, = 0.5. But the relevant trigger-
ing points are given as quantiles of the cumulated value of
losses described by the NHPP process and GPD, instead of
lognormal distribution. Then, such xth quantile is denoted
by Ogpp-Nupp(x). As mentioned previously, we assume
that Ko = Qgpp-Nupp(0.5), K1 = Qcpp-Nupp(0.75) and
K> = Ocpp—Nupp(0.95).

In this setting, based on Monte Carlo simulations, the cat
bond price is estimated as 0.822337, so the relative percent-
age change (compared to the reference value from Example
I.1) is equal to —0.9811134458 %. Then in this case, the
change of the distribution of the single loss (but with prop-
erly estimated parameters) is less significant than, e.g., shift
in the parameters discussed in Example 1.3.

8.1.7 Example 1.7

Similar to the previous cases, the relation among the cat bond
price and the parameters £gpp, Bgpp of the distribution of
the single loss (given by GPD) is analyzed, so the prices for
£gpp € [0.5,1.1] and Bgpp € [5.2 x 107,5.45 x 107] are
found. The other parameters are the same as in Example 1.6.
Then once again, the parameters of the distribution of the
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Fig. 5 Cat bond price IB,(0) as the function of parameters £gpp and
Baopp of generalized Pareto distribution of losses in Example 1.7

Table 6 Dependency between the cat bond price IB , (0) and parameter
&gpp of generalized Pareto distribution of losses, if Bgpp = 5.2 x 107,
in Example 1.7

&GpPD 0.5 0.6 0.7

Aégpp —38.1953 —25.83441 —13.4734

1B, (0) 0.605838 0.695066 0.777041

AIB,(0) —26.3273 —15.4767 —5.5082

&GpPD 0.8 0.9 1.0 1.1
Aégpp —1.11248 11.2485 23.6094 35.9703
1B, (0) 0.845437 0.893784 0.928917 0.949674
AIB,(0) 2.80907 8.68829 12.9606 15.4848

The relative percentage change of the cat bond price (AIB,(0)) and
the relative percentage change of &égpp (A&gpp) are compared to the
reference cat bond price and égpp from Example 1.6

single loss are changed compared to the parameters fitted to
the historical data.

As it could be seen (see Fig. 5), the cuts of the graph seem
to be hyperbolic (if Sgpp is constant, the exact values are
given in the third row of Table 6 for Sgpp = 5.2 x 107) or
almost linear (if £gpp is constant, see Table 7 for Egpp = 0.8)
in the given intervals of values. The relative percentage
changes of prices (compared to the reference value from
Example 1.6) for both parameters are considerable higher
than in all the previous examples (more than 26 % relative
reduction of the price if £€gpp is decreased about 38 %).
Because of the mentioned hyperbolic shape of function
for the fixed Bgpp, the possible estimation error or future
changes of £gpp may lead to significant undervaluation of
the cat bond price.

8.2 Cat bond pricing—fuzzy case
As noted in Sect. 6, also the fuzzy case of the cat bond prices

may be interested for analysts and policyholders because of
uncertainty caused by future behavior of the financial market.

Table7 Dependency between the cat bond price IB , (0) and parameter
Bcpp of generalized Pareto distribution of losses, if égpp = 0.8, in
Example 1.7

Bcpp 5.2 5.25 53
ABcpp —2.62172 —1.68539 —0.749064
1B, (0) 0.845437 0.834712 0.823409
AIB,(0) 2.80907 1.50486 0.13036
Bagpp 5.35 54 5.45
ABcpp 0.187266 1.1236 2.05993
1B, (0) 0.813202 0.802817 0.791686
AIB,(0) —1.11086 —2.37372 —3.7273

The relative percentage change of the cat bond price (AIB,(0)) and
the relative percentage change of Sgpp (ABgpp) are compared to the
reference cat bond price and Sgpp from Example 1.6

Therefore, the influence of some fuzzy parameters of the
interest rate model on the price is more deeply analyzed using
Algorithm 2 introduced in Sect. 7.2.

The overall parameters of the model of losses are the same
as in Example I.1—i.e., we assume NHPP of quantity of
catastrophic events, and the value of each loss is modeled
by lognormal distribution. The applied two-factor Vasicek
model arises from parameters considered also in Sect. 8.1.1,
and other assumptions about the cat bond are the same as in
that setting.

The applied parameters are based on historical data, but
because of the uncertainty related to future behavior, the
experts’ opinions should be incorporated into estimation of
the prices [see, e.g., Nowak and Romaniuk (2014c¢)].

We focus on three important variables of the interest rate
model, namely volatilities o,, o, and the correlation coeffi-
cient p. They are important part of the model but they could
be also wrongly estimated. In the following, only triangu-
lar fuzzy numbers are considered, but the similar numerical
approach may be also used for other types of LR numbers.

8.2.1 Example I1.1

For the parameters o,, 0., p we use triangular fuzzy numbers
related to the historical values from Puhle (2008). Then, we
have

or = [0.0071, 0.0073, 0.0075],
o, = [0.02, 0.0219, 0.024], p = [0.4, 0.6, 0.8]. (45)

Monte Carlo simulations (see Sect. 7.2) lead to evaluation of
the fuzzy cat bond price (see Fig. 6) which is almost triangular
and symmetric in its shape.

The analyst may be also interested in the behavior of fuzzy
numbers. For example, instead of previously used &, other
symmetric triangular fuzzy values of 6, may be used. It is
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Fig. 6 Fuzzy cat bond price for the triangular fuzzy parameters
oy, 0g, p given by (45) in Example I1.1
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0.83035 0.83040 0.83045 0.83050 0.83055 0.83060 0.83065

Fig. 7 Fuzzy cat bond price for the triangular fuzzy parameters 6;, p
given by (45) and various &, ([0.0071, 0.0073, 0.0075] dashed line,
[0.0061, 0.0073, 0.0085] solid line, [0.0051, 0.0073, 0.0095] dotted
line) in Example II.1

seen from Fig. 7 that for &, with wider supports, the fuzzy
cat bond prices are still LR numbers but with wider supports
alike.

8.2.2 Example I1.2

Other parameters are also risky factors in the interest rate
model, like o,. Additionally, experts’ opinions may lead
to the triangular fuzzy numbers which are not symmet-
rical. Therefore, using our numerical approach, example
of the fuzzy cat bond price is evaluated for asymmetri-
cal, right-skewed o, = [0.0119, 0.0219, 0.0419] and 6, =
[0.0071,0.0073, 0.0075], p = [0.4, 0.6, 0.8] (see Fig. 8).
Then, the fuzzy cat bond price is almost symmetrical but
clearly LR, not a triangular, number.

Analysis similar to Example II.1 may be also conducted.
The fuzzy cat bond prices evaluated for various asymmetrical
values of &, are illustrated in Fig. 9. Once again, for wider
support of g, the output fuzzy price has also wider support.
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Fig. 8 Fuzzy cat bond price for the triangular fuzzy parameters 6, p
given by (45) and 6, = [0.0119, 0.0219, 0.0419] in Example II.2
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0.828 0.830 0.832 0.834

Fig. 9 Fuzzy cat bond price for the triangular fuzzy parameters 6, p
given by (45) and various o, ([0.0119,0.0219, 0.0419] dashed line,
[0.0019, 0.0219, 0.0619] solid line, [0.0009, 0.0219, 0.0819] dotted
line) in Example 11.2

8.2.3 Example 11.3

For the fixed 6, = [0.0063,0.0073, 0.0083] and 6, =
[0.0119,0.0219, 0.0419], the cat bond prices for various
types of triangular values p are estimated. In the consid-
ered setting, the type of triangular number p (see Fig. 10)
has rather moderate effect on the output and both symmetric
or asymmetric values of p lead to similar cat bond prices.

8.3 Evaluation of the membership function

Now, we focus on numerical approaches considered in Sect.
7.3. In Sect. 8.3.1, bisection search is used to evaluate mem-
bership value « for the given current market price of the cat
bond C;. Then, Algorithm 3 is applied in Sect. 8.3.2 to obtain
membership functions for the extended advice choice func-
tion for the fixed actual cat bond price (i.e., if this current
market price with the obtained fuzzy value is compared).
Finally, Algorithm 4 is used in Sect. 8.3.3 to find the relevant
membership functions for A for the whole interval of prices.
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Fig. 10 Fuzzy cat bond price for the triangular fuzzy parameters 6, =
[0.0063, 0.0073, 0.0083], 6, = [0.0119,0.0219, 0.0419] and various
p ([0.3,0.5,0.7] dashed line, [0.3, 0.5, 0.9] solid line, [0.1, 0.7, 0.9]
dotted line) in Example 11.3

Table 8 Membership value o evaluated using bisection search for the
various current market prices of the cat bond C¢ in Example III.1 if
fuzzy parameters from Example II.1 are used

Price é‘o Evaluated o

0.83 0

0.83038 0.224609375
0.8304 0.371826171875
0.83045 0.74029541015625
0.8305 0.89080810546875
0.83055 0.5235595703125

8.3.1 Example II1.1

As explained in Sect. 7.3, special optimization procedure
based on bisection search is used to find membership value
« for the fixed current market price of the cat bond C;, i.e.,

to find P r) (é‘,) solving the problem (OP2). We apply

parameters from Sect. 8.2.1 to calculate « for various C:.
Some exemplary results for the fixed + = 0 are given in
Table 8.

8.3.2 Example I11.2

Using Algorithm 3, it is possible to evaluate the membership
value « for the extended advice choice function A introduced
in Sect. 6 for the single fixed current market cat bond price. In
Table 9, there are values of o found for various current market
prices Co and possible decisions (to buy/to accumulate/to
hold/to reduce/to sell) from the set V. Once again parameters
from Sect. 8.2.1 are used to approximate the fuzzy cat bond
price.

Table 9 Membership values of possible decisions (to buy—B, to
accumulate—A, to hold—H, to reduce—R, to sell—S) evaluated for
various current market prices Co in Example I11.2 if fuzzy parameters
from Example II.1 are used

PriceCy B A H R S
0.83 1 1 0 0 0
0.8303 0.77539 1 0.22461 022461 0
0.8304 0.62817 1 0.37183 037183 0
0.83045  0.25971 1 0.7403 0.7403 0
0.8305 0 0.89081  0.89081 1 0
0.83055 0 0.5236 0.5236 1 0.4764
o
1.0"777'7T777777777777\\
08 : \\\
06 : \\\
0.4]
02l
" 1 " PR " " 1 \\ " 1 Price
0.8304 0.8305 0.8306 0.8307

Fig. 11 Membership function of the decisions to buy (dotted line)/to
accumulate (dashed line) for various current market prices C¢ in Exam-
ple I11.3

8.3.3 Example I11.3

The whole shape of membership function for each decision
from the set V could be also estimated and plotted using
Algorithm 4. Applying the parameters from Sect. 8.2.1, the
relevant membership functions for the decisions to buy/to
accumulate and to hold/to reduce are illustrated in Figs. 11
and 12, respectively.

Additionally, the financial analyst could take relevant
decision based on possible recommendations for the fixed
value o of the membership function. The example of such
approach is presented in Fig. 13, where o = 0.95 is used.
Therefore, knowing the current market price C;, the analyst
could take his decisioanased on similar sets. U

If g() = (IB (t)) and h(x) = (IB (t)) are strictly
monotonic functions (E(IIS in the previously considered exam-
ples), then the simplified approach could be used instead of
Algorithm 4. In such case, Algorithm 2 gives the approxi-
mation of the fuzzy cat bond price which then leads to the
output similar to the one summarized in Fig. 13.
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Fig. 12 Membership function of the decisions to hold (Adotted line)/to
reduce (dashed line) for various current market prices Co in Example
1I1.3

{B,A} if Cy € [0,0.830356255478261]

{A} if Cy € [0.830356255478261,
0.830478412039228)

if Co € [0.830478412039228,
0.830491966726847)

{R} if Cy € [0.830491966726847,
0.830614900458159)

if Co € [0.830614900458159, 400)

{A,H,R}

{R,S}

Fig. 13 Decisions (to buy—B, to accumulate—A, to hold—H, to
reduce—R, to sell—S) given by the a-level set of the extended advice
choice function for @ = 0.95 related to intervals of the current market
prices Coin Example 111.3

9 Conclusions

The increasing number of natural catastrophes leads to severe
problems with stability of insurance industries. Therefore,
new financial and insurance instruments are required, such
as the catastrophe bonds.

In this paper, we extend our earlier results concerning cat
bond pricing. As the model of spot interest rate, we apply
the two-factor Vasicek model. We analyze the influence of
various parameters on the cat bond price applying Monte
Carlo methods.

Moreover, taking into account the uncertainty on the mar-
ket, we derive fuzzy counterparts of the crisp pricing formulas
and present an automated approach for decision making in
fuzzy environment with illustrative examples.
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