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B(t,0) is strictly positive, B(6,0) = 1



e Bond market
T > 0O fixed horizon date for all market activities, probability space with filtration.
Let B(t,0), 0 <t < 6 be the market price of a zero-coupon bond at moment ¢.

B(t,0) is strictly positive, B(6,0) = 1

Aim: to construct the family of prices in a consistent way.



e Bond market
T > 0 fixed horizon date for all market activities, probability space with filtration.
Let B(t,0), 0 <t < 0 be the market price of a zero-coupon bond at moment ¢.

B(t,0) is strictly positive, B(6,0) = 1

Aim: to construct the family of prices in a consistent way.

e risk-free saving account with short term interest rate r;. If at moment O one puts into the
bank account 1 unit of money then at moment ¢ one has :

/
B, = exp(/ rudu)
0

What are connection between saving account process and bond price processes?

If short term interest rate is deterministic, then

B(t,0) = e J. ™



Definition 1. A family B(¢,60), 0 < t < 6 < T of adapted processes is
called an arbitrage-free family of bond prices relatively to r if

) B(6,0) = 1forevery 6 < T,

ii) there exist a probability measure P* such that B*(¢,0) = B(t,0)/B¢is
a P*-martingale for any 6 < T'.

Hence

_f9 d
B(t,0) = Ep«(e” Jt T's S|.7'—t)

Conversely, given r, P*, the family B(t,0) defined above is an arbitrage-
free family of bond prices relatively to r.



e Model short term interest rate by Ito process

dr(t) = b(t)dt 4+ o (£)dW (t).

e Standard models:

Vasicek :
dr(t) = (b4 Br(t))dt + o(t)dW (t).
Cox, Ingersoll and Ross

dr(t) = (a — br(t))dt + o/r(t)dW (¢),

where a, b, o are constants witha > 0,b > 0,0 > 0
e Most of models provide an affine term structure

B(t,0) = exp(—A(t,0) — B(t,0)r:).

e |nitial term structure:

B(0,0) = Ep(e h™™), 0<6<T
Bond price models based on a specific short term interest rate process makes the problem
of matching the initial term structure.



¢ HIJM model

Heath, Jarrow and Morton proposed to use the forward rate curve i.e. a
function f(t, 0) defined for & > ¢ and such that

B(t.0) = ¢ Ji [(t:)ds.
f(t,0), t < 0, describe our expectation at the moment t of the value of

short term interest rate at the moment 6 i.e. it is usually interpreted as the
anticipated short rate at time 6 as seen by the market at time t.

dln B(t,u)
(9u u==~0




Heath, Jarrow and Morton proposed to model the forward curves as It
processes

df (t,0) = a(t,0)dt + < o(t,0), dZ(t) >, 0<t<6, (1)

with Z d-dimensional standard Wiener process, defined on a filtered pro-
bability space (2, F, (F:), P).

Equivalently, for ¢t < 6,

t t
£(£,0) = f(o,9)+/o a(s,0) ds—l—/o < o(s,0),dZ(s) > . (2)

For each 6 the processes «a(t,0), o(t,0), t < 6, are assumed to be pre-
dictable with respect to a given filtration (F;) and such that integrals in (2)
are well defined.



It is convenient to assume that once a bond has matured its cash equivalent goes to the
bank account. Thus B(t, 6), the market price at time ¢t of a bond paying 1 at the maturity
time 6, is defined also for ¢t > 6 by the formula

B(t,0) = eJo "7 3)
For 6 < t we put
a(t,0) =o(t,0) =0, (4)
so the forward rate f is defined for ¢, 6 € [0, T]. By (4) we deduce from (2) that for ¢t > 6,
0 0
f(t,0) = f(0,0) —I—/ a(s,0)ds —I—/ <o(s,0),dZ(s) > .
0 0

Consequently, for each 6§ > 0 the process f(¢,6), t > 6, is constant in ¢ and could be
identified with the short rate:

0 0
r(0) = f(0,60) —I—/O a(s,0)ds —I—/O < o(s,0),dZ(s) > . (5)

So r(0) = £(6,0) .



From now on we assume (1) and (4) and that the short rate is given by (5).

HJM condition (d=1):

0 1/ 0 2
/t a(t,v)dv = §</t o(t,v) dv) (6)

for almost all ¢t € [0, 6], is known to exclude aritrage
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From now on we assume (1) and (4) and that the short rate is given by (5).

HJM condition (d=1):
2

/te a(t,v)dv = %</t9 o(t,v) dv) (6)

for almost all ¢t € [0, 6], is known to exclude aritrage

We consider a generalization of this model by taking, instead of the Wiener
process W, a Lévy process Z with values in a separable Hilbert space U
with the scalar product denoted by < -, - >;.

10



e Lévy processes - main properties

We assume that the basic probability space (2, F, P ) is complete.
By 1 we denote the measure associated to jumps of Z i.e. for any
A € B(U) such that A ¢ U\{0} we have:

p([0,t], A) = > 14(AZ(s)).
0<s<t
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e Lévy processes - main properties

We assume that the basic probability space (2, F, P ) is complete.
By 1 we denote the measure associated to jumps of Z i.e. for any
A € B(U) such that A ¢ U\{0} we have:

p([0,t], A) = > 14(AZ(s)).
0<s<t

The measure v defined by:

v(A) = E(u([0, 1], A)),
Is called Levy measure of process Z, stationarity of increments implies that
we have also:

E(u(l0,t],A)) = tv(A).

11



The Lévy-Khintchine formula shows that characteristic function of Lévy
process has a form:

Et<MZ(t)>y — ew(A)’
where
1
V() =i < a, A >y ~5 < QMA > +

| (@0 =1 i < @A >y 1 gy(lal)(da),

and a € U, @ Is symmetric non negative nuclear operator on U, v IS a
measure on U with v({0}) = 0 and

2
/u(|:c| A Du(dz) < oco. (7)

12



Example. Let X be a compound Poisson, Ii.e.
Ny

X =) Y,
k=1

where Y; are i.i.d., FF = Fy. Then

E(eXt) = exp ()\t /R(eiuy _ l)F(dy)).

If E(e®¥1) < oo, then

E(e2Xt) = exp (,\t /R(eay _ 1)F(dy)).

13



Moreover Z has a well known Levy-1t6 decomposition:

t
Z(t) =at + W(t) + /O /|y y(u(ds, dy) — dtv(dy))+

<1

t
yu(ds, dy),
/0 /|y|U>1

where W is a Wiener process with values in U and covariance operator Q).

14



Under additional conditions

E€—<u,Z(t)> — etJ(u)
where

J(u)z—<a,u>—|—%<Qu,u>—l—Jo(u), (8)

Jo(u) = /U [€—<u,y> — 14+ <u,y > 1{‘y‘§1}lu(dy), u e U. (9)

In other words

Jo(w) = |

{lyl<1}
+ TS~ ().
{ly>1}
It is convenient to express the HIM condition in terms of the logarithm of

moment generating function of Lévy process Z, i.e. in terms of the functio-
nal J.

<€_<u’y> -1+ <u,y> )I/(dy) (10)
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We will regard coefficients « and o, in the equation (1) i.e. Iin :

df (t,0) = a(t,0)dt + < o(t,0), dZ(t) >, 0<t<0,

as, respectively, H = L2([0,T]), L(U,H) valued, predictable proces-
ses:

a(t)(0) = a(t,0),0 € [0,T],

oc(tH)u(d) =< o(t,0),u>, ue U, 6 €[0,T].

Then (1) can be written as

df (t) = a(t)dt + o(t)dZ (). (11)

16



Let us recall that HIM postulate Is the requirement that the discounted
bond price processes B*(-,60), 0 € [0,T]:

B*(t, 9) = B(;ate) — o ftef(t,s)dse— fgf(t,s)ds — o foef(t,s)ds

are local martingales.

17



Let us recall that HIM postulate Is the requirement that the discounted
bond price processes B*(-,60), 0 € [0,T]:

B*(t, 9) = B(;ate) — o ftef(t,s)dse— fgf(t,s)ds — o foef(t,s)ds

are local martingales.

Let b be the Laplace transform of the measure v restricted to the comple-
ment of the ball {y : |y| < 1},

— —<u, >I/
b(u) = /|y|>1e Y>u(dy), (12)

and B the set of those u € U for which the Laplace transform is finite:

B={ueU: blu) < oco}.

17



Assumption:

(H1) Processes « and o are predictable and, with probability one, have
bounded trajectories.

(H2) For arbitary r > O the function b is bounded on

{u:|u| <rblu) < oo}.

18



Theorem 1. Assume that (H1) holds.

1) If HIM postulate holds then, for arbitrary 8 < T', P — almost surely,

/tea(t,fu) dv € B, (13)

for almost all t € [0, 4].

i) Assume (H2) and that for all 8 < T, P — almost surely (13) holds
for almost all ¢t € [0, #]. Then HIM postulate holds if and only if, the
following HIM condition is satisfied,

/tg a(t,v) dv = J(/te o(t,v) dv), (14)

for almost all ¢t € [0, 6]

19



Remark 1. Explicit formulation (14), in terms of the function J, indicates
that the drift term is completely determined by the diffusion term. In the
particular case when ¢ = 0, u = 0, one arrives at the classical HIM

condition.

20



Remark 2. Part (i) of Theorem 1 is in the spirit of Theorem 25.3 in Sato
book which implies that for a finite dimensional Lévy process the conditions

Ee (W2t « o (15)
and

/‘ 1 e_<“’y>y(dy) < o0 (16)
y

are equivalent. In Theorem 1 we generalized the implication (15) = (16)
taking a stochastic integral with respect to a Lévy process Z instead of Z.
For a fixed 1", we have proved that if for a bounded process 3, the process

Y, = exp ( _ /t<Z(s),dZS> _ /Ot J(5(s)) ds> (17)

0
Is a local martingale, then

>(t)e B dt ® dP almost surely. (18)
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Remark 3. This condition, even in the finite dimensional case, is more ge-
neral than that given in the paper by Eberlein and Ozkan who assume there
exists a constant M > O such that

/‘ - e~ (Y (dy) < 0o forall ¢ € [—M, M]%. (19)
y|>

and the volatility function takes values in that interval. However, as follows
from Theorem 1, if o Is a positive process and Z has only positive jumps,
no a priori requirements on v are necessary. Indeed, if a 1-dimensional
Lévy process Z has positive jumps and the volatility is non-negative, then
condition (13) is always satisfied (condition (19) might not be satisfied).
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Corollary 1. If v is a Lévy measure of the a— stable symmetric process Z
In R, then

v(dy) =cly| 1%y and Vu # O [{lyl e<WY>y| 71 7%y = co.

Therefore, as a consequence of Theorem 1, we obtain that HIM postulate
could not be satisfied for the o—stable symmetric process Z, so Z can not
be used for modelling forward rate.

23



Corollary 2. Under mild assumption the HIM-type condition can be written
as

a(t,0) = <DJ</090(t,v)dv>,a(t,0)>U,
where

DJ(2) = —a+Qu— | (70— 1 1(y)y v(dy),

so the HIM-type condition has the following form:

a(t,0) = —<a,0(t, 9)>U + <Q /Oea(t,v)dv,a(t,e)>U
a /U (6_%9 Tty - 1|y|U§1<y)><y’ ot 8)>Uy(dy)'
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The dynamics of the forward rate f under the HIJM condition.
Theorem 2. Assume that

/| |>16_<“’y>u(dy) < 0o (20)
Y|l=

for all « from some neighborhood of the set in which ftea(t,v)dv takes
values. Then the HIM condition (14) implies that the dynamics of f has
the form

0
df (t,0) = <DJ( /t a(t,v)dv),a(t,6)>dt F (o(t,0),dZ(1)), (21)
where DJ is the gradient of J.

Thus, under very mild assumptions, the HIJM postulate holds if and only if

df(t.0) = <DJ(/tea(t,fu) dv),a(t,9)> dt + (o(¢,0), dZ(£)).

25



Now | indicate the difference between finite and infinite dimensional case.

For U = R? under a natural condition on the volatility o the function b is
finite on a certain set.

Remark 4. Let U = R?. If bis finite on a dense subset of K and IntK # 0,
then

b(u) < oo (22)

forall u € IntK 1.e. IntK C B.

26



Proof. We first prove that if U = R% and (22) is satisfied on a dense subset
D of the open ball B(z,r), z € R%, r > 0, then it holds for all ¢ € B(z, r).
Indeed, for every ¢ € B(x,r) there exist c1,...,cq4+1 € D such that
c belongs to the simplex with vertices c1,...,cq41, 1.€. ¢ = Zd"H ;G
A € [0,1], 2 d"‘l A; = 1. Hence, by convexity of the exponential function,

d+1
Joe @y < Yo f e uay) < oo,
y|>

=1 JHlyl>1}
since c1, ..., Cd+1 € D.
Next, since G = IntK is open, for every x € G there exists » > 0O such that
B(x,r) C G. By assumption (22) holds for a dense subset of B(x,r), so
by the previous considerations (22) holds for all y € B(x,r), in particular
for y = x. []

27



It turns out that many properties of B which hold in finite dimensions are
not true in infinite dimensions. In particular, in infinite dimensions the set B
could be the difference of an open set and a dense subset.

Theorem 3. There exists a model of the form (1) for which (H1) holds, HIM
postulate is satisfied,

/ e <Y u(dy) < oo, (23)
ly[>1
for ¢ in a dense subset of B(0, ),
/ e~ <Yy (dy) = oo (24)
ly[>1

for a sequence ¢, — 0 as n — oc.
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HJM conditions for defaultable bonds

e Our aim is to derive the HIM-type conditions for the market

containing a risk free bond and defaultable bonds.

In a defaultable case we have several variants describing amount and ti-
ming of so called recovery payment which is paid to bond holders if default
has occurred before bond’s maturity. If by — we denote the moment of de-
fault, then, generally speaking, the payoff of the defaultable bond is as
follows:

D(6,0) = lir~gy + 1ir<g) - recovery payment.

29



If 5 IS a recovery rate process, then recovery payment can take different
forms:

e 6:D(7—, H)gf - fractional recovery of market value - at time of default

bondholders receive a fraction of pre-default market value of defaultable
bond (i.e. D(7—, 0)):

B
D(6,0) = 11759y + 1<y - 07 D(7—, Q)B—Q,

T

where é; is an [F predictable and takes values in [0, 1].

30



e J - fractional recovery of Treasury value - a fixed fraction ¢ of bond’s face
value is paid to bondholders at maturity 6:

D(S(Q, 9) — 1{7_>9} —I— 1{,7_§9} . 5

o 559 - fractional recovery of par value- a fixed fraction 6 of bond’s face

value is paid to bondholders at default time
By

DA(H,Q) — 1{T>9} —|— 1{7‘§9} . 5B7-

31



e fractional recovery with multiple defaults - defaultable bonds such that
their face values, at each default time ;, is reduced by fraction L, where
Ls is FF - predictable process taking values in [0, 1]:

D™(0,0) = ][] 1—Ly)
;<0
T; are moments of jumps of Cox process N; with stochastic intensity pro-

cess (A¢)¢>0-
Note that 1 — L; can be interpreted as a recovery process and therefore

we will denote it by é;. Thus 6; = 1 — L.
This model describes situation, where company has had to declare default

IS not liquidated but is restructured. After that firm may default again in the
future.

32



We denote by g1 (¢, u) the pre-default forward rate corresponding to pre-
default term structure observed on the market. We postulate here that

dg1(t,0) = a1(t,0)dt+ < 01(t,0),dZ1(t) >y,

where Z1 is Lévy process with values in U which has the following Léevy-Ito
decomposition:

22 =aat + Wi+ [ [y (ds.dy) — dsva () +

t
yp1(ds, dy).
/0 /|y|U>1

g1(t,u) > f(t,u)

0
Soif D1(t,0) = e~ Je 1(tuw)du then
D1(t,0) = e~ Ji 1tw)du - ey gy = o= Ji Ftau)du,

33



By applying It lemma
Theorem 4. Dynamics of the process D (¢, 0) is given by

dD1(t,0) = D1(t—,0) ((gl(t, t) + a1 (t,0))dt

+y

- <3 T(t)l[o,eby,dwl(t))»

<D U 1] (ua (dt, dy) — din (dy))

where a1 (¢, 0) satisfies

a1(t,0) = — <1pggpar®) >+J1(G1() 10 )

34



We assume that the moment of default 7 is a G stopping time, and that our
filtration G = F v H, where F = (F¢)¢>0 and H = (H;)>0 are filtrations
generated by Levy processes and observing default time i.e. H; = o ({7 <
u} :u < t), respectively.

We assume that 7 admits an F intensity (\;);>o which is an F adapted
process such that for H; = 1{T§t}, process M; given by the formula

tAT t
M; = Hy — /O Audu = Hy — /O (1 — Hy)Audu

follows a G—martingale.

All result are proved under

Hypothesis (H): We say that hypothesis (H) holds for filtrations IF and G,
with I C G, if every an F-local martingale is a G-local martingale.
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Assume
Hypothesis (J): For the default time 7+ and for all & we have:

ADq(7,0) =0 a.s.

We make a standard assumption on the short term rate for defaultable
bonds (see e.g. Jarrow et al. 1997) including information on intensity.

Hypothesis (H1):

g1(t,t) = f(t,t) + (1 —6(2)), (25)

so the short term rate for a defaultable bond with rating class 7 is equal to
the risk-free short term rate plus spread (premium) for bearing credit risk.
Spread for credit risk depends on recovery payment and the intensity of
probability of the credit event (different for different rating classes).
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Hypothesis (H1) is natural, which one can see from the following fact.

Remark 5. If the price of a defaultable bond with fractional recovery of
market value is given in traditional way, it means that it is given by the
intensity proces A and the risk-free short term rate r in the following way:

~ 0
1ionD(t,0) = 1oy E(e Je [t (montuldu gy,

then, for bounded )\ and r, we have

37



0
91(t:)E ~ lim 210 (e Kt Qs 7,

0
= —lim G (e Jelrut (=8 Adu 7))

0
i B A Qi 7

elt E(G_ fte[ru+(1—5u)>\u]dU|ft)
=7t + (1= 0()) A,

so (25) holds. The same conclusions can be drawn for other kinds of reco-
Very.
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Fractional recovery of market value

B
D(6,0) = 19y + 1i,cy6-D(7—, 9)3—9

T

and for ¢t < 8 we model a value of defaultable bond by

_ — [{ g1 (tu)du _ bt
D(t, 6) 1{7‘>t}e 12 —+ l{TSt}(STD(T , H)B ,

-
where g1 (¢, u) is the pre-default forward rate corresponding to pre-default
term structure. Our first objective is to derive the HIM drift condition.

Using the process H; = 1{T§t} we can represent D as

B
D(t,6) = (1 — H)D1(t,0) + HibrD1(r—,6) "

T
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Theorem 5. (HJIM drift condition for D (¢, 6))

Discounted prices of defaultable bonds with fractional recovery of market
value are local martingales if and only if the following condition holds:

for all & € [0, T*] and for almost all ¢ < 6 on the set {T > t}

0 0
/ a1(t,v)dv = Jq (/ al(t,v)dv>. (26)
t t
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Lemma 6. Let 7 and H; be as above and Dy be a process of the form:

Dy = (1 — Hy) Xy + HyYy + Hi Zr,

where processes X;,Y; have local martingale parts M* and M} and
absolutely continuous drifts ozt ,ozt , which means that processes X, Y;
have decompositions:

dX; = aiXdt + dMX, dY; = o) dt + dM .

Moreover we assume that X and Y have no jumps at 7 i.e. AX, =

AY; = 0. Then D; is local martingale if and only if for each ¢t € [0, T]
the following conditions hold:

of = M(Xi— —Yi_ — Z;) ontheset{r >t} (27)

o] =0 on the set {r < t} (28)
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e Fractional recovery of treasury

D%(0,0) =11~y + 1(,<py - 6.

So  DO(t0) = 1pupye b WA Ly 5 B(t,0).
Therefore
DO(t,0) = (1 — Hy)D1(t,0) + HidB(t,9). (29)

Theorem 7. (HJIM drift condition for D(¢, #))

The processes of discounted defaultable bond prices with fractional reco-
very of treasury are local martingales if and only if the following condition
holds:

for all & € [0, T*] and for almost all ¢ < 6 on the set {T > t}

0 B 0 B(t—,6)
/t a1 (t,v)dy = J1</t al(t,v)dv> + 5<D1(t—,0) _ 1) A, (30)
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e Fractional recovery of par

The payoff at maturity has form

D2(0,0) = 1wy + 11,<py - 0

and before maturity has form

D2 (t,0) = 11,51 D1(£,0) + 1oy - o

By
B;’

By

T
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Theorem 8. (HJM drift condition for D2 (¢, 6))

Discounted prices of defaultable bond with fractional recovery of par are
local martingales if and only if the following condition holds:
for all & € [0, T*] and for almost all ¢ < 6 on the set {r > t}

0 B 0 1
/t a1(t,v)dv = Jq (ft al(t,v)dv> + 5<D1(t—,9) — 1) At (31)
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e Fractional recovery with multiple defaults

A holder of such defaultable bond receives, at maturity 6,
D"(60,0) = H (1 —-Ly).

;<6
If we introduce process V; by the formula:
‘/t — H (1 o Lqu)a
7, <t

then D™(0,0) = Vy and for t < 0:

6
D™(t,0) = Vie~ Je s1twdu — v p, (4 ).

Moreover, we assume that 7; are moments of jumps of Cox process /N; (do-
ubly stochastic Poisson process) with stochastic intensity process (A¢)¢>0.
It can be shown that V; solves the following SDE:

dVi = —Vi_ Lid Ny, (32)
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and the process
t
My = Ny — /O Audu (33)

follows G - martingale.

Theorem 9. Discounted prices of defaultable bonds with multiple defaults
and fractional recovery are local martingales if and only if the following
condition holds:

for all & € [0, T*] and for almost all ¢ < 6 on the set {V;_ > 0}

0 0
/ a1(t,v)dv = Jq (/ O'l(t,’l})d’l}>. (34)
t t
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These results can be generalize to the rating migration case.

The set of rating classes K is identical with = {1, ..., K}, where the state
¢ = 1 represents the highest rank and the state : = K the default event.
The credit rating migration process will be denoted by C'! and assumed to
be a conditional Markov chain relative to IF with the unique absorption state
K. We follow approach from Bielecki and Rutkowski book.
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The conditional infinitesimal generator of the process C'1 describing
credit rating migration, at time t given Gy has the form

[ A11(t) A1) 0 A r—1(D) A1 () )
A2 1(t) Aoo(t) - Ao g_1(2) Ao i (1)
/\(t): : : : :
Ak—1,1() Ag—12(t) -+ Ag_1xk—1(#) Ax_1 k(%)
.0 0 - 0 0

where off-diagonal processes ; ;(t), i # j are non-negative processes
adapted to G and diagonal elements are negative and are determined by

off-diagonals by the formula ; ;(t) = — > jerc\{i} iy (t). We can regard
pi i (t) = —iwgg as a probability of jumping from the state ¢ to the state j

given that we jump-off the state <.
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By f we denote the forward process associated with risk free bond and
by g1, 9o, ..., g1 the pre-default term structures associated with ratings
1,2,..., K—1. The pre-default term structure g is thus given by the formula

g(t,u) = 901(t)(t, u) = 1{01(75):1}91(15, u) + ...+
+ 1{Cl(t):K_1}gK—l(ta u).
To avoid arbitrage it is reasonable to assume that
9k -1(8,0) > gx—2(t,0) > ... > g1(¢,0) > f(2,0)
forallt € [0,0] and all @ € [0, T™].
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Hypothesis (H4):

so the intensity of migration from rating z into default state K is equal to the
short term spread for rating 7 divided by one minus recovery from rating <.

Of course, (35) implies

ch(t)(t, t) = f(t,t) + (1 — 501(15)(75)))\01@)’[((75), (36)

49



Recovery payment depends on credit rating before default i.e.
0 = 502(75)(75) — 1{02(75):1}51(75) + 1{02(t):2}52(t) + ...+
Licoy=r—19K-1(%),

where §; is a recovery payment connected with i—th rating class and C?
IS so called process of the previous ratings:

C?(t) = Ct(m_1), t € [T Th41),

where 71, 1,73, ... denote the consecutive moments of jumps of credit
migration process C'! (of course C1(t) = C1(7) fort € [, Th11)) -

Hypothesis (H5): We assume that for (7 ), >0 the consecutive times of
jumps of credit migration process and for all € [0, T*] we have

P(AB(Tk,Q) # O) — O, P(ADZ(Tk,Q) # O) =0 Ve = 1,...K—1
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Auxiliary processes. Define process H;(t) = 1{2-}(01(15)) and for ¢ # j

H@j(?ﬁ) = Z HZ(’LL—)HJ(U), vVt € R_|_
O<u<t

Then the the processes

t
Mi() = Hy(®) = [ Acayyi(wdu

t t
Mig(t) = Hyg(O— [ Ay Hiwdu = Hi (0= [ Aoty () Hi(wdu,

and

K-1

> A HiGwdu = Hic (D)~ [ Aci(yy (1 Hie(w))du

Mie(t) = H (D)~ [
1=1

are G = F v FC" v FA-martingales.
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Fractional recovery of market value with rating migrations.

Let us focus on defaultable bonds with fractional recovery of market value
D(t,0). This kind of bond pays 1 -unit of cash if default has not occurred
before maturity 6, i.e., if the default time satisfies = > 6, and if the bond
defaults before 6 we have recovery payment at the default time which is a
fraction 6 (¢) of its market value just before the default time, so the recovery
payment is equal to 6 (7)D(7—, 0). Therefore, in the case of rating migra-
tion, the price process of the defaultable bond with credit migrations and
fractional recovery of market value should satisfy

By

D(Q, 9) == ]_{7_>9} + 1{T§0}502(7’)(7)D02(7’) (T—, O)B—

where 7 = inf{t > 0 : C1(t) = K}.
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Hence we postulate that for ¢t < 6
D<t7 9) — ]'{Cl(t);&K}DCl(t) (ta 9) +

By
L1 rmr)Scn(r) (P Py (7= O
K—1

- 21 1{01(t)#K}l{cl(t):i}Di(t,9) +

1=

K1 N
z; Lecry=ryLic2(y=iy0i(T) Di(T—, Q)B_T

or, equivalently,

K-1 By
D(t.0) = Y. (H{®Di(t.0) + Hykc(5,(r)Di(r—,0) 2" ). (37)
=1 T
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Theorem 10. The processes of discounted prices of a defaultable bond
with credit migration and fractional recovery of market value are local mar-
tingales if and only if the following condition holds:

for all & € [0, T*] and for almost all ¢ < 6 on the set {T > t}

0
/tozcl(t)(t,v)de:JCl(t) /t

K=l D;(t—,0)

S _
i=1,i7#CL(¢) DCl(t)(t_’ 0)

0
O'Cl(t) (t, ’U)d’l)) —I— (38)

1 ACl(t),i(t)‘
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Fractional recovery of par value

In the case of fractional recovery of par value the holder of defaultable bond
receives 1 unit cash if there is no default prior to maturity and if bond has
defaulted a fixed fraction ¢ of par value is paid at default time. Therefore
the payoff at maturity has form

B
D(6,0) = 150y + 1{@0}502(7)3—9»

hence
K-1
D) =Y. (HODi(t,0) + H; (6" )

1=1 T
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Theorem 11. The processes of discounted prices of defaultable bond with
fractional recovery of par value are local martingales if and only if the follo-
wing condition holds

for all & € [0, 7*] and for aimost all ¢ < # we have on the set {C1(t) #
K}

0 0
/t Oécl(t)(t,?,l,)du :Jcl(t)</t O'C]_(t) (t,’l))d’l)) (39)
1
) —1|A t
T 000 | Doy -, 0) )OO 2
k-1 D.(t—. 0
+ X SR Aotz (8-

j=1jzci() P o1y (t=:9)
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Fractional recovery of Treasury value with rating migrations

The holder of a defaultable bond with fractional recovery of Treasury value
receives 1 if there is no default by 8, and if default has occurred before
maturity 6, then the a fixed amount § € [0, 1] is paid to the bondholder
at maturity. Therefore, since paying é at maturity 6 is equivalent to paying
dB(T,0) at the default time 7, in the case of fractional recovery of Treasury
value with rating migrations we have

D(Qa 9) — 1{7‘>6?} + 1{7‘§0}502(t>’

hence
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D@.0) = LicrmziyPorw 0 + Licim=k39c2 B 0)
K-1
= L howzletm=nPilth0 +

1=

K-1
Z 1{01(t)=K}1{02(t):7;}5z'B(ta 0)

=1

or, equivalently,

K-1

D(t,0)= Y (Hz(t)Dz-(t,e)+Hi,K<t>5z-B<t,e>). (40)
1=1
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Theorem 12. The processes of discounted prices of a defaultable bond
with fractional recovery of Treasury value are local martingales if and only
iIf the following condition holds:

for all & € [0, T*] and for almost all ¢ < 6 on the set {T > t}

0 0
/t iy (t,u)du = Jo1ep /t
B(t—.0)
DCl(t) (t—,0)
K=l D](t_7 9)

+ > E
j=1j2c (1) P o1y (t=:0)

O'Cl(t) (t, ’U)d’U) —|— (41)

—1

001 (1) Aoy i (B)

1 ACl(t),j(t)‘
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Fractional recovery with multiple defaults and rating migrations

This model describes situation, where company has had to declare default
IS not liquidated but is restructured. After that firm may default again in
the future. Schonbucher investigated defaultable bonds whose face value
IS reduced by an fraction L, at each default time 7;, where Ls Is an FF-
predictable process taking values in [0, 1]. Therefore, a holder of such a
defaultable bond receives, at maturity 9,

D™(0,0) = |] (1 —Ly),
;<6

SO
m _ —fegl(tu)du_
D (t, 9) = Vie Jt ’ = VtDl(t, 9). (42)
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Fractional recovery with multiple defaults and rating migrations

This model describes situation, where company has had to declare default
IS not liquidated but is restructured. After that firm may default again in
the future. Schonbucher investigated defaultable bonds whose face value
IS reduced by an fraction Lr, at each default time 7;, where Ls Is an FF-
predictable process taking values in [0, 1]. Therefore, a holder of such a
defaultable bond receives, at maturity 9,

;<0
SO

D™ (t,0) = Vie~ i 91(t)du — v p, (1, 0), (42)

As before, we assume that =; are jump times of a Cox process N; with
stochastic intensity process () ¢>0-
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We add a rating migration process to the model. Since a company after
default is restructured, the rating migration process has no absorbing state
and for the rating migration process C'(¢) we take a conditional Markov
chain with values in the set {1, ..., K — 1}. Moreover, we assume that the
process describing fractional losses does not depend on the credit migra-
tion process.
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Note that 1 — L+ can be interpreted as a recovery process and therefore
we will denote it by §(t), so 6(t) = 1 — L;. Thus the bond price process
should satisfy the following terminal condition:

D(@,H) — V@ — H (1 _LTZ) — H 57'7;7
;<0 ;<0

and before maturity it should be given by the formula
K-1
i=1

In this case the filtration G is specified as G = F v FN Vv FC, jie. G; =
FiV ]-“{V Vv ]-“f, and hypothesis (H1), i.e. formula (35) takes the form

gCl(t) (tat) — f(t7t) + (1 - 5(75))’7?5 .
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Theorem 13. The discounted prices of a bonds with fractional recovery
with multiple defaults and rating migrations are local martingales if and
only if the following condition holds:

for all & € [0, T*] and for almost all ¢ < 6 on the set {V;_ > 0}

0 0
/t ozcl(t)(t,v)dvz Jo1) /t

K=l Dj(t_ae)

Z _
j=15201 () Port=0)

O'Cl(t) (t, ’U)d’U) —I— (43)

1
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Consistency conditions

Bielecki and Rutkowski generalized HIM model to defaultable bonds with
ratings under consistency conditions. We investigate relationship between
the the HIM type conditions and consistency conditions analogous to that
in Bielecki and Rutkowski.
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Consistency conditions

Bielecki and Rutkowski generalized HIM model to defaultable bonds with
ratings under consistency conditions. We investigate relationship between
the the HIM type conditions and consistency conditions analogous to that
in Bielecki and Rutkowski.

In the case of fractional recovery of par value with rating migrations the
consistency condition has the form

K-1
i=1,17C1(t)

(501(75)(15) — Doy (t—, 9))>\01(t),K(t)‘|‘
(9010 (6:8) = F(4.0) + T (t.0)) Dy (t—,0)| = .
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Theorem 14. For defaultable bonds with fractional recovery of par value
with rating migration consistency condition (44) holds if and only if HIM
type condition (39) holds.
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Theorem 14. For defaultable bonds with fractional recovery of par value
with rating migration consistency condition (44) holds if and only if HIM
type condition (39) holds.

In the case of other kind of recoveries we have very similar situation altho-
ugh consistency conditions have slightly different form. So for all kinds of
recovery

Consistency condition holds if and only if HIM type condition holds.
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HJM conditions in terms of derivatives of Laplace exponents J;
Under mild assumption HIJM conditions have the form

1) Condition (39) for fractional recovery of market value and condition (43)
for fractional recovery with multiple defaults have the form

0
ozcl(t)(t7 0) = <D‘]Cl(t) </O Jcl(t)(t’v)dv>’Jcl(t)(t7e)>U +

K—-1 , |
2. Ao (901(t) (t—,0) — gi(t—, 0)) eJt 91yt ) —gi(t—u))d
i=1,i7=CL(t)
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i) Condition (41) for fractional recovery of Treasury value has the form

0
act(t,0) = <DJcl<t> ( /O Ucl(@“f")d”)’“cl(t)(t’9)>U "

K—1 ; |
2. Aci(p),i(t) (901(t)(t—, 0) — gi(t—, «9))eft (91 (= u)—gi(t—u))d
i=1,i7#CL(¢)

0
T ocrmyAci(), Kk (901@)(75—, 0) — f(t—, 9)>€ft (901 (b= ) = F = u))du
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lii) Condition (39) for fractional recovery of par value has the form

0
act(t,0) = <DJcl<t> ( /O Ucl(@“f")d”)’“cl(t)(t’9)>U "

K—1 ; |
2. Aci(p),i(t) (901(t)(t—, 0) — gi(t—, «9))eft (91 (= u)—gi(t—u))d
i=1,i7#CL(¢)

0 —,u)au
+ 501(t)>‘01(t),K901(t)(75—>9)€ft ORI
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lI. Modeling of credit migration processes

We consider an arbitrage-free market on which defaultable contingent cla-
Ims are also traded. Credit rating migration process C of a defaultable in-
strument (eg. bond) is a cadlag process which takes values in the set of
rating classes I = {1,..., K}, where the state : = 1 represents the hi-
ghest rank, : = K — 1 the lowest rank and the state : = K the default
event. So

T:=inf{t>0:C; = K}.

IS a default time.
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lI. Modeling of credit migration processes

We consider an arbitrage-free market on which defaultable contingent cla-
Ims are also traded. Credit rating migration process C' of a defaultable in-
strument (eg. bond) is a cadlag process which takes values in the set of
rating classes K = {1,..., K}, where the state : = 1 represents the hi-
ghest rank, : = K — 1 the lowest rank and the state : = K the default
event. So

T:=inf{t>0:C; = K}.

Is a default time.
Goals:
1. Describing a good model of a credit migrations process.

2. Pricing of defaultable rating-sensitive claims
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Doubly Stochastic Markov Chains  We assume that all processes are defined
on a complete probability space (€2, F,P). We also fix a filtration [F, which plays a role
of reference filtration (corresponding to observation of market without credit rating i.e.
filtration corresponding to interest rate risk and other market factors that drives credit

risk).
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Doubly Stochastic Markov Chains  We assume that all processes are defined
on a complete probability space (€2, F,P). We also fix a filtration IF, which plays a role
of reference filtration (corresponding to observation of market without credit rating i.e.
filtration corresponding to interest rate risk and other market factors that drives credit
risk).

Definition 2. A cadlag process C'is called the F—doubly stochastic Markov
chain with state space L C {...,—1,0,1,2,...} if there exists a family of
stochastic matrices P(s,t) = (p; ;(s,t)); jex for 0 < s <t such that

1. amatrix P(s,t) is 7 measurable, P(s, ) is progressively measurable

2. foralli,j e C, s <t

P(Ci = j|lFoo VF ) cimiy = Lic,=ipij(s,t).  (45)

68



Example 1 (Compound Poisson process). A compound Poisson process
X with jumps in Z is an [F—=DS Markov chain. We know that X; = Z%N:tl Y;
where N is a Poisson process with intensity )\, Y; is a sequence of inde-
pendent identically distributed random variables with values in Z and distri-
bution v. Moreover (Y;); and N are independent. Hence for Foc = o(IV),
7 >1 8 <t

P(X; = j|Foo V Fs ) lix,miy = P(Xy = j, Xs = il Foo V F3 )1y x,miy =
Ny
P(X; — X5 = j — i Foo)1{x,=i) = P( > Ym=j— i|Foo) 1y x, =i} =
m=Ng+1

SN (G — )1 x =iy

Thus p; ;(s,t) = @ (Ne—=Ns) (5 —4) satisfy conditions 1) and 2) of Definition
2.
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Example 2. The Cox process C' is a DS—Markov chain with = N. In-
deed, the definition of Cox process implies that

(JE Audu) "
k!

for some [F—adapted intensity process A such that A > 0O, fg Asds < oo for
allt > 0 and [§5° Asds = oco. Hence follows that

(46)

t

P(Cy — Cs = k|Foo VFE) = P(Cy — Cs = k|Foo),

so increments are conditionally independent from the past and F.
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Therefore for j > 4

t j—t
t f )\udu
Thus
j—1i
taydu s Audu .
pz,j(87t) = e fs Audu( (]—Z)? ; for] Z 7
0, forj <1

satisfy conditions 1) and 2) of definition 2, so a Cox process is a DS—
Markov chain with I = N.
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Example 3 (Time changed discrete Markov chain).  Assume that C is
a discrete time Markov chain with values in I = {1,... K}, N is a Cox
process and processes (C)r>0 and (IV)¢>0 are independent and con-
ditionally independent given ]—“o_o. Then the process

Ct L= éNta

iIs a DS—Markov chain.

Simple calculations gives another elementary example:
Example 4 (Truncated Cox process). The process Cy := min { N, K},
where N is the Cox process and K € N, is a DS—Markov chain with state

space K ={0,... K},
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Since we are interested in using the class of DS—Markov chains to model

financial markets with rating migrations, we restrict ourselves to a finite set

ICiie. K ={1,..., K}, with K < co. Moreover we make assumption that

Co = [ for some [ € K. This assumption does not restrict generality of the

results.

Proposition 15. If C'is a DS—Markov chain, then
P(Cuy =i1,... Cup = inlFoo V Fig)L(c, =io}

— ]-{CuO_zo}pZO ’Ll(u07 U’l) Hk 1 pzkﬂk—l—l(uk’ uk-|—1)

(47)

for arbitrary 0 < ug < ... < uyn and (ig, . .., in) € K*T1L.
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The following hypothesis is standard in credit risk theory

HYPOTHESIS H : For every bounded F~, measurable random variable Y
we have foreacht > 0O

E(Y|F. v FE) = E(Y|F).

It is well known that Hypothesis H is equivalent to martingale invariance
property of filtration F w.r.t FVFC i.e any F martingale is FVFC¢ martingale.

This hypothesis is satisfied for the DS—Markov chains.
Proposition 16. If C'is an DS—Markov chain then Hypothesis H holds.
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Proposition 17. Assume that C'is an F DS—Markov chain. Then C'isan [F
conditional F v F¢ Markov chain.

Proof. We have to check that for s < ¢

P(Cy = i|Fs VFSY) = P(Cy = i|Fs V o (Cs))
By definition of a DS—Markov chain

P(Cy = i|Fs VFE) = B(E(Lyg,miy | Foo V FOFs VFE) =

j=1

K K
E (Z ]‘{Cszj}pj,i(‘g’ t)|f3 V fg) — Z I{CSZJ}E (pjﬂ;(s, t)’fs V fsc) = 1.
1=1

K
I = Z 1{CSZJ}E (pj,i(svtﬂfs)

=1
since hypothesis H holds and this ends the proof.
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Theorem 18. Let C be a DS—Markov chain with transition matrices P(s, t).
Then for any v > t > s we have

P(s,u) = P(s,t)P(t,u) a.s., (48)
so on the set {C's = ¢} holds

K
pi,j(sau) — Z p,L,k(S,t)pk,](t,’U,)
k=1
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Definition 3. We say that a DS—Markov chain C' has intensity if there exi-
sts a matrix valued process A = (As)s>0 = (X ;(5))s>0 Which is F-
progressively measurable and satisfies the following conditions:

1) Ais locally integrable i.e. forany T" > O

/O oy Z IAi;(8)|ds < o a.s. (49)

2) N\ satisfies conditions:

a) Xjj(s) >0 Vi,je,i&j , XNi(s)=—> X,(s) Viek,
JFt
(50)
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b) the Kolmogorov backward equation: for all v, v < ¢,

Plu,t) - = / " AW P(u, t)du, (51)

v

c) the Kolmogorov forward equation: for all v, v < t,

P(u,t) —1 = / " P, )W) du, (52)

v

This process A is called the intensity of DS—Markov chain C.
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Theorem 19 (Existence of Intensity). Let C' be a DS—Markov chain. As-
sume that

1. P as a matrix value mapping is measurable i.e.
P: Ry xRy xQB(RL x Ry)®F) — (REXE BREXKY),

2. There exists a version of process P which is continuous in (s, t).
3. For every t > 0 the following limit exists in almost sure sense:

P(t,t+h) —1
As = lim (t,t4h) ,
110 h

(53)

and is locally integrable.

Then A is the intensity of C.
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Example 5. If C; = min { N, K}, where N is a Cox process with intensity
process )\, then C has the intensity process of the following form

~A(t), fori=j;€{0,...K —1};
O (1), forj =74+ 1 withi € {O,... K — 1};
0, otherwise.

Example 6. If C; = Cl;,, then A given by
Nii(®) = (P —=1); i\
IS the intensity of C.
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Let H% L= l{CtZi}'

Theorem 20. Let (Cy):>0 be a K—valued stochastic process, G; := Foo V
]_—tc’ and (A:);>0 be an F- progressively measurable matrix valued pro-
cess satisfying (49) and (50). The process C' is a DS—Markov chain with
Intensity process A if and only if the processes

M= i - [

A (w)du,
]O,t] Cu,’&(u) u

for i € K, are G — local martingales.
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Theorem 21. The processes M for all i € K are local martingales if and
only if the processes

MY = g — H\; (s ds,
t t ]OJ] S u]( )
where
HY = H! dH] 54
t 10,1 " 59
are local martingales for : = j € K.

Processes H%J defined by (54) counts number of jumps from state i to j
up to time t, one can show that

HY = Y H,_H].
O<u<t
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Since M are adapted to G with G; = F; V ]—"tc, which is sub-filtration of G
we have:

Corollary 3. If C is Doubly Stochastic Markov Process, then M* are G
local martingales.

Remark 6. Process C obtained by the canonical construction in Bielecki
Rutkowski book is a DS—Markov chain. This is a consequence of theorem
20, because calculations analogous to lemma 11.3.2 page 347 shows that
M* are G martingales and in the canonical construction A is bounded.
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Since M are adapted to G with G; = F; V ]—"tc, which is sub-filtration of G
we have:

Corollary 3. If C is Doubly Stochastic Markov Process, then M* are G
local martingales.

Remark 6. Process C obtained by the canonical construction in Bielecki
Rutkowski book is a DS—Markov chain. This is a consequence of theorem
20, because calculations analogous to lemma 11.3.2 page 347 shows that
M* are G martingales and in the canonical construction A is bounded.

Theorem 22. Let (A\¢)¢>0 be an arbitrary locally integrable F— progressi-
vely measurable matrix valued process which satisfies condition (50). Then
we can construct DS—-Markov chain with intensity (A¢):>o and given initial
state .
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Defaultable Rating-sensitive claims. Description

We consider an arbitrage-free market on which defaultable instruments are
also traded.

In what follows, we assume that C is a DS—Markov chain with intensity
process A which satisfies the following integrability condition:

(/O . S |)\”(s)|ds> < o0 (55)

Hence, in particularly, follows that local martingales M?, M%J are also
martingales. By B we denote the value of the saving account (as usual
dB; = r¢Bidt, Bo = 1, where r Iis an F-progressively measurable and
integrable process).
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Definition 4. By defaultable rating-sensitive claim maturing at 7' we mean
a quintuple (X, A, Z, C, 1), where X is a K — 1 dimensional vector of Fr
measurable random variables, A is a K — 1 dimensional vector valued F-
progressively measurable stochastic process of finite variation, Z is an IF-
predictable K x K dimensional matrix valued process with zero at diagonal,
C' is a cadlag process with values in C and 7 a positive random variable.

In this definition X describes a promised payoff which is contingent on ra-
ting at maturity 7" i.e. payoff is equal to X; provided that {C' = 7}, A mo-
dels a process of promised dividends which can depend on current credit
rating, Z*J are processes which describe payments that are paid at times
when rating changes, in particularly Z7-* specifies recovery payment at
default time 7 provided that before the default time we are in state 5, C'is
a credit rating process, 7 is a default time.
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By taking X; = 1, A*=0, Z"»¥ =¢§,, fori=1,..., K —1 we obtain
that defaultable bond is a claim in the sense of our definition.
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By taking X; = 1, A*=0, Z"»¥ =¢§,, fori=1,..., K —1 we obtain
that defaultable bond is a claim in the sense of our definition.

Remark 7. 1) If we put X, = X for each ¢, then we have promised payment
which depends only on default:

K-1 K-1
; Xil{or=iy =X Z:l Licr=iy = XYjcrzky = X1momy
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By taking X; = 1, A*=0, Z"»¥ =¢§,, fori=1,..., K —1 we obtain
that defaultable bond is a claim in the sense of our definition.

Remark 7. 1) If we put X, = X for each ¢, then we have promised payment
which depends only on default:

K-1 K-1
; Xil{or=iy =X Z:l Licr=iy = XYjcrzky = X1momy

i)
K—1 . = o

> /]Ot/\T] ZytdHy" = ) Z Vocr<inron =it = 27 Liocr<inT)
i=1 710, i=1

So the recovery process allows recovery to depend on the rating before
default time .
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Now, we defined the dividend process which describes cash flows from
claim on the interval [0, T7.

Definition 5. Dividend process D = (D;);>q of claim (X, A, Z, C, ) ma-
turing at 1" equals for¢ > 0O
K-1

D, — Z (XiHir L 4oof(t) + / - HidAl +

ZhI qHHI),
ggéic /o tAT)] ¢ )
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Now, we defined the dividend process which describes cash flows from
claim on the interval [0, T7.

Definition 5. Dividend process D = (D;);>q of claim (X, A, Z, C, ) ma-
turing at 1" equals for¢ > 0O

K-1 . .
D, — Z (XiHir L 4oof(t) + / HidAl +

0,tAT]
ZhI qHHI),
ggéic /o tAT)] ¢ )

Example. The dividend process for defaultable bond equals

Dt = 1o 7 400[(8) + 00, _Liocr<inT)-

87



Example 7 (credit sensitive note ). The coupons of this note are paid at
pre-specified coupon dates 0 < 77 < T < ... < T}y, and value of co-
upon is contingent on rating corporate at coupon date. Recovery payment
depends on pre-default rating C-_, and it is assumed that §; € [0,1) is
fixed foreach: € £\ K. So

n
— K s — - .
X, =1, z"* =¢;,, F=0, A= Z Lis>7ydi g,
=1
where d; ; are fixed constants chosen in advance and dividend process of
this note is given by

K-1
SidHUE 450 /] HidA .
1=1

K-1
t {T>T} [T,—I—oo[(t> + z;l /] 0,tAT]

0,tAT]

88



Pricing
Definition 56. The ex-dividend price process S of defaultable rating-sensitive
clam (X, A, Z,C, 1) is given by

gt) )

S, = B,E B 14D
b (]t,T] uw T

fort > 0.
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Theorem 23. Let (X, A, Z, 7,C) be a defaultable rating sensitive claim.
Then the ex-dividend price process is given by the formula:

Silici=iy = Yci=i) i BtE( ]p’Bj(tT)H]tT] By i j(t, w)d A, +

7).

Corollary 4. The ex-dividend price D of defaultable bond with fractional
recovery of par value is equal to

7,k
e SECy Zp; (8 w) A () du

D°(t, o=y = L{o=i) Sj=1 BiE (pi”éf)

;

+ o) 2pi (6 WA (w)du

fort < T.

90



Corollary 5. The ex-dividend price of the Credit Sensitive Note with co-
upons with resetting at coupon payment date equals

Lest
BtE Z dCTk {; k:}
kt<Ty, Ty,

1, (K=l
=1o=nE| X e~ Ji " rudu > dip; i (t, Tj) ‘ft ,

k:t<1y, 1=1

Tt | Y=

fort < T.
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Examples. Pricing Bonds and CDS in the time changed discrete Mar-
kov chain model.

Cy = éNta

where N is the Cox process with F adapted intensity process )\, (C) is a
discrete time (homogenous) Markov chain independent of I with values in

set £ = {1,..., K} and with one-step transition matrix P of the following
form:
[ O P12 P13 -+ PLK )
P21 0 P23 .. DP2K
p=| P31 P32 0 o P3K
PKk-11 PK-12 PK-12 --- PK-1,K
0 0 0 0 1

Moreover. we assume that processes (@k)kzo and (IV¢)¢>o are conditio-
nally independent given F.
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Theorem 24.

t
4]
Moreover, for i, j € K\ K

pi (s t) = [e_([_Q) fstkud’“] —

1,]
nl—l—nl nl—l—nl ft Audu p—m
DD T R
[=1m= nl—l—l p=m p—m):

where @ is the matrix from the canonical form of P, and A = [am]f,{j_:ll
IS the matrix from the Jordan’s decomposition of (), i.e. a decomposition of
the form Q = AJ A~ with a nonsingular matrix A, J = @lejnl(dl) and
Jn,(d;) is a Jordan’s block of dimension n; associated with eigenvalue d;

andn) :=0,n):=n]_;+nfori >1,and b, ; :=[A71],,.

93



Example 8. Assume that the matrix Q is diagonalizable i.e. there exist
a nonsingular matrix A and a diagonal matrix D = diag(dy,...,dg_1)
such that Q = ADA~L. Then formula (58) simplifies, namely for 7, j €

IC\ K we have

K-1
T ] 5y e w59

2,] n=1

where b,, ; := [A71],, ..
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We show how to calculate a joint conditional distribution of a default time +
and a pre-default state of rating migration process C' in terms of transition
matrix P as well as the matrix from canonical decomposition of P.

Theorem 25. Let () be the matrix from canonical decomposition of P and
i,7 € K\ K. Thenforany v > 0 and for every 0 < ¢t < v we have

P(t <7 <v,Cr = j|Foo Vo(C)lic,=)
= Hc=0Pj K [(11 -t (H e Dk Aucm)l TR

4,
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Consider bonds with fractional recovery of par value

1 oc, _
D(t, T) p— BtE (B—Tl{T>T} —|- B—Tl{t<T§T}|gt> .

Theorem 26. For t < T, the price of a defaultable bond with fractional
recovery of par value is equal to

K-1
D(th)1{7'>t} — Z 1{C't:’i}
=1

K-1

> (E <e_ Jy rudu [e—(H—Q) Ir Audu]

' o]

g

1=
T u u
+ 5j/t E <e_ft Tudv [e_(H_Q) Ji )\Udv]' Pj KA
(2¥)
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We are also interested in pricing credit derivatives connected with such de-
faultable bond, for example in pricing of CDS on such bond. Credit Default
Swap is an agreement between two parties protection seller and protection
buyer. This contracts have two legs.

Premium Leg: Protection buyer agrees to pay fixed amount « (CDS spread)

at given dates 7 = {711 <1 < ... < Tp} provided that default didn’t
happened before or at T},. For t < 17 we have:

BtE (Z £1{7>Tk}|gt> .

k=1 k

Default Leg: Protection seller agrees to cover all losses on bond provided
that loss occurred before T3,, the protection horizon. For t < Ty value of
this leg is equal to
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1—9c, _
BB ———1{t<r<m,} |Gt | -

T

Provided that we know value of spread «, at time t value of CDS is diffe-
rence between premium leg and default leg:

Yk (1-4¢c. )

CDS(t,7 = BE —1 — 1 :

CDS spread « which is agreed at contracts inception (time ¢t < T7) IS
chosen in such a way that value of contract (at inception date) is equal to
0: CDS(¢,7,k) = O.

Pricing of CDS is the mainly the issue of determining a CDS spread . To
find k we must compute value of two legs, since fair CDS spread
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IS given as:

E &(1—50 Dlycr<n |Gt
k(t T)cw#k) = Yok} (5( et h) )

k=1 By 1{T>Tk}|gt)
Theorem 27. The value Vp(t) of the default leg is equal to
K—-1

Z ]‘{Ct_Z} ( Z (1 —d; )/ (6_ ftu rodv [e_(H—Q) ftu )\Ud’l)] | p],KAu

Y,

J:t) du

The value of the premium leg is given by

K-1 n K-1 T, p (1-0) k:)\ p
Vp(t) = Z ]‘{Ctzi} Z Z Ele ft Tudt [ - Q ft U U] ‘ft .
k=1 3=1 1,7

1=1
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Thank you for your attention.
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