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Introduction

The goal of this text is to give a survey of techniques used in mathematical modeling of credit
risk and to present some recent developments in this area, with the special emphasis on hedging of
defaultable claims. It is largely based on the following papers by T.R. Bielecki, M. Jeanblanc and
M. Rutkowski:

e Modelling and valuation of credit risk. In: Stochastic Methods in Finance, M. Frittelli and W.
Runggaldier, eds., Springer, 2004, 27126,

e Hedging of defaultable claims. In: Paris-Princeton Lectures on Mathematical Finance 2003,
R. Carmona et al., eds. Springer, 2004, 1-132,

e PDE approach to valuation and hedging of credit derivatives. Quantitative Finance 5 (2005),
257270,

e Hedging of credit derivatives in models with totally unexpected default. In: Stochastic Processes
and Applications to Mathematical Finance, J. Akahori et al., eds., World Scientific, 2006, 35—
100,

e Hedging of basket credit derivatives in credit default swap market. Journal of Credit Risk 3
(2007), 91-132.

e Pricing and trading credit default swaps in a hazard process model. Forthcoming in Annals
of Applied Probability.

Credit risk embedded in a financial transaction is the risk that at least one of the parties involved
in the transaction will suffer a financial loss due to default or decline in the creditworthiness of the
counter-party to the transaction or, perhaps, of some third party. For example:

e A holder of a corporate bond bears a risk that the market value of the bond will decline due
to decline in credit rating of the issuer.

e A bank may suffer a loss if a bank’s debtor defaults on payment of the interest due and/or the
principal amount of the loan.

e A party involved in a trade of a credit derivative, such as a credit default swap (CDS), may
suffer a loss if a reference credit event occurs.

e The market value of individual tranches constituting a collateralized debt obligation (CDO)
may decline as a result of changes in the correlation between the default times of the underlying
defaultable securities (that is, the collateral assets or the reference credit default swaps).

The most extensively studied form of credit risk is the default risk — that is, the risk that
a counterparty in a financial contract will not fulfil a contractual commitment to meet her/his
obligations stated in the contract. For this reason, the main tool in the area of credit risk modeling
is a judicious specification of the random time of default. A large part of the present text is devoted
to this issue.



8 CHAPTER 0. INTRODUCTION

Our main goal is to present a comprehensive introduction to the most important mathematical
tools that are used in arbitrage valuation of defaultable claims, which are also known under the
name of credit derivatives. We also examine in some detail the important issue of hedging these
claims.

This text is organized as follows.

e In Chapter 1, we provide a concise summary of the main developments within the so-called
structural approach to modeling and valuation of credit risk. In particular, we present the
classic structural models, put forward by Merton [124] and Black and Cox [25], and we mention
some variants and extensions of these models. We also study very succinctly the case of a
structural model with a random default triggering barrier.

e Chapter 2 is devoted to the study of an elementary model of credit risk within the hazard
function framework. We focus here on the derivation of pricing formulae for defaultable claims
and the dynamics of their prices. We also deal here with the issue of replication of single-
and multi-name credit derivatives in the stylized credit default swap market. Results of this
chapter should be seen as a first step toward more practical approaches that are presented in
the foregoing chapters.

e Chapter 3 deals with the alternative reduced-form approach in which the main modeling tool is
the hazard process. We examine the pricing formulae for defaultable claims in the reduced-form
setup with stochastic hazard rate and we examine the behavior of the stochastic intensity when
the reference filtration is reduced. Special emphasis is put on the so-called hypothesis (H) and
its invariance with respect to an equivalent change of a probability measure. As an application
of mathematical results, we present here an extension of hedging results established in Chapter
2 for the case of deterministic pre-default intensities to the case of stochastic default intensities.

e Chapter 4 is devoted to a study of hedging strategies for defaultable claims under the assump-
tion that some primary defaultable assets are traded. We first present some theoretical results
on replication of defaultable claims in an abstract semimartingale market model.
Subsequently, we develop the PDE approach to the valuation and hedging of defaultable claims
in a Markovian framework. For the sake of simplicity of presentation, we focus in the present
text on the case of a market model with three traded primary assets and we deal with a single
default time only. However, an extension of the PDE method to the case of any finite number
of traded assets and several default times is readily available.

e Chapter 5 provides an introduction to the area of modeling dependent defaults and, more
generally, to modeling of dependent credit rating migrations for a portfolio of reference credit
names. We present here some applications of these models to the valuation of real-life examples
of actively traded credit derivatives, such as: credit default swaps and swaptions, first-to-
default swaps, credit default index swaps and tranches of collateralized debt obligations.

e For the reader’s convenience, we present in the appendix some well known results regarding the
Poisson process and its generalizations. We also recall there the definition and basic properties
of the Doléans exponential of a semimartingale.

The detailed proofs of most results can be found in papers by Bielecki and Rutkowski [20],
Bielecki et al. [12, 13, 16] and Jeanblanc and Rutkowski [99]. We also quote some of the seminal
papers, but, unfortunately, we were not able to provide here a survey of an extensive research in the
area of credit risk modeling. For more information, the interested reader is thus referred to original
papers by other authors as well as to monographs by Ammann [2], Bluhm, Overbeck and Wagner
[28], Bielecki and Rutkowski [20], Cossin and Pirotte [55], Duffie and Singleton [68], McNeil, Frey
and Embrechts [123], Lando [109], or Schonbucher [138]



Chapter 1

Structural Approach

We start by presenting a rather brief overview of the structural approach to credit risk modeling.
Since it is based on the modeling of the behavior of the total value of the firm’s assets, it is also
known as the wvalue-of-the-firm approach. In order to model credit events (the default event, in
particular), this methodology refers directly to economic fundamentals, such as the capital structure
of a company. As we shall see in what follows, the two major driving concepts in the structural
modeling are: the total value of the firm’s assets and the default triggering barrier. Historically, this
was the first approach used in this area — it can be traced back to the fundamental papers by Black
and Scholes [26] and Merton [124]. The present exposition is largely based on Chapters 2 and 3 in
Bielecki and Rutkowski [20]; the interested reader may thus consult [20] for more details.

1.1 Notation and Definitions

We fix a finite horizon date T* > 0. The underlying probability space (2, F,P) is endowed with
some reference filtration F = (F})o<¢<7-, and is sufficiently rich to support the following random
quantities:
e the short-term interest rate process r and thus also a default-free term structure model,
e the value of the firm process V', which is interpreted as a stochastic model for the total value
of the firm’s assets,
e the barrier process v, which is used to specify the default time 7,
e the promised contingent claim X representing the liabilities to be redeemed to the holder of a
defaultable claim at maturity date T < T,
e the process A, which models the promised dividends, that is, the liabilities that are redeemed
continuously or discretely over time to the holder of a defaultable claim,
e the recovery claim X representing the recovery payoff received at time 7T if default occurs prior
to or at the claim’s maturity date T,
e the recovery process Z, which specifies the recovery payoff at time of default if it occurs prior
to or at the maturity date T.

The probability measure P is aimed to represent the real-world (or statistical) probability, as opposed
to a martingale measure (also known as a risk-neutral probability). Any martingale measure will be
denoted by Q in what follows.

1.1.1 Defaultable Claims

We postulate that the processes V, Z, A and v are progressively measurable with respect to the
filtration F, and that the random variables X and X are Fr-measurable. In addition, A is assumed

9



10 CHAPTER 1. STRUCTURAL APPROACH

to be a process of finite variation with Ag = 0. We assume without mentioning that all random
objects introduced above satisfy suitable integrability conditions. Within the structural approach,
the default time 7 is typically defined in terms of the firm’s value process V' and the barrier process
v. We set

T=inf{t>0:t€7 and V; < v}

with the usual convention that the infimum over the empty set equals +o0o. Typically, the set 7 is
the interval [0, 7] (or [0,00) in the case of perpetual claims). In classic first-passage-time structural
models, the default time 7 is given by the formula

T=inf{t>0:¢€[0,7] and V; < 3(t)},

where o : [0,T] — Ry is some deterministic function, termed the barrier.

Remark 1.1.1 In most structural models, the underlying filtration F is generated by a standard
Brownian motion. In that case, the default time 7 will be an F-predictable stopping time (as any
stopping time with respect to a Brownian filtration), meaning that there exists a strictly increasing
sequence of F-stopping times announcing the default time.

Provided that default has not occurred before or at time T', the promised claim X is received
in full at the claim’s maturity date T". Otherwise, depending on the market convention regarding
a particular contract, either the amount X is received at maturity 7', or the amount Z, is received
at time 7. If default occurs at maturity of the claim, that is, on the event {7 = T}, we adopt the
convention that only the recovery payment X is received.

It is sometimes convenient to consider simultaneously both kinds of recovery payoff. Therefore,
in this chapter, a generic defaultable claim is formally defined as a quintuplet (X, A, X,Z,7). In
other chapters, we set X = 0 and we consider a quadruplet (X, A, Z, 1), formally identified with a

claim (X, 4,0, Z, 7). In some cases, we will also set A = 0 so that a defaultable claim will reduce to
a triplet (X, Z, 1), to be identified with (X,0, Z, 7).

1.1.2 Risk-Neutral Valuation Formula

Suppose that our financial market model is arbitrage-free, in the sense that there exists a martingale
measure (risk-neutral probability) Q, meaning that price process of any tradeable security, which
pays no coupons or dividends, becomes an F-martingale under QQ, when discounted by the savings

account B, given as
t
B; = exp (/ rudu).
0

We introduce the default process Hy = 114>,y and we denote by D the process modeling all cash
flows received by the owner of a defaultable claim. Let us write

X¢ = X1 (pory + X1 ory.

Definition 1.1.1 The dividend process D of a defaultable contingent claim (X,A,)?,Z, 7) with
maturity date T equals, for every t € R,

Dy = X417 00((t) +/

(1—H,)dA, +/ Zu dH,.
10.1]

10,t]

It is apparent that the process D is of finite variation, and

/ (1 - Hu) dA, = / ﬂ{u<-r} dAy, = AT_IL{tZT} + At]l{t<7'}'
10,t] 10,t]
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Note that if default occurs at some date ¢, the promised dividend payment A; — A;_, which is due
to occur at this date, is not received by the holder of a defaultable claim. Furthermore, if we set
T At =min (7,t) then

/] ZudHy = Zonlzn = Zrl g,
0,t

Remark 1.1.2 In principle, the promised payoff X could be easily incorporated into the promised
dividends process A. This would not be convenient, however, since in practice the recovery rules
concerning the promised dividends A and the promised claim X are not the same, in general.

For instance, in the case of a defaultable coupon bond, it is frequently postulated that if default
occurs then the future coupons are lost, whereas a strictly positive fraction of the face value is
received by the bondholder.

We are in a position to define the ex-dividend price S; of a defaultable claim. At any time ¢,
the random variable Sy represents the current value of all future cash flows associated with a given
defaultable claim.

Definition 1.1.2 For any date ¢ € [0, T, the ez-dividend price of a defaultable claim (X, A, X, Z, T)
is given as

Sy BtEQ(/]tT] B;ldD, ]—"t). (1.1)

Note that the discounted ex-dividend price Si = S;B; ", t € [0, T], satisfies

) —/ B;ldD,.
J0.1]

Hence it is a supermartingale (submartingale, respectively) under Q if and only if the dividend
process D is increasing (decreasing, respectively).

Sr = EQ( B 'dD,
J0.7]

The process S¢, which is given by the formula

}'t) =S, +B, | BIldD,,

Sf:BtEQ</ B;ldD,
10,7 10,¢]

is called the cumulative price of a defaultable claim (X, A, X, Z,T).

1.1.3 Defaultable Zero-Coupon Bond

Assume that A =0, Z = 0 and X = L for some positive constant L. > 0. Then the value process
S represents the arbitrage price of a defaultable zero-coupon bond (also referred to as the corporate
discount bond in the sequel) with the face value L and recovery at maturity only. In general, the
price D(¢,T) of such a bond equals

D(t,T) = B;Eq(B; (Ll (57} + X 7<) | F2).
It is convenient to rewrite the last formula as follows
D(t,T) = LB, Eq(By " (Lir>y + 6(T)Lir<1y) | Fo),

where the random variable §(T") = X /L represents the recovery rate upon default. For a corporate
bond, it is natural to assume that 0 < X < L, so that for random variable §(T") we obtain the
following bounds 0 < 6(T) < 1.
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Alternatively, we may re-express the bond price as follows
D(t,T) = L(B(t.T) — BiEq(Br'w(D)Lrery | 7)),

where
B(t,T) = B;Eo(B;" | F)

is the price of a unit default-free zero-coupon bond and w(T) = 1 — §(T') is the writedown rate
upon default. Generally speaking, the value of a corporate bond depends on the joint probabil-
ity distribution under Q of the three-dimensional random variable (Br,d(T),T) or, equivalently,
(Br,w(T), ).

Example 1.1.1 According to Merton’s [124] model, the recovery payoff upon default (that is, on
the event {V7 < L}) equals X = Vi, where the random variable Vi is the firm’s value at maturity
date T of a corporate bond. Consequently, the random recovery rate upon default is equal here to
0(T) = Vr /L and the writedown rate upon default equals w(T) =1 — Vi /L.

For simplicity, we assume that the savings account B is non-stochastic — that is, the short-
term interest rate r is deterministic. Then the price of a default-free zero-coupon bond equals
B(t,T) = B:Br. L and the price of a zero-coupon corporate bond satisfies

D(t,T) = Li(1 —w*(t,T)),

where L; = LB(t,T) is the present value of future liabilities and w*(t,T') is the conditional expected
writedown rate under Q. It is given by the following equality

w* (t, T) = E@ (w(T)]l{TST} | ft)
The conditional expected writedown rate upon default equals, under Q,

. Eq(w(T)lppery | F) _ w6 T)

o Qr <T|F) pi

where p; = Q(7 < T'| F%) is the conditional risk-neutral probability of default. Finally, let 67 = 1—wy
be the conditional expected recovery rate upon default under Q. In terms of p;, 6; and w;, we obtain

D(t,T) = L:(1 — p;) + Lip; 6] = Le(1 — pjwy).

If the random variables w(T') and 7 are conditionally independent with respect to the o-field F;
under Q then we have that w; = Eq(w(T) | F).

Example 1.1.2 In practice, it is common to assume that the recovery rate is non-random. Let
the recovery rate §(T') be constant, specifically, §(T) = ¢ for some real number 4. In this case, the
writedown rate w(T) = w = 1 — § is non-random as well. Then w*(¢,T) = wp; and w; = w for
every t € [0,T]. Furthermore, the price of a defaultable bond has the following representation

D(t,T) = Li(1 = p;) + 0Lep; = Le(1 — wpy).

We will return to various conventions regarding the recovery values of corporate bonds later on in
this text (see, in particular, Section 2.1).

1.2 Merton’s Model

Classic structural models are based on the assumption that the risk-neutral dynamics of the value
process of the assets of the firm V are given by the following stochastic differential equation (SDE)

AV, =V, ((T — li)dt—‘rdvth)
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with V > 0, where x is the constant payout ratio (dividend yield) and the process W is a standard
Brownian motion under the martingale measure Q. The positive constant oy represents the volatility.
We first present the classic model put forward by Merton [124], who proposed to base the valuation
of a corporate bond on the following postulates:

e a firm has a single liability with the promised terminal payoff L, interpreted as a zero-coupon
bond with maturity 7" and face value L > 0,

e the ability of the firm to redeem its debt is determined by the total value Vi of firm’s assets
at time T,

e default may occur at time 7" only, and the default event corresponds to the event {Vpr < L}.

Hence the default time 7 in Merton’s model equals
7 =Tlvr<ry +00lqvr>ry-
Using the present notation, a corporate bond is described by A =0, Z = 0, and
de“ =Vrlvpcry + Ly
so that X = V. In other words, the bond’s payoff at maturity date 7" equals

D(T,T) = min (Vr,L) = L —max (L — Vp,0) = L — (L — V)™ .

The last equality shows that the valuation of the corporate bond in Merton’s setup is equivalent
to the valuation of a European put option written on the firm’s value with strike equal to the bond
face value.

Let D(t,T) be the price at time ¢ < T of the corporate bond. It is clear that the value D(V;) of
the firm’s debt admits the following representation

D(V;) = D(t,T) = LB(t,T) — P,

where P, is the price of a put option with strike L and expiration date T. Hence the value E(V;) of
the firm’s equity at time ¢ equals

E(V,) = Vie T — D(V;) = Ve *T=Y — LB(t,T) + P, = C4,

where C; stands for the price at time ¢ of a call option written on the firm’s assets, with strike price
L and exercise date T. To justify the last equality above, we may also observe that at time T we
have

E(VT) = VT - D(VT) = VT — min (VT, L) = (VT - L)+

We conclude that the firm’s shareholders can be seen as holders of the call option with strike L and
expiry T" on the total value of the firm’s assets.

Using the option-like features of a corporate bond, Merton [124] derived a closed-form expression
for its arbitrage price. Let N denote the standard Gaussian cumulative distribution function

1 r 2
N(x)zﬁ/ e " /2du, VYaxeR.

Proposition 1.2.1 For every t € [0,T[, the value D(t,T) of a corporate bond equals
D(t,T) = Vie "T"IN(—d (Vi, T —t)) + LBt T)N(d_(V;, T — t))

where
In(V;/L)+ (r — s+ 203 )(T —1t)

d(Vi, T =) = T
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The unique replicating strategy for a corporate bond involves holding, at any time t € [0,T[, ¢1V;
units of cash invested in the firm’s value and ¢? B(t,T) units of cash invested in default-free bonds,
where
81 = e KTON( = dy (Vi T — 1)
and
D(t,T) — ¢; Vs

= =gy V(- T - D),

Let us now examine credit spreads in Merton’s model. For notational simplicity, we set x = 0.
Then Merton’s formula becomes

D(t,T) = LB(t,T)(IyN(—-d) + N(d — oy VT — 1)),
where we denote I'y = V;/LB(t,T) and

_ InTy + §03 (T —t)
N oy T—1 ’

d=d (V;,T —t)

Since LB(t,T) represents the current value of the face value of the firm’s debt, the quantity I'; can
be seen as a proxy of the asset-to-debt ratio V;/D(t,T). It can be easily verified that the inequality
D(t,T) < LB(t,T) is valid. This condition is in turn equivalent to the strict positivity of the
corresponding credit spread, as defined by formula (1.2) below.

Observe that, in the present setup, the continuously compounded yield r(t,T) at time ¢ on the T-
maturity Treasury zero-coupon bond is constant and equal to the short-term interest rate r. Indeed,

we have
B(t,T) _ e—r(t,T)(T—t) _ €_T(T_t).

Let us denote by 7¢(¢,T) the continuously compounded yield at time t < T on the corporate bond,
so that
D(t,T) = Le ™" :D)(T 1)

From the last equality, it follows that

~InD@ET)—InL

rd(t, T) = T3

The credit spread S(t,T) is defined as the excess return on a defaultable bond, that is, for any ¢ < T

S(t,T) =r"(t,T) = r(t,T) = T 1_ ;I LDB(Eft%)

(1.2)

In Merton’s model, the credit spread S(¢,T') is given by the following expression

In (N(d—oyVT —t) + I'yN(—d))

T 1 > 0.

S(t,T) = —

The property S(¢,7) > 0 is consistent with the real-life feature that corporate bonds have an
expected return in excess of the risk-free interest rate. Indeed, the observed yields on corporate
bonds are systematically higher than yields on Treasury bonds with matching notional amounts and
maturities.

Note, however, that when time ¢ converges to maturity date T' then the credit spread in Merton’s
model tends either to infinity or to 0, depending on whether Vi < L or Vi > L. Formally, if we
define the forward short credit spread at time T as

S(T,T) := ltlTrfIfl S(t,T)
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then, by straightforward computations, we obtain that

/0, ontheevent {Vp > L},
S(T,T) = { 0o, on the event {Vr < L}.

It is frequently argued in the financial literature that, for realistic values of model’s parameters,
the credit spreads produced by Merton’s model for bonds with short maturities are far below the
spreads observed in the market.

1.3 First Passage Times

Before we present an extension of Merton’s model, put forward by Black and Cox [25], let us present
some well-known mathematical results regarding first passage times, which will prove useful in what
follows.

Let W be a standard one-dimensional Brownian motion under Q with respect to its natural
filtration F. Let us define an auxiliary process Y by setting, for every t € R,

Y, =yo + vt + oWy, (1.3)

for some constants ¥ € R and ¢ > 0. Let us notice that Y inherits from W the strong Markov
property with respect to the filtration F.

1.3.1 Distribution of the First Passage Time

Let 7 stand for the first passage time to zero by the process Y, that is,
T=inf{teR; :Y; =0} (1.4)

It is known that in an arbitrarily small interval [0, ¢] the sample path of the Brownian motion started
at 0 passes through origin infinitely many times. Using Girsanov’s theorem and the strong Markov
property of the Brownian motion, it is thus easy to deduce that the first passage time by Y to zero
coincides with the first crossing time by Y of the level 0, that is, with probability 1,

T=inf{teR;:Y; <0} =inf{t eR; :Y; <0}

In what follows, we will write X; = vt + oW, for every t € R.

Lemma 1.3.1 Let 0 > 0 and v € R. Then for every x > 0 we have

T —Us —2 —x — Vs
X,<z)=N —ee TN [ 2 1.5
@(oiiis <e) ( e ) ‘ ( e ) (9)
and for every x <0
—T + Vs —2 T+ Vs
inf X,>z)=N|——r"]—¢* *N|"—Z]). 1.6
Qo 0<u<s wz) ( ov\/s ) ¢ ( oy/s ) (1.6)

Proof. To derive the first equality, we will use Girsanov’s theorem and the reflection principle for a
Brownian motion. Assume first that o = 1. Let P be the probability measure on (2, Fs) given by

dP —vW, 7ﬁs
— = 573 -a.s.
d@ € ) Q )
so that the process Wy := X, = W, 4+ vt, t € [0, 5], is a standard Brownian motion under P. Also
dQ = e’jws**és P-a.s.

dP ’
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Moreover, for z > 0,

2
Wr—x-
Q(Oiug Xu >z, Xs S I) = E]P’(eu s 2 s]l{supogugs W:>I,W;‘§ax})'
<u<s

We set 7, =inf {¢t > 0: W = 2} and we define an auxiliary process (Wh t € [0, s]) by setting
Wt = Wt*]l{’f'zzt} + (23’: — Wt*)]l{‘l'z<t}'
By virtue of the reflection principle, W is a standard Brownian motion under P. Moreover, we have

{ sup Wu>x,Ws§x}:{W:Zx}C{ngs}.

0<u<s
Let
J:=Q( sup (W, +wvu) <z).
0<u<s

Then we obtain

JzQ(XSSx)—Q( sup Xu>33,X3§m)

0<u<s
=Q(X, < EP(G T s]l{supo<u<sw >, W*<z})
UW@
=Q(X; < EIP(E {Supogugs Wu>z,l7l75§z})
= (Xs EIP( v(2e=W7)= ﬂ{Wfo})

= Q(X, <z)— e Ep (6 at H{W.:sfz})
= QW +vs < 2) — 2% Q(W, + vs < —2)

() e ()

This ends the proof of the first equality for ¢ = 1. For any ¢ > 0, we have

Q( sup (oW, +vu) <z) =Q( sup (W, +vo 'u) <zo™),

0<u<s 0<u<s
and this implies (1.5). Since —W is a standard Brownian motion under Q, we also have that, for
any x < 0,
Q( inf (oW, +vu) > :v) = Q( sup (oW, —vu) < —x),

0<u<s 0<u<s

and thus (1.6) easily follows from (1.5). O

Proposition 1.3.1 The first passage time T given by (1.4) has the inverse Gaussian probability
distribution under Q. Specifically, for any 0 < s < oo,

Q(t <) =Q(r <s)=N(hi(s)) + efzy"_QyON(hg(s)), (1.7)
where N is the standard Gaussian cumulative distribution function and
_ —Yo— Vs . —1Yo + VS
hl(S)—— “7;;75“} hQ(S)—— 4‘;;;2547.
Proof. Notice first that
Q(TZs)zQ(OSllgfnguZO) ZQ(Oénf Xu > —yo), (1.8)

where X, = vu + cW,.
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From Lemma 1.3.1, we have that, for every = < 0,

—r 4+ Vs —2 xr +vs
inf X, > =N|———2) - =N
Q(oslrvigs w2 ) < o\/s ) c < a\/s >’

and this yields (1.7), when combined with (1.8). O

The following corollary is a consequence of Proposition 1.3.1 and the strong Markov property of
the process Y with respect to the filtration [F.

Corollary 1.3.1 For anyt < s we have, on the event {t < 7},

We are in a position to apply the foregoing results to specific examples of default times. We first
examine the case of a constant lower threshold.

Example 1.3.1 Suppose that the short-term interest rate is constant, that is, r; = r for every
t € R;. Let the value of the firm process V obey the SDE

dV, = Vt((r —Rk)dt+ oy th)

with constant coefficients Kk € R and oy > 0. Let us also assume that the barrier process v is
constant and equal to v, where the constant v satisfies v < V), so that the default time is given as

T=inf{teR;:V; <t} =inf{t €Ry : V; < T}

We now set Y; = In(V;/%). Then it is easy to check that v =r — k — %0‘2, and ¢ = oy in formula

(1.3). By applying Corollary 1.3.1, we obtain, for every s > ¢ on the event {¢t < 7},

B In g —v(s—1) T\ 2a In - +v(s —t)
Q(T§5|‘7:t)N< O'V\/m >+(‘/t) N( oy T-t )5

where we denote Lo
14 o r—KR— §O—V
2 = 2

Oy Oy

This result was used in Leland and Toft [117].

a =

Example 1.3.2 Let the value process V and the short-term interest rate r be as in Example 1.3.1.
For a strictly positive constant K and an arbitrary v € R, let the barrier function be defined as
o(t) = Ke "T=Y for t € Ry, so that the function o(t) satisfies

do(t) =~yo(t)dt, ©(0) = Ke T,

We now set V; = In(V;/9(t)) and thus the coefficients in (1.3) are v =r —k —y — 10% and 0 = oy .
We define the default time 7 by setting 7 = inf {¢ > 0: V; < ©(¢)}. From Corollary 1.3.1, we obtain,
for every ¢t < s on the event {t < 7},

B ln%i)—i?(s—t) o(t) 2 ln%f)—i-ﬁ(s—t)
Q“fS'ﬂ)_N( ovs—1 >+<w) M Tovet )

where Ly
- v T—K—7— 504
a = 70_2 = 02 .
Vv Vv

This formula was employed by Black and Cox [25].



18 CHAPTER 1. STRUCTURAL APPROACH

1.3.2 Joint Distribution of Y and 7

We will now find the joint probability distribution, for every y > 0 and s > ¢,
I:Q(YSZyaTzs‘ft):Q(YSZy77—>5|ft)7

where 7 is given by (1.4). Let us denote by M" and m" the running maximum and minimum of a
one-dimensional standard Brownian motion W, respectively. More explicitly, M SW = Sup g<y<s Wu
and msW = inf g<y<s Wa.
It is well known that for every s > 0 we have
QMY >0)=1, Qm¥ <0)=1.
The following classic result — commonly referred to as the reflection principle — is a straightforward

consequence of the strong Markov property of the Brownian motion.

Lemma 1.3.2 We have that, for every s >0,y >0 and z <y,
QWy <z, MY >y) =Q(W, > 2y —z) = Q(W, <z — 2y). (1.9)
We need to examine the Brownian motion with non-zero drift. Consider the process X that
equals X; = vt + cW;. We write Méx = SUPp<y<s X, and mf = info<y<s Xy. By virtue of

Girsanov’s theorem, the process X is a Brownian motion, up to an appropriate re-scaling, under an
equivalent probability measure and thus we have, for any s > 0,

QM >0)=1, Q(m)<0)=1.
Lemma 1.3.3 For every s > 0, the joint distribution of (X4, MX) is given by the expression
QX, <o, MY >y) =" Q(X, > 2y — x + 2vs)
for every x,y € R such that y > 0 and z < y.
Proof. Since
I:= (@(XS <z, MSX > y) = Q(X;’ <zo !, Méxa > ya_l),

where X7 = W, +vto~!, it is clear that we may assume, without loss of generality, that o = 1. We
will use an equivalent change of probability measure. From Girsanov’s theorem, it follows that X
is a standard Brownian motion under the probability measure P, which is given on (€, F;) by the
Radon-Nikodym density (recall that o = 1)

dP 2
T@ = 67VW577S, Q—a.s.

A0 _ owi-sgs
dP
where the process (W) = Xy = Wi + vit, t € [0,s]) is a standard Brownian motion under P. It is
easily seen that

. 2 . 2
I'=Ep (BVWS T ix <, Mﬁ‘zy}) = Ep (GVW'* 7 Lw: <a, M:V*zy}>-
Since W is a standard Brownian motion under IP, an application of the reflection principle (1.9) gives
* V2 -
I=FEp (eu(2y—WS )—*4s ﬂ{zy—wggx,M;”* Zy})
*y_ v
= Ep (BV(QWWS) = Lyw; 22;,4})

2
_ 217 —vWr—%-s
=e€ UEP(Q 2 ﬂ{W;ZZy—x})»

Note also that

P-a.s.,

since clearly 2y — x > y.
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Let us define one more equivalent probability measure, P say, by setting

dP o2,
P VWi TS Paas.
Is is clear that

® 2 ~
I=e"YEp (e*”W-* N ]1{W5‘22y—w}) = PVP(W > 2y — ).

Furthermore, the process (W; = W +vt, t € [0, s]) is a standard Brownian motion under P and we
have that o
I=e""P(W, +vs> 2y —a+ 2vs).

The last equality easily yields the asserted formula. |
It is worthwhile to observe that (a similar remark applies to all formulae below)
QX <z, MY >y) = Q(X, <z, M >y).

The following result is a straightforward consequence of Lemma 1.3.3.
Proposition 1.3.2 For any z,y € R satisfying y > 0 and z <y, we have that

- — 2y —vs
X, <a MX >y)=evvo "N (L2275
QX< MY 2y) = —

Hence

T —Vs —2 T —2y—vs
X, <z, MX <y)=N —e?we TN (2
o, < ar¥ <) = () = (=)

for every x,y € R such that x <y and y > 0.

Proof. For the first equality, note that

T —2y—vs
X.>2% —a+2vs) =Q(—oW, <z —2y—vs)=N |22
QXs>2y—ax+2ws) =Q(—cW, <=z Yy — vs) ( o5 )

since —oW; has Gaussian law with zero mean and variance o?t. For the second formula, it is enough
to observe that
QX <o, MY <y)+ QX <z, M >y) = Q(X, < x)

and to apply the first equality. O

It is clear that
QMF >y) =Q(Xs > y) + QX <y, MY >y)

for every y > 0, and thus
QML >y) = Q(X, > y) + 2 Q(X, > y + 2vs).
Consequently,
QMY <y)=1-QME > y) = Q(X, <y) — ¥ Q(X, >y + 2vs).

This leads to the following corollary.

Corollary 1.3.2 The following equality is valid, for every s >0 and y > 0,

QM) <y)=N (i‘\/’f) _2me (—(yj;gvs) '
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We will now focus on the distribution of the minimal value of X. Observe that we have, for any
y =<0,
(2( sup (JLVL'_L“O 2 _y)::<@( inf -XQ S y%

0<u<s 0<u<s

where we have used the symmetry of the Brownian motion. Consequently, for every y < 0 we have
Q(m¥ <y) = Q(MX > —y), where the process X equals X; = oW, — vt. It is thus not difficult to
establish the following result.

Proposition 1.3.3 The joint probability distribution of (X, mX) satisfies, for every s > 0,

—r+vs —2 20 —x +vs
X > X>y)=N|—r")—-e" N|Z—T—

for every x,y € R such that y <0 and y < x.

Corollary 1.3.3 The following equality is valid, for every s >0 and y <0,

. -y + Vs _ ouyo? Y+ vs
20 =5 (52) e (537).

Recall that we denote Y; = yg + X;, where X; = vt + cW;. We write

mf: inf X, mf: inf Y.
0<u<s 0<u<s

Corollary 1.3.4 We have that, for any s >0 and y > 0,

—Yy+yo+vs —2ug2 —Y — Yo+ Vs
Y2y t7>s)=N|—"F— | -7 VN ———F—7—).
Qs 2y, 7 2 5) ( o\/s ) € ( ov/s >

Proof. Since
QY 2y, 72 5) =Q(Ye 2y, my >0)=Q(Xs >y —yo, mJ > o),

the asserted formula is rather obvious. O

More generally, the Markov property of Y justifies the following result.

Lemma 1.3.4 We have that, for anyt < s and y > 0, on the event {t < 7},

—y+Yi+uv(s—t
QY 2y, 7 2 sl) = i (TR0
mey —y—mv(s—t))
¢ ( ovs—1 '

Example 1.3.3 Assume that the dynamics of the value of the firm process V' are

AV, = Vi((r — k) dt + oy dW;) (1.10)

and set 7 =inf {¢ > 0: V; < o}, where the constant v satisfies o < V. By applying Lemma 1.3.4 to
Y, = In(V;/v) and y = In(x/7), we obtain the following equality, which holds for z > @ on the event
{t <7},

QVs >z, 7> s|F) N<1n(vt/ﬂf)+z/(st)>

5\ lnv2—ln(m‘Vt()j\—&{81/(T—t)
(7)) (),

2 _ 2
oy and a = voy,”.

1

Whereu:r—m—§
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Example 1.3.4 We consider the setup of Example 1.3.2, so that the value process V satisfies (1.10)
and the barrier function equals 7(t) = Ke~ 7T for some constants K > 0 and v € R.

Making use again of Lemma 1.3.4, but this time with Y; = In(V;/9(t)) and y = In(z/3(s)), we
find that, for every t < s < T and an arbitrary x > 9(s), the following equality holds on the event
{t <7}

@(vszx,rzsm):zv(

_ <17(t))25N (ln(Vt/TJ(t)) —1In(z/v(s)) + (s — t)) ’

V% oy s—1t

In(Vi/v(t)) — In(z/v(s)) + v(s — t))

where v=r —x — vy — %0‘2/ and a = ZU;Q. Upon simplification, this yields

QVs>a,7>s|F)=N (ln(‘/%;i)\/—g;_t))

R )
where v =1 — Kk S0

Remark 1.3.1 Note that if we take = = 7(s) = Ke~(T~%) then clearly
1-QVs>9(s), 7>s|F) =Q(r <s|F) =Q(1 < s|F).

But we also have that

N (hl(Vt/ZE/S?/)sLVt(S t)) N (m(a(t)g/vvi}%st))

and

N (lnz72(t) - lj(vz—;\(/sg+ v(s— t)> N (hl(l_}(t)g/‘j/j}gs - t)> .

By setting « = 9(s), we rediscover the formula established in Example 1.3.2.

1.4 Black and Cox Model

By construction, Merton’s model does not allow for a premature default, in the sense that the default
may only occur at the maturity of the claim. Several authors have put forward various structural
models for valuation of a corporate debt in which this restrictive and unrealistic feature was relaxed.

In most of these models, the time of default was defined as the first passage time of the value
process V to either deterministic or random barrier. In principle, the bond’s default may thus occur
at any time before or on the maturity date T. The challenge is to appropriately specify the lower
threshold v, the recovery process Z, and to explicitly evaluate the conditional expectation that
appears on the right-hand side of the risk-neutral valuation formula

S, = B, IEQ( B;ldD,
J6.T]

i),

which is valid for ¢ € [0,T[. As one might easily guess, this is a non-trivial mathematical problem,
in general. In addition, the practical problem of the lack of direct observations of the value process
V largely limits the applicability of the first-passage-time models based on the firm value process V.

Black and Cox [25] extend Merton’s [124] research in several directions by taking into account
such specific features of real-life debt contracts as: safety covenants, debt subordination, and re-
strictions on the sale of assets. Following Merton [124], they assume that the firm’s stockholders
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receive continuous dividend payments, which are proportional to the current value of firm’s assets.
Specifically, they postulate that

dV; = Vt((r—n)dt—i—avth), Vo > 0,

where W is a Brownian motion under the risk-neutral probability @Q, the constant x > 0 represents
the payout ratio and oy > 0 is the constant volatility. The short-term interest rate r is assumed to
be constant.

The so-called safety covenants provide the bondholders with the right to force the firm to bank-
ruptcy or reorganization if the firm is doing poorly according to some gauge. The standard for
a poor performance is set by Black and Cox in terms of a time-dependent deterministic barrier
o(t) = Ke "T=Y t € [0, T, for some constant K > 0. As soon as the total value of firm’s assets
hits this lower threshold, the bondholders take over the firm. Otherwise, default either occurs at
maturity date T" or not, depending on whether the inequality V7 < L holds or not.

Let us set
o { o(t), for t<T,
7L, for t="1T.
The default event occurs at the first time ¢ € [0,7] at which the firm’s value V; falls below the
level v, or the default event does not occur at all. Formally, the default time equals (by convention
inf ) = 400)
T=inf{t€[0,T]: V; < v}

The recovery process Z and the recovery payoft X are proportional to the value process, specif-
ically, Z = 3,V and X = 1V for some constants (1, 82 € [0,1]. Note that the case examined by
Black and Cox [25] corresponds to 81 = 2 = 1, but, of course, the extension to the case of arbitrary
61 and (o is immediate.

To summarize, we consider the following defaultable claim
X=L A=0, X =BVp, Z=3V, T=TAT,
where the early default time T equals
T=inf{t€[0,T[: V; <v(t)}

and 7 stands for Merton’s default time, that is, 7 = Ty, <1} + ool fy,> 13-

1.4.1 Bond Valuation

Similarly as in Merton’s model, it is assumed that the short term interest rate is deterministic and
equal to a positive constant r. We postulate, in addition, that v(¢t) < LB(¢,T') for every t € [0,T]
or, more explicitly,

Ke—’y(T—t) S Le—T(T—t)’

so that, in particular, K < L. This additional condition is imposed in order to guarantee that the
payoff to the bondholder at the default time 7 will never exceed the face value of the debt, discounted
at a risk-free rate.

Since the dynamics for the value process V' are given in terms of a Markovian diffusion, a suitable
partial differential equation can be used to characterize the value process of the corporate bond. Let
us write D(¢t,T) = u(Vi,t). Then the pricing function v = u(v,t) of a corporate bond satisfies the
following PDE

1
ug(v,t) + (r — K)vuy, (v, t) + 50‘2/v2uw(v,t) —ru(v,t) =0

on the domain
{(v,) ERy xRy : 0<t < T, v>Ke VT7t}
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with the boundary condition
u(Ker(T*t),t) = By Ke /(T—Y)

and the terminal condition u(v,T) = min (fyv, L).

Alternatively, the price D(¢t,T) = u(V;,t) of a defaultable bond has the following probabilistic
representation, on the event {t < 7} = {t < 7},

D(t,T) =Eg (LefT(T*t)]l{;ZT, Vr >L} ‘ ft)
+ B1Eq (VTefr(Tit)]l{%zT, Vp<L} “7:'5>

+ B2 K Eq (e_’Y(T_%)e_T(%_t)]l{t<'F<T} ‘ ft)-

After default — that is, on the event {t > 7} = {t > 7}, we clearly have
D(t,T) = Bo0(7)B™ (7, T)B(t,T) = foKe VT Tert=7),

We wish find explicit expressions for the conditional expectations arising in the probabilistic repre-
sentation of the price D(t,T"). To this end, we observe that:

e the first two conditional expectations can be computed by using the formula for the conditional
probability Q(Vy > z, 7 > s| Fy),

e to evaluate the third conditional expectation, it suffices to employ the conditional probability
law of the first passage time of the process V to the barrier ().

1.4.2 Black and Cox Formula

Before we state the bond valuation result due to Black and Cox [25], we find it convenient to
introduce some notation. We denote

L o
v=r—K=—30y,

1,
m:V—’y:r—/ﬂ—w—iaV,
b:mU;Q.

For the sake of brevity, in the statement of Proposition 1.4.1 we shall write o instead of oy. As
already mentioned, the probabilistic proof of this result will rely on the knowledge of the probability
law of the first passage time of the geometric (that is, exponential) Brownian motion to an expo-
nential barrier. All relevant results regarding this issue were already established in Section 1.3 (see,
in particular, Examples 1.3.2 and 1.3.4).

Proposition 1.4.1 Assume that m*>+202(r—=) > 0. Prior to default, that is, on the event {t < 7},
the price process D(t,T) = u(V,t) of a defaultable bond equals

D(t,T) = LB(t,T)(N (h1(Vs, T — t)) — RN (ho(V;, T — 1))
+ A1 Vee "I (N (hg(V;, T — t)) — N (ha(Vi, T — 1))
+ B Vee FTORET2(N (hs(Vi, T — 1)) — N (he(Vi, T — 1))
+ Vi (RN (he(Vi, T — 1)) + R} "N (hs(Vi, T — 1)),
where Ry = 0(t)/ Vi, 0 =b+ 1, ( = 072y/m2 + 202%(r — ) and

In(V;/L) +v(T —t)
oVl —t ’

hi(Vy, T —1t) =
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~ Ino*(t) — In(LV;) + v(T — t)

ho(Vi, T —t) = e |
hs(Ve, T —t) = ln(L/Vt)J—\;%'Q)(T_t)’
ha(Vi T — ) = 2 (K/%);\}gzw_t),
hs(Vi, T — 1) = In 0%(t) —ln(léy/\;/)j;(j+02)(T_t)’
o, ) = PO T,
he (Vi T — ) = 2 (@(t)/;/t\)/%?@_t)7
hs(Vi T — 1) = (@(t)/;/t\)/%z(Tt).

Before proceeding to the proof of Proposition 1.4.1, we will establish an elementary lemma.

Lemma 1.4.1 For any a € R and b > 0 we have, for every y > 0,

Yy _ 12
/ xdN (lnm+a> :eébQ—aN(lny—i_ab> (1.11)
0 b b
and y )
/' 2 dN (—hwﬂ) _ ay (—1w+a+b> . (112)
0 b b
Let a, b, c € R satisfy b < 0 and c® > 2a. Then we have, for every y > 0,
Y b—cx d+c d—c
az aN — h 1.13
[ e an (P2 ) = S + S5 ) (113)

where d = vV/c? — 2a and where we denote

gly) = D N (b_\/;y> L h(y) = D N (lﬂ'\/;y) _

Proof. The proof of (1.11)—(1.12) is standard. For (1.13), observe that

- [eren (52) - [ () (s s)

where n is the probability density function of the standard Gaussian law. Note also that

g'(aj) — ble—ve2=2a) (b— mx> < b m)
NI

- () (amas)

W () :eb(c+m)n<b+\/62—2am> ( b \/02—2a>

- 223/2 2\/x

and

N TR T T ave

ww [b—cx b n d
=e"'n — .
N3 223/2 ° 2\/x
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Consequently,

9/($)+h/(x):_eawa;/2n<b\—/;m>

d b—cx
g (z)—h(z) = —e‘“”mn ( ) .

Hence f can be represented as follows

and

1 c

tw =3 [ @+ 5 ) - 1)

Since limy,_o+ g(y) = limy_.o4 h(y) = 0, we conclude that we have, for every y > 0,

fly) = %(g(y) +h(y) + = (9(y) - hly)).

This ends the proof of the lemma. (]

Proof of Proposition 1.4.1. To establish the asserted formula, it suffices to evaluate the following
conditional expectations:

Di(t,T)=LB(t,T)Q(Vyr > L, 7 >T|F),

Dy(t,T) = BiB(t, T)Eq(Vrlivr<r »>1y | 1),

Ds(t,T) = KBsBre " Eq (e Lpcrary | 7).
For the sake of notational convenience, we will focus on the case ¢ = 0 (of course, the general result
will follow easily).

Let us first evaluate D1(0,7), that is, the part of the bond value corresponding to no-default
event. From Example 1.3.4, we know that if L > 9(T) = K then

=2
In¥2 4T I A P R
Q(VTEL,TET):N<HL+V )—R(Q)aN< LVy

oVT oVT
with Ry = ©(0)/Vp. It is thus clear that
Di(0,T) = LB(0,T)(N (hi(Vo,T)) — Re"N (h2(Vo, T))).-

Let us now examine D2 (0,T") — that is, the part of the bond’s value associated with default at time
T. We note that

D5(0,T)

L
= E 1 T - d T > T .
3.B(0,T) Q(VT {VT<L,7—2T}) /K rdQ(Vr <z, 7>T)

Using again Example 1.3.4 and the fact that the probability Q(7 > T') does not depend on z, we
obtain, for every x > K,

dQ(V: >T) = dN (m g VT) e hatz
<z, 7>T)= —N )4 —% )
! ovT ’ ovT

Let us denote

L Inz —InVy—vT
Kl(O):/ :ch(nx ;/? Y )
K

and

L 2In9(0) —Inx — 1 T
K2(0):/ de( n5(0) nf/f nVo+v )
K g
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Using (1.11)—(1.12), we obtain

Inl —oT nE 7T
Ki(0)=Voet=mT ([N | Y~ ) N Y "),
1(0)=Vo /T T

where D=v 402 =r—k+ %02. Similarly,

—2 =2
2O 4 o7 In 20 4 o7
K5(0) = Vo REelr =T (N (UV\/T N )

Dy(0,T) = 1 B(0,T) (K1 (0) + RGK»(0)),

Since

we conclude that D2(0,T) is equal to

D5(0,T) = B1Voe ™ (N (h3(Vo, T)) — N (ha(Vo, T)))
+ BiVoe "TR2T2(N (hs(Vo, T)) — N (he(Vo, T))).

It remains to evaluate D3(0,7T), that is, the part of the bond value associated with the possibility of
the forced bankruptcy before the maturity date T'. To this end, it suffices to calculate the following
expected value

T
00) Bo(e" Lremy) = 0(0) [ €07 dQ(r < ),
0

where (see Example 1.3.2)

O <s)= N <1n<v<o>/vo> - as) N (v(0)>25N (1n<v<o>/vo> + %) |

ov/s Vo o+/s
Note that ©(0) < Vp and thus In(9(0)/Vs) < 0. Using (1.13), we obtain

v(0) /O ' =M gN <1H(ﬁ(02/\>/%) - 'Js)

Vo(@+¢) o Vo(a —
= PO < N (v 1) PO R (v, 7))
and
_ a3 T 5 v
”(0);“/ L5 4N (IH(U(O)/Vo) +V5>
Vo 0 Vs
Vo(a + Vo(a — ~
_ 0(240 RN (he(Vo, T)) — 0(240 RGN (hs(Vo, 7).
Consequently,
D3(0,7) = B2Vo (R N (h (Vo, T)) + Ry~ N (hs(Vo, 7).
Upon summation, this completes the proof for ¢ = 0. -

Let us consider some special cases of the Black and Cox pricing formula. Assume that 81 = 2 =1
and the barrier function v is such that K = L. Then necessarily v > r. It can be checked that for
K = L the pricing formula reduces to D(¢,T) = D1(¢t,T) + D3(t,T), where

Dl(th) = LB(t7T)(N(h1(‘/vt»T - t)) - R?&N(hQ(‘/th - t)))v

Ds(t,T) = Vi(R{"*N (hz(Vi, T — ) + R} "N (hs(Ve, T — 1))).
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e Case v = r. If we also assume that v = r then ( = —0 27 and thus
ViR{TC = LB(t,T), ViR{™° =V,R}*"' = LB(t,T)R}".
It is also easy to see that in this case

In(Vi/L) + v(T — 1)

hi(Vi, T —t) = — —ha(Vi, T — 1),
1(Ve ) VT i (Vi )
while o
ha (Vi T — 1) Ino*(t) — In(LV;) + v(T —t) (Vi T — 1),

oVT —1t
We conclude that if o(t) = Le~"(T"= = LB(t,T) then D(t,T) = LB(t,T). Note that this result is
quite intuitive. A corporate bond with a safety covenant represented by the barrier function, which
equals the discounted value of the bond’s face value, is equivalent to a default-free bond with the
same face value and maturity.

e Case v > r. For K = L and v > r, it is natural to expect that D(¢,T) would be smaller than
LB(t,T). It is also possible to show that when ~ tends to infinity (all other parameters being fixed),
then the Black and Cox price converges to Merton’s price.

1.4.3 Corporate Coupon Bond

We now postulate that the short-term rate » > 0 and that a defaultable bond, of fixed maturity 7'
and face value L, pays continuously coupons at a constant rate c, so that A; = ¢t for every t € R,.
The coupon payments are discontinued as soon as the default event occurs. Formally, we consider
here a defaultable claim specified as follows

X=L Ai=ct, X=0Vp, Z=3V, r=inf{t€[0,T]:V; < v}

with the Black and Cox barrier v. Let us denote by D.(¢,T') the value of such a claim at time ¢ < T..
It is clear that D.(¢,T) = D(t,T) + A(t,T), where A(t,T) stands for the discounted value of future
coupon payments. The value of A(¢,T") can be computed as follows

T T
A(t,T) =Eqg (/ ce” 570 Tirssy ds ‘ ]—"t> = ce”/ e QT > s| Fy)ds.
t t
Setting t = 0, we thus obtain
T
D.(0,T) = D(0,T) + c/ e Q(F > 8)ds = D(0,T) + A(0,T),
0

where (recall that we write o instead of oy)

1n(v0/252) +as) ~ <v‘(/2>>25N (111(1}(0()7/\\//%) +;s> .

An integration by parts formula yields

Q(T>S)=N(

/OT e QT > s)ds = %(1 —e"TQ(r >T) + /OT e " dQ(T > s))

We assume, as usual, that Vo > ©(0), so that In(9(0)/Vp) < 0. Arguing in a similar way as in the
last part of the proof of Proposition 1.4.1 (specifically, using formula (1.13)), we obtain

/OT e dQ(T > 5) = — <v‘(/(3))6+fjv(1n(v(0)g%+ 502T>

0 oVT
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where
~ _ L o - - 5
vV=r—Kk—y——-0°, a=vo -,

2
and _
C =022+ 202r.
Although we have focused on the case when ¢ = 0, it is clear that the derivation of the general

formula for any ¢t < T hinges on basically the same arguments. We thus arrive at the following
result.

Proposition 1.4.2 Consider a defaultable bond with face value L, which pays continuously coupons
at a constant rate c. The price of such a bond equals D (t,T) = D(t,T) + A(t,T), where D(t,T)
is the value of a defaultable zero-coupon bond given by Proposition 1.4.1 and A(t,T) equals, on the
event {t < 7} = {t < 7},

At,T) = <

r

{1 — B(t,T) (N(k;l(Vt,T —1)) = RP*N (ko(V;, T — t)))
~ RN (u (Vi T — 1) = RiN (g2(Vi, T — t))},

where Ry = o(t)/Vy and

Vi/o(t)) + (T —t)
oVT —1t ’
In(o(t)/ Vi) + 5(T —t)

B (VT — 1) = 2

k2(W7T_t): T 1 ,
n(o t ~0'2 —
(VT — 1) = OOV - Co*(T 1)

Q
N

-1

Some authors apply the general result to the special case when the default triggering barrier is
assumed to be a constant level. In this special case, the coefficient v equals zero. Consequently,

v =v and _
C=0"2/v2 +202r = (.

Assume, in addition, that © > L, so that the firm’s insolvency at maturity 7" is excluded. For the
sake of the reader’s convenience, we state the following immediate corollary to Propositions 1.4.1
and 1.4.2.

Corollary 1.4.1 Let R, = v/V;. Assume that v =0 so that the barrier is constant, v="v. Ifv > L
then the price of a defaultable coupon bond equals, on the event {t < 7} = {t < T},

Do(t,T) = % + B(t.T) (L - ;) (N(k;l(Vt,T — 1)) — RZN (ko (Vi, T — t)))

+ (50— £) (RN (01 (Vi T = ) + BN (0%, T — 1)),

Let us mention that the valuation formula of Corollary 1.4.1 coincides with expression (3) in
Leland and Toft [117]. Letting the bond maturity 7 tend to infinity, we obtain the following
representation of the price of a consol bond (that is, a perpetual coupon bond with infinite maturity)

pn =it - (1= (2) ) (1)
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1.4.4 Optimal Capital Structure

Following Black and Cox [25], we present an analysis of the optimal capital structure of a firm. Let
us consider a firm that has an interest paying bonds outstanding. We assume that it is a consol
bond, which pays continuously coupon rate c. We postulate, in addition, that » > 0 and the payout
rate k is equal to zero.

The last condition can be given a financial interpretation as the restriction on the sale of assets,
as opposed to issuing of new equity. Equivalently, we may think about a situation in which the
stockholders will make payments to the firm to cover the interest payments. However, they have the
right to stop making payments at any time and either turn the firm over to the bondholders or pay
them a lump payment of ¢/r per unit of the bond’s notional amount.

Recall that we denote by E(V;) (D(V4), resp.) the value at time ¢ of the firm equity (debt, resp.),
hence the total value of the firm’s assets satisfies V;, = E(V;) + D(V,).

Black and Cox [25] argue that there is a critical level of the value of the firm, denoted as v*,
below which no more equity can be sold. The critical value v* will be chosen by stockholders, whose
aim is to minimize the value of the bonds (equivalently, to maximize the value of the equity). Let us
observe that v* is nothing else than a constant default barrier in the problem under consideration;
the optimal default time 7* thus equals

T =inf{t e Ry : Vs <0v*}.

To find the value of v*, let us first fix the bankruptcy level . The ODE for the pricing function
u™ = u* (V) of a consol bond takes the following form (recall that o = oy )

1
§V202u§’/ov +rVuy +c—ru™ =0,

subject to the lower boundary condition u*°(v) = min (9, ¢/r) and the upper boundary condition

lim uy? (V) =0.

— 00

For the last condition, observe that when the firm’s value grows to infinity, the possibility of default
becomes meaningless, so that the value of the defaultable consol bond tends to the value ¢/r of the
default-free consol bond. The general solution has the following form:

W (V)= S+ KV + KoV e,
T

where a = 2r/0? and K1, K, are some constants, to be determined from boundary conditions. We

find that K; = 0 and
Ky — vt — (e/r)o”, if v <c/r,
277 o, if v>¢/r,

== (2)) ()

It is in the interest of the stockholders to select the bankruptcy level in such a way that the value
of the debt, D(V;) = u>(V;), is minimized and thus the value of firm’s equity

or, equivalently,

B(V) = Vi = D(Ve) = Vi = (1 - @) = 7

is maximized. It is easy to check that the optimal level of the barrier does not depend on the current

value of the firm, and it equals
c « c

roa+1 :T+0'2/2.

*
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Given the optimal strategy of the stockholders, the price process of the firm’s debt (i.e., of a consol
bond) takes the form, on the event {7* > t},

c 1 c ot
DVy)=-—— | ———
(V2) r aVQ® (7’+02/2>
or, equivalently,
* c * * %
D*(Vi) = ;(1_%)"‘“ d»

(UYL (e
qti ‘/t 7‘/;05 T'+0'2/2 .

We end this section by mentioning that other important developments in the area of optimal
capital structure were presented in the papers by Leland [116], Leland and Toft [117], Christensen
et al. [50]. Chen and Kou [46] and Hilberink and Rogers [87] study analogous problems, but they
model the firm’s value as a diffusion process with jumps. This extension was aimed to eliminate an
undesirable feature of other models, in which the spread for corporate bonds converges to zero for
short maturities.

where

1.5 Extensions of the Black and Cox Model

The Black and Cox first-passage-time approach was later developed by, among others: Brennan and
Schwartz [32, 33] — an analysis of convertible bonds, Nielsen et al. [128] — a random barrier and
random interest rates, Leland [116], Leland and Toft [117] — a study of an optimal capital structure,
bankruptcy costs and tax benefits, Longstaff and Schwartz [119] — a constant barrier combined with
random interest rates, Fouque et al. [74, 75] — a stochastic volatility model and its extension to a
multi-name case.

In general, the default time can be given as
T=inf{t e Ry : Vi <wo(t)},

where v : Ry — R is an arbitrary function and the value of the firm V is modeled as a geometric
Brownian motion.

Moraux [125] proposes to model the default time as a Parisian stopping time. For a continuous
process V and a given t > 0, we first introduce the random variable g?(V'), representing the last
moment before ¢ when the process V was at a given level b, that is,

@ (V)=sup{0<s<t:V,=b}

The Parisian stopping time is the first time at which the process V is below the level b for a time
period of length greater or equal to a constant . Formally, the default time 7 is given by the formula

T=inf{t Ry : (t— g/ (V)< > a}.

In the case of the process V' governed by the Black-Scholes dynamics, it is possible to find the joint
probability distribution of (7,V;) by means of the Laplace transform. Another plausible choice for
the default time is the first moment when the process V' has spent more than a units of time below
a predetermined level, that is,

r=inf{teR, : AY > a},

where we denote A} = fg 1¢v, <py du. The probability distribution of this random time is related
to the so-called cumulative options.
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Campi and Sbuelz [43] assume that the default time is given by the first hitting time of 0 by the
CEV process and they study the difficult problem of pricing an equity default swap. More precisely,
they assume that the dynamics under Q of the firm’s value are

AV, = V,_ ((r — w)dt + oV, dW, — th),

where W is a Brownian motion and M the compensated martingale of a Poisson process (i.e.,
M; = Ny — At), and they set 7 = inf {¢t € Ry : V; < 0}. Put another way, Campi and Sbuelz [43]
define the default time by setting 7 = 77 A 7V, where 7V is the first jump of the Poisson process
and 77 is defined as 7% = inf {¢ € R, : X; < 0}, where in turn the process X obeys the following
SDE

dX; = X;_ ((r kAN dt+oX] th).

Using the well-known fact that the CEV process can be expressed in terms of a time-changed Bessel
process and results on the hitting time of 0 for a Bessel process of dimension smaller than 2, they
obtain closed from solutions.

Zhou [146] examines the case where the dynamics under Q of the firm are
AV, = Vi ((r = W) dt + o aW, + X, ),

where W is a standard Brownian motion and X is a compound Poisson process. Specifically, we set
X; = Zf\gl (eYi - 1), where N is a Poisson process with a constant intensity A, random variables Y;
are independent and have the Gaussian distribution N (a, b?). We also set v = exp(a+b2/2)—1, since
for this choice of v the process Ve~ is a martingale. Zhou [146] first studies Merton’s problem in
this framework. He also gives an approximation for the first passage time problem when the default
time is given as follows

T=inf{teR;: V4, < L}

1.5.1 Stochastic Interest Rates

In this section, we present a generalization of the Black and Cox valuation formula for a corporate
bond to the case of random interest rates. We assume that the underlying probability space (2, F,P),
endowed with the filtration F = (F;):cr, , supports the short-term interest rate process  and the
value process V. The dynamics under the martingale measure Q of the firm’s value and of the price
of a default-free zero-coupon bond B(¢t,T) are

AV = Vi((re — (1)) dt + o (t) dW;)

and
dB(t,T) = B(t,T)(ry dt + b(t,T) dWy)

respectively, where W is a d-dimensional standard Q-Brownian motion. Furthermore, % : [0,7] — R,
o :[0,7] — R and b(-,T) : [0,7] — R? are assumed to be bounded functions. The forward value
Fy(t,T) =V;/B(t,T) of the firm satisfies under the forward martingale measure Qr

dFy(t,T) = —k(t)Fy (t,T)dt + Fy (t,T)(c(t) — b(t,T)) dW/,

where the process W1 = W, — fg b(u,T)du, t € [0,T], is a d-dimensional Brownian motion under
Qr. We set, for any ¢ € [0,T],

Fi(t,T) = Fy(t,T)e™ 5 rwdw,

Then
dFy(t,T) = F§(t,T)(o(t) — b(t,T)) dW, .
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Furthermore, it is apparent that F{}(T,T) = Fy (T, T) = V. We consider the following modification
of the Black and Cox approach

X=L, Z, =0V, X=0Vr, =if{te€[0,T]:V, <u},
where 32, 81 € [0,1] are constants and the barrier v is given by the formula

Y KB(t,T)el ®wdu  for ¢ < T,
¢ L, for t="1T,

with the constant K satisfying 0 < K < L. Let us denote, for any ¢t < T,

T T
k(t,T) = /t k(u) du, 02(t,T) = /t lo(u) — b(u,T)|2du,

where | - | is the Euclidean norm in R?. For brevity, we write F; = F{(¢,T) and we denote
L
ne(t,T) = k(t,T) + 50 (t,T).

Proposition 1.5.1 The forward price Fp(t,T) = D(t,T)/B(t,T) of the defaultable bond equals,
for every t € [0,T] on the event {T > t},
L(N (hi(Fy,t,T)) = (Fo/K)e "N (hy(F, 1, 7)) )
+ B Fe "D (N (h(Fyt, T)) — N (ha(Fyt, T)))
+ 8K (N (hs(Fy,t,T)) — N (he(F3,t,T)))
+ B2 KT (Fy t,T) + BoFre "D J_(F 1, 1),

where
hi(Fy,t,T) = In (Ft/ﬁgt_Tng(t,T)’
Ba(Fy, Ty ) = 2InK — 1£1(£éFtT))+ n_(t, T)’
hs(Fit,T) = 2/ f*;f();rT?;— (1)
ha(Fit,T) = 2/ Zt()tJrTv; (t.7)
hs(Fyt,T) = 20K = h;;éFtT))Jr n: (1 T)
ho(Fit,T) — 2/ f;’t()t+TT;;(t, )

and where we write, for Fy >0 and t € [0, T,

T
Je(Fy,t,T) = / e"wT) gN

t

<ln(K/Ft) + K(t,T) + éaz(tw) _

o(t,u)

In the special case when k = 0, the formula of Proposition 1.5.1 covers as a special case the
valuation result established by Briys and de Varenne [40]. In some other recent studies of first
passage time models, in which the triggering barrier is assumed to be either a constant or an
unspecified stochastic process, typically no closed-form solution for the value of a corporate debt is
available and thus a numerical approach is required (see, for instance, Longstaff and Schwartz [119],
Nielsen et al. [128], or Sad-Requejo and Santa-Clara [136]).
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1.6 Random Barrier

In the case of the full information and the Brownian filtration, the first hitting time of a deterministic
barrier is a predictable stopping time. This is no longer the case when we deal with an incomplete
information (as, e.g., in Duffie and Lando [64]), or when an additional source of randomness is
present. We present here a formula for credit spreads arising in a special case of a totally inaccessible
time of default. For a more detailed study we refer to Babbs and Bielecki [8] and Giesecke [82]. As
we shall see, the method used here is in fact fairly close to the general method presented in Chapter
3. We now postulate that the barrier which triggers default is represented by a random variable n
defined on the underlying probability space. The default time 7 is given as 7 = inf {t € Ry : V; < n},
where V' is the value of the firm and, for simplicity, Vo = 1. Note that {t < 7} = {inf,<, V), > n}.
We shall denote by m"" the running minimum of the continuous process V, that is, m} = inf, <t Vi
With this notation, we have that {r > t} = {m}" > n}. Note that m" is manifestly a decreasing,
continuous process.

1.6.1 Independent Barrier

We assume that, under the risk-neutral probability @, a random variable  modeling the barrier is
independent of the value of the firm. We denote by F), the cumulative distribution function of 7,
that is, Fj,(2) = Q(n < z). We assume that F,, is a differentiable function and we denote by f, its
derivative (with f,(z) = 0 for z > Vj).

Lemma 1.6.1 Let us set F; = Q(7 < t|F;) and I'y = —In(1 — F}). Then

t 14
_ fﬁ(mu) 1%
Ft = /0 > dm

Fy(my))
Proof. If a random variable 7 is independent of F., then

Ft:Q(TSH}—t):Q(m¥§n|ft):1_Fn(my)~

The process m" is decreasing and thus I'; = —In F;,(m}"). We conclude that
t 14
Ft = —/ 7'][‘?7 (m?/) qu‘j,
0 FTI (mu )
as required. 0

Example 1.6.1 Let Vj = 1 and let  be a random variable uniformly distributed on the interval
[0,1]. Then manifestly I'; = —Inm,”. The computation of the expected value Eg(e''* f(Vr)) requires
the knowledge of the joint probability distribution of the pair (Vp, mY.).

We now postulate, in addition, that the value process V is modeled by a geometric Brownian
motion with a drift. Specifically, we set V; = eXt, where X; = ut + cW;. It is clear that 7 =
inf {t € R : m¥ <}, where ¢ = Inn and m* is the running minimum of the process X, that is,
mi¥ =inf { X, : 0 < s <t}. We choose the Brownian filtration as the reference filtration, that is,
we set F = FW. This means that we assume that the value of the firm process V (hence also the
process X ) is perfectly observed. The barrier ¢ is not observed, however. We only postulate that an
investor can observe the occurrence of the default time. In other words, he can observe the process
Hy =150y = 1p,,x<y). We denote by H the natural filtration of the process H. The information
available to the investor is thus represented by the joint filtration G = F v H.

We also assume that the default time 7 and interest rates are independent under Q. It is then
possible to establish the following result (for the proof, the interested reader is referred to Giesecke
[82] or Babbs and Bielecki [8]).
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Proposition 1.6.1 Under the assumptions stated above, we deal with a unit corporate bond with
zero recovery. Then the credit spread S(t,T) is given as, for every t € [0,T7,

1 T fu(my
S(t,T):—]l{KT}ﬁ lnEQ{exp( FMdmf) ‘}}}.

t

Note that the process m~ is decreasing, so that the stochastic integral with respect to this process
can be interpreted as a pathwise Stieltjes integral. In Chapter 3, we will examine the notion of a
hazard process of a random time with respect to a reference filtration F. It is thus worth mentioning
that for the default time 7 defined above, the F-hazard process I" exists and it is given by the formula

t
)

m

I, = o
! 0 F,p(mff)

Since this process is manifestly continuous, the default time 7 is in fact a totally inaccessible stopping
time with respect to the filtration G.



Chapter 2

Hazard Function Approach

In this chapter, we provide a detailed analysis of the relatively simple case of the reduced-form
methodology, when the flow of information available to an agent reduces to the observations of
the random time representing the default event of some credit name. The emphasis is put on the
evaluation of conditional expectations with respect to the filtration generated by a default time with
the use of the hazard function. We also study hedging strategies based on credit default swaps in
a single name setup and in the case of several credit names. We conclude this chapter by dealing
with examples of copula-based credit risk models with several default times.

2.1 Elementary Market Model

We begin with the simple case where risk-free zero-coupon bonds, driven by a deterministic short-
term interest rate (r(t), t € R.), are the only traded assets in the default-free market model. Recall
that in that case the price at time t of the risk-free zero-coupon bond with maturity T equals

T

B(t,T) = exp ( —/t r(u) du) = BT’
t

where B(t) = exp (/ r(u) du) is the value at time ¢ of the savings account.
0

Definition 2.1.1 A default time 7 is assumed to be an arbitrary positive random variable defined
on some underlying probability space (€2, G, Q).

Let F be the cumulative distribution function of a random variable 7 so that

F(t) = Q(r < 1) = / £(u) du,

where the second equality holds provided that the distribution of the random time 7 admits the
probability density function f.

Tt is assumed throughout that the inequality F'(t) < 1 holds for every ¢t € Ry. Otherwise, there
would exist a finite date to for which F'(tp) = 1, so that the default event would occur either before
or at ty with probability 1.

We emphasize that the random payoff of the form 1;7.;y cannot be perfectly hedged with
deterministic zero-coupon bonds, which are the only traded primary assets in our elementary market
model. To hedge the default risk, we shall later postulate that some defaultable assets are traded,
e.g., a defaultable zero-coupon bond or a credit default swap. In the first step, we will postulate that

35
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the “fair value” of a defaultable asset is given by the risk-neutral valuation formula with respect to
Q. Let us note in this regard that in practice, the risk-neutral distribution of default time is implied
from market quotes of traded defaultable assets, rather than postulated a priori.

2.1.1 Hazard Function and Hazard Rate

Recall the standing assumption that F'(¢) < 1 for every t € Ry.

Definition 2.1.2 The hazard function ' : Ry — R of 7 is given by the formula, for every ¢t € Ry,
I'(t) = —In(1 — F(t)).

Note that I' is a non-decreasing function with the initial value I'(0) = 0 and with the limit
limy_, 4o ['(t) = +00. The following elementary result is easy to prove.

Lemma 2.1.1 If the cumulative distribution function F is absolutely continuous with respect to
the Lebesgue measure, so that F(t) = fg f(u)du where f is the probability density function of T,

then the hazard function T' is absolutely continuous as well. Specifically, T'(t) = fgW(U) du where
v(t) = f(t)(1 = F(t))~! for every t € R,.

The function + is called the hazard rate or the intensity function of default time 7. When 7
admits the hazard rate v, we have that, for every t € R,

Qr > =1-F(t) =" —exp (- /Ot Y(u) du).

The interpretation of the hazard rate is that it represents the conditional probability of the occurrence
of default in a small time interval [¢,t + dt], given that default has not occurred by time ¢. More
formally, for almost every t € R,

1
= lim — < .
~(¥) flllg%)h@(t<T_t+h‘T>t)

Remark 2.1.1 Let 7 be the moment of the first jump of an inhomogeneous Poisson process with
a deterministic intensity (A(t), ¢ € R4). It is then well known that the probability density function

of T equals
f(t) = w = A(t) exp (_/0 Au) du) = A(t)e MO,

where A(t) = fg Mu)du and thus F(t) = Q(r < t) = 1 — e *®. The hazard function I' is thus
equal to the compensator of the Poisson process, that is, I'(t) = A(t) for every ¢t € R;. In other
words, the compensated Poisson process N; — I'(t) = N; — A(t) is a martingale with respect to the
filtration generated by the Poisson process N.

Conversely, if 7 is a random time with the probability density function f, setting A(t) = —In(1—
F(t)) allows us to interpret 7 as the moment of the first jump of an inhomogeneous Poisson process
with the intensity function equal to the derivative of A.

Remark 2.1.2 It is not difficult to generalize the study presented in what follows to the case where
7 does not admit a density, by dealing with the right-continuous version of the cumulative function.
The case where 7 is bounded can also be studied along the same method.
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2.1.2 Defaultable Bond with Recovery at Maturity

We denote by H = (H;, t € Ry) the right-continuous increasing process H; = 1y;>,}, referred to
as the default indicator process. Let H stand for the natural filtration of the process H. It is clear
that the filtration H is the smallest filtration which makes 7 a stopping time. More explicitly, for
any t € Ry, the o-field H; is generated by the events {s > 7} for s < t. The key observation is that
any H;-measurable random variable X has the form

X = h(T)]l{tZT} + C]l{t<7'}7

where h : Ry — R is a Borel measurable function and c is a constant.

Remark 2.1.3 It is worth mentioning that if the cumulative distribution function F' is continuous
then 7 is known to be a totally inaccessible stopping time with respect to H (see, e.g., Dellacherie
[57] or Dellacherie and Meyer [60], Page 107). We will not use this important property explicitly,
however.

Our next goal is to derive some useful valuation formulae for defaultable bonds with differing
recovery schemes.

For the sake of simplicity, we will first assume that a bond is represented by a single payoff at its
maturity 7. Therefore, it is possible to value a bond as a European contingent claim X maturing
at T, by applying the standard risk-neutral valuation formula

m(X) = B(t)Eq (B‘?T) ’Ht> = B(t,T)Eq(X | Hy).

For the ease of notation, we will consider, without loss of generality, a defaultable bond with the
face value L = 1.

Constant Recovery at Maturity

A defaultable (or corporate) zero-coupon bond (a DZC) with maturity T, unit par value, and recovery
value § paid at maturity, consists of:

e the payment of one monetary unit at time 7" if default has not occurred before T, i.e., if 7 > T,

e the payment of § monetary units, made at maturity, if 7 < T, where § € [0, 1] is a constant.

The price at time 0 of the defaultable zero-coupon bond is formally defined as the expectation
under Q of the discounted payoff, so that

D(s (Oa T) = B(07 T) E@ (1{T<‘r} + 6]1{T§T}> .

Consequently,
D°(0,T) = B(0,T) — (1 — §)B(0, T)F(T).

The value of the defaultable zero-coupon bond is thus equal to the value of the default-free
zero-coupon bond minus the discounted value of the expected loss computed under the risk-neutral
probability. Of course, for 6 = 1 we recover, as expected, the price of a default-free zero-coupon
bond.

Obviously, the price defined above is not a hedging price, since the payoff at maturity of the
defaultable bond cannot be replicated by trading in primary assets; recall that only default-free
zero-coupon bonds are traded in the present setup. Therefore, we deal with an incomplete market
model and the risk-neutral pricing formula for the defaultable zero-coupon bond is thus postulated,
rather than derived from replication.
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The value of the bond at any date t € [0, 7] depends whether or not default has happened before
this time.

On the one hand, if default has occurred before or at time ¢, the constant payment of § will be
made at maturity date 7" and thus the price of the DZC is obviously dB(t,T').

On the other hand, if default has not yet occurred before or at time ¢, the date of its occurrence
is uncertain. It is thus natural in this situation to define the ez-dividend price D?(t,T) at time
t € [0, T of the DZC maturing at T" as the conditional expectation under Q of the discounted payoff

B(ta T) (IL{T<T} + 51{7’§T}) (21)

given the information, which is available at time ¢, that is, given the no-default event {7 > t¢}.

In view of specification (2.1) of the bond’s payoff, we thus obtain
D°(t,T) = 1= 0B(t,T) + Lgyary D° (1, T),
where the pre-default value 55(t, T), t € [0,T], is defined as
D°(t,T) = Eq(B(t,T) (Lyr<ry + 0l (rery) |t < 7).
To compute D?(¢,T), we observe that
DY(t,T) = B(t,T) (1 —(1-0Qr<T|t< T))

Q(t<T§T))
Qt <)

= B(t,T) (1 —(1- 5)%)6;(5(:”) , (2.2)

= B(t,T) (1 —(1-14)

where we denote G(t) =1 — F(t). Let us define, for every ¢t € [0, T,

G(T) g
BY(t,T)=B(t,T)—= = — du ).
(1) = B T) G = exv (= [ () +9(w) )
Then pre-default value of the bond can be represented as follows
DO(t,T) = BY(t,T) + §(B(t,T) — B'(t,T)).

In particular, for 6 = 0, that is, for the case of the bond with zero recovery, we obtain the equality
DU(t,T) = B(t,T), and thus the price D°(t,T) satisfies

DY(t,T) = 1oy DO(t,T) = L,y BV (2, T).

It is worth noting that the value of the DZC is discontinuous at default time 7, since we have,
on the event {7 < T},

D*(r,T) — D*(r—,T) = 6B(r,T) — D°(r,T) = (6 — 1)B(t,T) < 0,
where the last inequality holds for any § < 1. Recall that for § = 1 the DZC is simply a default-free

zero-coupon bond.

For practical purposes, equality (2.2) can be rewritten as follows
D%(t,T) = B(t,T)(1 — LGD x DP),

where the loss given default (LGD) is defined as 1 — ¢ and the conditional default probability (DP)
is given by the formula
Qit<t<T)

DP = Qt<7)

=Q(r<TI|t<T).
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If the hazard rate v > 0 is constant then the pre-default credit spread equals

- 1 _ BtT) 1 T
S(t,T)_T_tlnﬁd(th)_fy T_tln(1—|—5(e 1)).

It is thus easily seen that the pre-default credit spread converges to the constant (1 —¢) when time
to maturity T — ¢ tends to zero. It is thus strictly positive when v > 0 and 0 < § < 1.

Recall that for 6 = 0, the equality lNDO(t, T) = B7(t,T) is valid. Hence the short-term interest rate
has simply to be adjusted by adding the credit spread (equal here to v) in order to price DZCs with
zero recovery using the formula for default-free bonds. The default-risk-adjusted interest rate equals
7 =r 4~ and thus it is higher than the risk-free interest rate r if + is positive. This corresponds to
the real-life feature that the value of a DZC with zero recovery is strictly smaller than the value of a
default-free zero-coupon with the same par value and maturity provided, of course, that the real-life
probability of default event during the bond’s lifetime is positive.

General Recovery at Maturity

Let us now assume that the payment is a deterministic function of the default time, denoted as
0 : Ry — R. Then the value at time 0 of this defaultable zero-coupon is

D°(0,T) = B(0,T)Eq(1{r<r} + (7)1 - <1})
or, more explicitly,
T
D%(0,T) = BO,T)(G(T) + / 5(s)(s) ds
0

where, as before, G(t) = 1 — F(¢) stands for the survival probability. More generally, the ex-dividend
price is given by the formula, for every ¢ € [0, T7,

D°(t,T) = B(t,T)Eq(Lir<ry + 6(T)L{r<ry | He).
The following result furnishes an explicit representation for the bond’s price in the present setup.
Lemma 2.1.2 The price of the bond satisfies, for every t € [0,T],
D°(t,T) = L{ycry D°(t,T) + Ly, 6(7)B(t, T), (2.3)
where the pre-default value 55(t,T) equals
D°(t,T) = B(t,T) Eq(Lir<ry +8(7 n{TST} [t <)

= B(t, T)ﬂ + étgt?) d(u) f(u) du

G
- e+ 20 /5

= B'(t,T) + B'(t,T) / S(u)y(w)eld YW v gy,

The dynamics of the process (D°(t,T), t € [0,T)]) are
dD°(t,T) = (r(t) +~v(£))D°(t,T) dt — B(t, T)v(t)d(t) dt. (2.4)
__ The proof of the lemma is based on straightforward computations. To derive the dynamics of
DJ(t,T), it is useful to observe, in particular, that
dBY(t,T) = (r(t) +v(¢))B"(t,T) dt.

The risk-neutral dynamics of the discontinuous process D°(t,T) involve also the H-martingale M
introduced in Section 2.2 below (see Example 2.2.2).
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2.1.3 Defaultable Bond with Recovery at Default

Let us now consider a corporate bond with recovery at default. A holder of a defaultable zero-coupon
bond with maturity 7" is now entitled to:

e the payment of one monetary unit at time T if default has not yet occurred,

e the payment of §(7) monetary units, where 4 is a deterministic function; note that this payment
is made at time 7 if 7 < T

The price at time 0 of this defaultable zero-coupon bond is
D°(0,T) = Eq(B(0,T) Lp<ry + B(0,7)8(7)1(-<1})

= Q(T < 7)B(0,T) + / B(0,u)d(u) dF (u)

B(0,T) + /BOu ) F () du.

Obviously, if the default has occurred before time ¢, the value of the DZC is null (this was not the
case for the recovery payment made at the bond maturity), since, unless explicitly stated otherwise,
we adopt throughout the ex-dividend price convention for all assets.

Lemma 2.1.3 The price of the bond satisfies, for every t € [0,T],
DO(t,T) = 1y D°(t,T), (2.5)
where the pre-default value ﬁé(t,T) equals
D°(t,T) = Eq(B(t,T) Lir<ry + B(t,7)8(T)Lzery |t < T)

T
= B(t,T)(é(g)) + C;tt)/t B(t,u)d(u) dF(u)

T
— BT + % /t B(t, u)s(u) f(u) du
T
= BY(t,T) Jr/t B (u, T)6(u)y(u) du.
The dynamics the process (D°(t,T), t € [0,T]) are
dD°(t,T) = (r(t) + 7(t))D°(t, T) dt — 3(t)~(t) dt. (2.6)

As expected, the dynamics of the price process D°(t, T') will also include a jump with a negative
value occurring at time 7 (see Proposition 2.2.2).

Fractional Recovery of Par Value

Assume that a DZC pays a constant recovery § at default. The pre-default value of the bond is
here the same for the recovery at maturity scheme with the function §B~1(¢,T). This follows from
a simple reasoning, but it can also be deduced from the formulae established in Lemmas 2.1.2 and
2.1.3.

Fractional Recovery of Treasury Value

We now consider the recovery §(t) = 6B(t,T) at the moment of default. The pre-default value is in
this case the same as for a defaultable bond with a constant recovery ¢ at maturity date T. Once
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again, this property is also a consequence of Lemmas 2.1.2 and 2.1.3. Under this convention, we
obtain the following expressions for the pre-default value of the bond

~ T §B(t,T) [T
Dﬁ(t,T) — o S (r(w) v (w) du + GS(;>)/ ()G (u) du
t

T
= DO(t7T) +5B(t7T)/ ’y(u)e_ ftu ’Y('U) dv du.
t

Fractional Recovery of Market Value

Let us finally assume that the recovery at the moment of default equals 6(¢)D?(¢,T), where & is a
deterministic function. Equivalently, the recovery payoff is given as §(7)D?(7—,T). The dynamics

of the pre-default value Eé(t, T) are now given by (see Duffie and Singleton [66])
dD°(t,T) = (r(t) +~(t)(1 — &(t))) D°(¢, T) dt,

with the terminal condition D? (t,T) = 1, so that, for every ¢ € [0, T],

DY(t,T) = exp ( - /tTr(u) du — /tT () (1 = 6(w)) du).

2.2 Martingale Approach

We shall work under the standing assumption that F(t) = Q(7 < t) < 1 for every ¢ € R, but we
do not impose any further restrictions on the cumulative distribution function F' of a default time 7
under Q at this stage. In particular, we do not postulate, in general, that F' is a continuous function.

2.2.1 Conditional Expectations

We first give an elementary formula for the computation of the conditional expectation with respect
to the o-field H;, as presented, for instance, in Brémaud [30], Dellacherie [57, 58], or Elliott [69].

Lemma 2.2.1 For any Q-integrable and G-measurable random variable X we have that

Eqo(XT{<r})

Qt<7) (2.7)

LiieryEo(X | He) = Lit<ry

Proof. The conditional expectation Eq(X | H;) is, obviously, H;-measurable. Therefore, it can be
represented as follows
Eo(X [Hi) = M(7)Lisry + cliiary (2.8)

for some Borel measurable function h : R, — R and some constant c¢. By multiplying both members
by 1<,y and taking the expectation, we obtain

Eqo(L{i<r}Eq(X | Hy)) = Eo(X1{1<ry) = cQ(t < 1),

so that ¢ = (Q(t < 7)) 'Eq(X1{;<;}). By combining this equality with (2.8), we get the desired
result. O

Let us recall the notion of the hazard function (cf. Definition 2.1.2).

Definition 2.2.1 The hazard function I' of a default time 7 is defined by the formula I'(t) =
—1In(1 — F(t)) for every t € R;.
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Corollary 2.2.1 Assume that X is an He-measurable and Q-integrable random variable, so that
X = h(r) for some Borel measurable function h : Ry — R such that Eg|h(7)| < +o00. If the hazard
function T of T is continuous then

Eq(X | Hy) = Lirsryh(7) +11{t<7}/ h(u)et O~ qr(y). (2.9)
t
If, in addition, T admits the intensity function ~y then
o0 u
Eo(X |He) = Lo rph(7) + Lipary j/ h(u)y(u)e IEV@ @ gy,
t

In particular, we have, for any t < s,
Q(s < 7| Hi) = Lyp<rye” Jiaydv

and S
Q(t <T< S|Ht) = ]1{t<7'}(]~ 767-[1 A/('U)dv).

2.2.2 Martingales Associated with Default Time

We first consider the general case of a possibly discontinuous cumulative distribution function F' of
the default time 7.

Proposition 2.2.1 The process (M;, t € Ry) defined as

e aF(w)
S e = 210

is an H-martingale.

Proof. Let t < s. Then, on the one hand, we obtain

F(s) = F(t)

]EQ(HS — Hy ‘Ht) = ]]'{t<T}]EQ(]]‘{t<T§S} |Ht) = 1{t<7’} 1— F(t) ,

(2.11)

where the second equality follows from equality (2.7) with X = T,>.y.
On the other hand, by applying once again formula (2.7), we obtain

5o ([, TR ) < teBa ([ T )

B 1 dF(u)
= 11{t<‘r} Q(t < 7_) EQ </]t,s] ]l{ug-r} 1— F(u—))

B 1 w<r dF(u)
_]1{t<7'}@(t<7_) /]t7s] @( < ) 1—F(U—)

B 1 dF (u)
~lpngres /] ) e

1
ST /}H dF (u)

_q, Pl -F@)
U< TR ()

In view of (2.11), this proves the result. O
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Assume now that the cumulative distribution function F' is continuous. Then the process (M, t €
Ry), defined as
TAL
dF (u)
M; =H; — / —_—
' ' 0 1—F(u)
is an H-martingale.

Moreover, we have that

b dF(u) (1 _
/Oil—F(u)_ In(1 — F(t)) = T(t).

These observations yield the following corollary to Proposition 2.2.1.

Corollary 2.2.2 Assume that F (and thus also T') is a continuous function. Then the process
M, =H, —T({tAT), t € Ry, is an H-martingale.

In particular, if F' is an absolutely continuous function then the process

TAL t
M, = H; — / ~v(u) du = Hy — / y(u)(1 — Hy,) du (2.12)
0 0
is an H-martingale.

Remark 2.2.1 From Corollary 2.2.2, we obtain the Doob-Meyer decomposition of the submartin-
gale H as Hy = M; +T'(t A 7). The predictable increasing process A; = I'(t A 7) is called the
compensator (or the dual predictable projection) of increasing and H-adapted process H.

Example 2.2.1 In the case where N is an inhomogeneous Poisson process with deterministic inten-
sity A and 7 is the moment of the first jump of N, let H; = Nya,. It is well known that Nt—fot AMu) du
is a martingale with respect to the natural filtration of N. Therefore, the process stopped at time 7

. . . tAT . . .
is also a martingale, i.e., H; — [;" A(u) du is a martingale. Furthermore, we have seen in Remark

2.1.1 that we can reduce our attention to this case, since any random time in the present setup can
be viewed as the moment of the first jump of an inhomogeneous Poisson process.

We are in a position to derive the dynamics of a defaultable zero-coupon bond with recovery
0(7) paid at default. We will use the property that the process M is an H-martingale under the
risk-neutral probability Q. For convenience, we shall work under the assumption that 7 admits the
hazard rate v. We emphasize that we are working here under a risk-neutral probability. In the
sequel, we shall see how to compute the risk-neutral default intensity from the historical one, using
a suitable Radon-Nikodym density process.

Proposition 2.2.2 Assume that 7 admits the hazard rate v. Then the risk-neutral dynamics of a
DZC with recovery 0(1) paid at default, where 6 : Ry — R is a Borel measurable function, are

dD(t,T) = (r(t)D°(t, T) — 8(t)y(t)(1 — Hy)) dt — D°(¢, T) dM,
where the H-martingale M is given by (2.12).
Proof. Combining the equality (cf. (2.5))
DO(t,T) = 1oy D°(t,T) = (1 — H,)D°(t,T)
with dynamics (2.6) of the pre-default value D?(¢,T), we obtain
dD°(t,T) = (1 — Hy)dD°(t,T) — D°(t,T) dH,
= (1= Hy) (r(t) + () D&, T) = 8(e)y(1)) dt — D(¢,T) dH,
= (r()D°(t,T) — 6(t)y(t)(1 — Hy)) dt — D°(¢, T) dMs,

as required. O
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Example 2.2.2 Assume that 7 admits the hazard rate v. By combining the pricing formula (2.3)
with the pre-default dynamics (2.4), it is possible to show that the risk-neutral dynamics of the price
D?(t,T) of a DZC with recovery §(7) paid at maturity are

dD?(t,T) = r(t)D°(t, T) dt + (8(t)B(t,T) — D°(t,T)) d M. (2.13)

From the last formula, one may also derive the integral representation of the H-martingale B(0,t)D?(t, T)
for ¢ € [0, T[, which gives the discounted price of the bond, in terms of the H-martingale M associated
with 7 (see also Proposition 2.2.6 in this regard).

The foregoing results furnish a few more examples of H-martingales.

Proposition 2.2.3 The process (L, t € Ry), given by the formula
Ly =Tgenet™ = (1 - Hy)e™™, (2.14)

is an H-martingale. If the hazard function T' is continuous then the process L satisfies
Li=1- / L. dM,, (2.15)
10,¢]
where the H-martingale M is given by the formula My = Hy — T'(t A 7).

Proof. We will first show that L is an H-martingale. We have that, for any t > s,
Eq(Li | Hs) = "W Eq(Lyary [ H,).
From (2.7), we obtain

1— F(t) -
EQ(]I{t<T} |Hs) = 1{s<r}m = ]1{s<'r}€r( )=,

Hence
EQ(Lt ‘Hs) = ]l{s<'r}er(s) = L.

To establish (2.15), it suffices to note that Ly = 1 and to apply the integration by parts formula
for the product of two functions of finite variation. Recall also that IT" is continuous. We thus obtain

dL; = —e" D dH, 4+ (1 — Hy)e"® dr(t) = —e™® d;
= 1< e"WdM, = —L,_ dM,.

Alternatively, it is possible to show directly that the process L given by (2.14) is the Doléans
exponential of M, that is, that L is the unique solution of the SDE

st = —Lt, th, L(] = 1

Note that this SDE can be solved pathwise, since M is manifestly a process of finite variation (see
Section A.4 for more details). O

Proposition 2.2.4 Assume that the hazard function I' is continuous. Let h : Ry — R be a Borel
measurable function such that the random variable h(T) is Q-integrable. Then the process (M}, t €
Ry), given by the formula

M} =1y5yh(7) —/O Th(u) dT(u), (2.16)

is an H-martingale. Moreover, for every t € R,

Mt“:/ h(u) dM, = —/ e YWh(u) dL,. (2.17)
10,t] 10,¢]
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Proof. The proof given below provides an alternative proof of Corollary 2.2.2. We wish to establish,
through direct calculations, the martingale property of the process M" given by formula (2.16). On
the one hand, formula (2.9) in Corollary 2.2.1 yields

Eq(M7)L{rcr<sy | He) = ]l{t<‘r}er(t) / h(u)e T dr (u).
¢

On the other hand, we note that

SAT

J = ]E@(/ h(u) dl“(ﬂ)) = Eo(h(1)Lt<r<sy + h(8)Lgscry | He),
tAT
where we write h(s) = J h(u) d'(u). Consequently, using again (2.9), we obtain

J = ]l{t<7}er(t)</ h(u)e "™ dr (u) + efr(s)iz(s)).
t
To conclude the proof, it is enough to observe that the Fubini theorem yields
/ T / h(v) dT(v) dT(w) + e~TOh(s)
¢ S ! S S
= / h(u)/ e P dr (v) dl (u) + e T / h(u) dT ()
t u t
= / h(u)e™ ™ dT (u),
t
as required. The proof of formula (2.17) is left to the reader. O

Corollary 2.2.3 Assume that the hazard function T' of T is continuous. Let h : Ry — R be a
Borel measurable function such that the random variable eM7) is Q-integrable. Then the process
(M}, t € Ry), given by the formula

tAT

M} = exp (Lysryh(1)) — / ("™ — 1) dD(u),
0

is an H-martingale.

Proof. Tt suffices to observe that
exp (Lesryh(7)) = Doy + Lery = Loy ("7 — 1) + 1,

and to apply Proposition 2.2.4 to the function e — 1. O

Proposition 2.2.5 Assume that the hazard function I' of T is continuous. Let h : Ry — R be a
Borel measurable function such that h > —1 and, for everyt € Ry,

t
/ h(u) dU(u) < +oo.
0

Then the process (]\//Eh, t € Ry), given by the formula

]\Zh = (14 Lysryh(7)) exp ( — /OMT h(u) dl"(u)),

is a non-negative H-martingale.
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Proof. We start by noting that

—

M= exp(—/o(l—Hu)h(u)dF(u)>

+Lsnhr)en (= [ (0= HMw )

exp ( - /ot(1 — Hy)h(u) dr(u))
+/]0 , h(w) exp(— /Ou(1 — H,)h(s) dF(s)) dH,,.

Using Itd’s formula, we thus obtain
dM} = exp ( —/0 (1= Hy)h(u) dU(w) ) (h(t) dH, — (1 = Hy)h(t) dT(1))
— h(t) exp ( 7/0 (1 — Hu)h(u) dr(u)) dM,.

This shows that M" is a non-negative local H-martingale and thus a supermartingale. It can be
checked directly that Eq(M]') = 1 for every t € R,. Hence the process M" is indeed an H-
martingale. ([l

2.2.3 Predictable Representation Theorem

In this subsection, we assume that the hazard function I" is continuous, so that the process M; =
H; —T(t A7) is an H-martingale. The next result shows that the martingale M has the predictable
representation property for the filtration H generated by the default process. Let us observe that
this filtration is also generated by the martingale M.

Proposition 2.2.6 Let h : R — R be a Borel measurable function such that the random variable
h(7) is integrable under Q. Then the martingale M} = Eq(h(7) | H:) admits the representation

M= M+ /] () =) a0, (2.18)

where
o) = g | 1) AP (@) = O Bo(h(r) <) = Ea(h(r) | < 7).

Moreover, g is a continuous function and g(t) = M]* on {t < T}, so that

M} = M} +/ (h(u) — M) dM,.
10,¢]

Proof. From Lemma 2.2.1, we obtain

Eq(h(m)L{t<r})
Qt<7)

= h’(T)]]-{tZT} + ]l{t<.,-}er(t) EQ(h(T)]l{t<T}).

Mth = h(T)]l{tZT} + ]l{t<‘r}

We first consider the event {t < 7}. On this event, we clearly have that M/* = g(t). The integration
by parts formula yields

M} = g(t) = "V Eq(A(T)Lj1<ry) = €V ~/t ) ()
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— U w) — ! eF(u) " " ! e—F(u) u 6l—‘(u)
/0 h(u) dF (u) /O h()df()+/0 g(u)d
= u) dF (u) — teF(“) u u) + t u u).

/0 h(u) dF (u) /0 h(w) dF(u) /Og( ) dl(u)

On the other hand, the right-hand side of (2.18) yields, on the event {t < 7},
t
Bq(h(r)) = [ (h(w) = g(w) ara)
oo t t
_ / h(u) dF (u) — / PO () dF (u) + / o) dT(w),
0 0 0
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where we used the equality dI'(u) = e () dF(u). Hence equality (2.18) is established on the event

{t <7}

To prove that (2.18) holds on the event {t > 7} as well, it suffices to note that the process M"
and the process given by the right-hand side of (2.18) are constant on this event (that is, they are

stopped at 7) and the jump at time 7 of both processes are identical.

Specifically, on the event {t > 7} we have that
AMPM = MM — MM = n(r) - g(7).

This completes the proof.

]

Assume that the default time 7 admits the intensity function . Then an alternative derivation

of (2.18) consists in computing the conditional expectation
M = Bo(h(r)| M) = h(r) L) + Lien e [ hw)dF ()
t

— [ hwdH, + (1 — H)e"® / h(u) dF (u)
](],t] t

0,t

Noting that
dF(t) = e T dr(t) = e T (1) dt,

we obtain

dg(t) = Eq(h(7)Lj<ry) de™ — e On(t)e Oy (t) dt = (g(t) — h(t))(t) dt.

Consequently, the It6 formula yields
dM{ = (h(t) — g(t)) dH; + (1 — Hy)(g(t) — h(1))y(t) dt = (h(t) — g(t)) dM,

since, obviously,
dM; = dH; — v(t)(1 — Hy) dt.

The following corollary to Proposition 2.2.6 emphasizes the role of the basic martingale M.

Corollary 2.2.4 Any H-martingale (X, t € Ry) can be represented as Xy = Xo + f]o 4 (s dMy,

where (G, t € Ry) is an H-predictable process.

Remark 2.2.2 Assume that the hazard function I' is right-continuous. One may establish the

following formula

Eq(h(7) | H:) = Eq(h(7)) — / AT (g(w) — h(w)) dM,,

10,tAT]

where AT'(u) = I'(u) — I'(u—) and ¢ is defined in Proposition 2.2.6.
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2.2.4 Girsanov’s Theorem

Let 7 be a non-negative random variable on a probability space (2,G,Q). We denote by F the
cumulative distribution function of 7 under Q. It is assumed throughout that F(t) < 1 for every
t € R4, so that the hazard function I' of 7 under Q is well defined.

Let P be an arbitrary probability measure on (2, Hoo ), which is absolutely continuous with respect
to Q. Let n stand for the H,,-measurable Radon-Nikodym density of P with respect to Q

dP

7= 0 h(r) >0, Q-as., (2.19)
where h : Ry — R, is a Borel measurable function satisfying
Eg(h(r)) = / h(u)dF(u) = 1. (2.20)
[0,00]

The probability measure P is equivalent to Q if and only if the inequality in formula (2.19) is strict,
Q-a.s.

Let I be the cumulative distribution function of 7 under P, that is,
F(t):=P(r<t)= / h(u) dF (u).
[0,t]

We assume ﬁ(t) < 1 for any ¢t € Ry or, equivalently, that

P(r>t)=1-F(t) = /ﬁ [h(u) dF(u) > 0. (2.21)

Therefore, the hazard function T of 7 under P is well defined (of course, this property always holds
if P is equivalent to Q).

Put another way, we assume that

9(t) = " WEg (L ryh(7)) = ) / h(u)dF(u) = "D P(r > 1) > 0.

1t,00[

Our first goal is to examine the relationship between the hazard functions I'(t) = —In(1 — F(t))
and I'(t) = —In(1 — F(¢)). The first result is an immediate consequence of the definition of the
hazard function.

Lemma 2.2.2 We have, for every t € Ry,

T'(t) ln(f]t,oo[h(U)dF(u))

Tt In(1 — F(t))

From now on, we assume, in addition, that F' is a continuous function. The following result can
be seen as an elementary counterpart of the celebrated Girsanov theorem for a Brownian motion.

Lemma 2.2.3 Assume that the cumulative distribution function F of T under Q is continuous.
Then the cumulative distribution function F' of T under P is continuous and we have that, for every
teRy,

Tt) = /O h(w) 0 (w),

where the function h : Ry — R, is given by the formula ﬁ(t) = h(t)/g(t). Hence the process
(My, t € Ry), which is given by the formula

J\Z;:Ht_/o Tﬁ(u)dr(u)th—/O T(ﬁ(u)—mdr(u),

is an H-martingale under P.
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Proof. Indeed, if F (and thus F) is continuous, we obtain

©o dR() (- eTWg()  g(t)dr(r) — dg(t)
1-F@) e TOg) g(t)

where we used the following, easy to check, equalities 1 — ﬁ(t) = e TWg(t) and dg(t) = (g(t) —
h(t)) dL'(t). O

Remark 2.2.3 Since I is the hazard function of 7 under P, we necessarily have
lim L(t) = / h(t) dr(t) = +oc. (2.22)

Conversely, if a continuous function I' is the hazard function of 7 under Q and h Ry — Ry isa
Borel measurable function such that, for every t € R,

L(t) := /O tﬁ(u) dl(u) < +o0 (2.23)

and (2.22) holds, then it is possible to find a probability measure P absolutely continuous with
respect to Q such that I" is the hazard function of 7 under P (see Remark 2.2.4).

In the special case when F' is an absolutely continuous function, so that the intensity function ~y
of 7 under Q is well defined, the cumulative distribution function F' of 7 under P equals

F(t) = / () (u) du,

so that F is an absolutely continuous function as well. Therefore, the intensity function 7 of 7 under
P exists and it is given by the formula

h(t)f(#) h(t) £ (1)

70 =7 “F() 1 f7 h(u)f(u) du’

From Lemma 2.2.3, it follows that 7(t) = ﬁ(t)’y(t). To re-derive this result, observe that

h(®)f () h(®) f(t) h(t)f(?) h(t) f(t)

TR T T ke [ R G d 000

=) s = B ),

Let us now examine the Radon-Nikodym density process (1, t € Ry ), which is given by the formula
dP
= — = E .
M a0 My o(n | He)

Proposition 2.2.7 Assume that F is a continuous function and let £ stand for the Doléans expo-
nential (see Section A.4). Then

=1+ / N (h(u) — 1) dM, (2.24)
10,1

or, equivalently,

e = St(/]o,.](ﬁ(u) . 1)dMu). (2.25)
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Proof. Note that 7, = MJ' where M} = Eq(h(7)|H,). Using Proposition 2.2.6 and noting that
no = ME =1, we thus obtain (cf. (2.18))

=0+ /]O’ﬂm(u) () dM, =1+ /]o,t](h(“) ) dM,

= 1+/ T (h(u) — 1) dM,,.
10,1

Formula (2.25) follows from the definition of the Doléans exponential. O

It is worth noting that
1= Lsrph(0) + ey [ ()T 0w,
t

but also (this can be deduced from (2.24))

= (1 + ]l{tzT}H(T)) exp ( — /OMT K(u) dF(u)),

where we write x = h — 1. Since & is a non-negative function, it is clear that the inequality x > —1
holds.

Remark 2.2.4 Let k be any Borel measurable function k > —1 (k > —1, respectively) such that
the inequality fg k(u) dI'(u) < 400 holds for every t € R;. Then, by virtue of Proposition 2.2.5, the

process
ny =& (/ K(u) dMu)
]07 ]

follows a non-negative (positive, respectively) H-martingale under Q. If, in addition, we have that

/000(1 + k(u)) dl'(u) = 400

then 0y = Eq(n% | Hi), where 0%, = lim; . 1. In that case, we may define a probability measure

P on (9, Hso) by setting dP = 5% dQ. The hazard function T' of 7 under P satisfies dI'(t) =
(14 &(t))dT(t). Note also that in terms of x, we have (cf. Theorem 3.4.1)

M, == M, — /O ’ k(u) dl'(u) = Hy — /O T(l + k(u)) dT(u).

2.2.5 Range of Arbitrage Prices

In order to study the model completeness, we first need to specify the class of primary traded
assets. In our elementary model, the primary traded assets are risk-free zero-coupon bonds with
deterministic prices and thus there exists infinitely many equivalent martingale measures (EMMs).
Indeed, the discounted asset prices are constant and thus the class Q of all EMMs coincide with the
set of all probability measures equivalent to the historical probability. Let us assume that under
the historical probability the default time is an unbounded random variable with a strictly positive
probability density function. For any Q € Q, we denote by Fg the cumulative distribution function
of 7 under Q, that is,

T
Fot)=Q(r <t) = /0 fo(u) du.

The range of prices is defined as the set of all potential prices that do not induce arbitrage oppor-
tunities. For instance, in the case of a DZC with a constant recovery 6 € [0, 1] paid at maturity, the
range of arbitrage prices is equal to the set

{B(O7T) EQ(]]‘{T<T} + 6]1{7—§T})7 Q S Q}

It is easy to check that this set is exactly the open interval |6 B(0,T), B(0,T)[. Let us note that this
range of arbitrage (or viable) prices is manifestly too wide to be useful for practical purposes.
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2.2.6 Implied Risk-Neutral Default Intensity

The absence of arbitrage opportunities in a financial model is commonly interpreted in terms of the
existence of an EMM. If defaultable zero-coupon bonds (DZCs) issued by a given firm are traded,
their prices are observed in the bond market. Therefore, the equivalent martingale measure Q, to
be used for pricing purposes for other credit derivatives with the same reference credit name, is in
some sense selected by the market, rather than arbitrarily postulated. To support this claim, we
will show that it is possible to derive the cumulative distribution function of 7 under an implied
martingale measure QQ from market quotes for default-free and defaultable zero-coupon bonds, that
is, from observed Treasury and corporate yield curves.

It is important to stress that, in the present setup, no specific relationship between the risk-
neutral default intensity and the historical one is expected to hold, in general. In particular, the
risk-neutral default intensity can be either higher or lower than the historical one. The historical
default intensity can be deduced from observation of default times for a cohort of credit names,
whereas the risk-neutral one is obtained from prices of traded defaultable claims for a given credit
name.

Zero Recovery

If a defaultable zero-coupon bond with zero recovery and maturity 7 is traded at some price D(¢,T)
belonging to the interval 0, B(t, T')[ then the process B(0,¢)D°(¢,T) is a martingale under a risk-
neutral probability Q. We do not postulate that the market model is complete, so we do not claim
that an equivalent martingale measure is unique. The following equalities are thus valid under some
martingale measure Q € Q

B(O’t)DO(th) = EQ(B(Oa T)]I{T<T} ‘Ht)

T
= B(0,T)1 <y exp ( _/ 2@ (u) du>7
t

where 79 (u) = fo(u)(1 — Fg(u))~*. Note that the knowledge of the intensity 9 is manifestly
sufficient for a computation of the implied cumulative distribution function Fy.

Let us now consider ¢t = 0. It is easily seen that if for any maturity date T the price D°(0,T')
belongs to the range of viable prices ]0, B(0,T)[ then the function v is strictly positive and the
converse implication holds as well. Assuming that prices D°(0,7'), T > 0, are observed, the function
7@ that satisfies, for every T > 0,

D°(0,T) = B(0,T) exp ( - /OT 79 (u) du)

is the implied risk-neutral default intensity, that is, the unique Q-intensity of 7 that is consistent

with the market data for DZCs. More precisely, the value of the integral fOT 7v?(u) du is known for
any T > 0 as soon as defaultable zero-coupon bonds with all maturities are traded at time 0.

The unique risk-neutral intensity can be formally obtained from the market quotes for DZCs by
differentiation with respect to maturity date T, specifically,

r(t) + 49 (t) = =0r In D°(0,T) | 17—

Of course, the last formula is valid provided that the partial derivative in the right-hand side of this
formula is well defined.
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Recovery at Maturity

Assume that the prices of DZCs with different maturities and fixed recovery § at maturity, are
known. Then we deduce from (2.1.2)

(0,T7) — D°(0,T)
B(0,T)(1 - 6)

Fo(T) = b

Hence the probability distribution of 7 under the EMM implied by the market quotes of DZCs is
uniquely determined. However, as observed by Hull and White [89], extracting risk-neutral default
probabilities from bond prices is in practice more complicated, since most corporate bonds are
coupon-bearing bonds, rather than zero-coupons.

Recovery at Default
In this case, the cumulative distribution function can also be obtained by differentiation of the
defaultable zero-coupon curve with respect to the maturity. Indeed, denoting by drD?(0,T) the

derivative of the value of the DZC at time 0 with respect to the maturity and assuming that
G =1 — F is differentiable, we obtain from (2.5)

9rD(0,T) = g(T)B(0, T) — G(T)B(0, T)r(T) — 6(T)g(T) B(0,T),

where we write g(t) = G’'(t). By solving this equation, we obtain

t U —1
=60 =0 (14 [ or0 00 g WD),

t
where we denote K (t) = exp (/ % du).
) 1—

2.2.7 Price Dynamics of Simple Defaultable Claims

This section examines the dynamics of prices of some simple defaultable claims. For the sake of
simplicity, we postulate here that the interest rate r is constant and we assume that the default
intensity v is well defined.

Recovery at Maturity

Let S be the price of an asset that only delivers a recovery Z(7) at time 7" for some function Z.
Formally, this corresponds to the defaultable claim (0,0, Z(7),0,7), that is, X = Z (7). We know
already that the process

My = H; — /0 (1—-H,)y(u)du

is an H-martingale. Recall that v(t) = f(t)/G(t), where f is the probability density function of 7.
Observe that

e S, = Eo(Z(1)e™ ™" | Hy)
o Eo(Z(T)Ljcr<ty)
G(1)

= e_TT/ Z(u)dH, + ]l{t<.r}e_TTZ(t),
10,t]

= Lpsme M Z(7) + Lpanye
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where the function Z : [0,7] — R is given by the formula

= EQ(Z(Mlperery) [ Z(u)f(u)du
W=—"—%Gn  ~ an

It is easily seen that

dZ(t) = f(t)

and thus

f@) = >
G (Z(t)— Z(t)) dt — Z(t—) dHt>

= (77 2(t) — e7"S,-) (dH, — (1~ Hy)(t) dt)
efrt( fr(T VA Z(t) — St_) dM,.

d(e™"S,) =e T <Z(t) dH, + (1 — H,)

The discounted price is here an H-martingale under the risk-neutral probability Q and the price S
does not vanish (unless Z equals zero).

Recovery at Default

Assume now that the recovery payoff is received at default time. Hence we deal here with the
defaultable claim (0,0,0, Z, 7) and thus the price of this claim is obviously equal to zero after 7. In
general, we have

Eq(e " Z(T)1j1<r<1})
G(t) ’

e S =Eole T Z(M) Lppar<ry | He) = Ljary

so that e™"S; = IL{KT}Z(t), where the function Z : [0,T] — R equals

R T
Zt) = % /t Z(w)e~™" f(u) du

Note that
T —Tu u
dZ(t) = - (t)e—”é((’;)) dt+ f( )f (ugz(t)f( Jau
—Z(t) ‘”é((?) dt + Z(t)é((?) dt
= (1) (Z(t) - Z(t)e™™") dt.
Consequently,

~

d(e™"'S;) = (1 — Hy)y(t)(Z(t
(Z(t)e ™ — Z(t
= e_Tt(Z(t) St

) — Z(t)e™ ") dt — Z(t) dH;
) dM; — Z(t)e™" (1 — Hy)y(t) dt
th Z( )e_rt(l — Ht)’y(t) dt.

\./\_/

In that case, the discounted price is not an H-martingale under the risk-neutral probability. By
contrast, the process

tAT
Sie™ " + / e " Z(u)y(u) du
0

is an H-martingale. It is also worth noting that the recovery can be formally interpreted as a
dividend stream paid at the rate Z+ up to time 7 A T.
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2.3 Pricing of General Defaultable Claims

We will now examine the behaviour of the arbitrage price of a general defaultable claim. Let us
first recall the standing notation. A strictly positive random variable 7, defined on the probability
space (2, G,P), is called the random time. In view of its interpretation, it will be later referred to as
the default time. We introduce the default indicator process H; = 1>,y associated with 7 and we
denote by H the filtration generated by this process. We assume from now on that we are given, in
addition, some auxiliary filtration F and we write G = H V IF, meaning that we have G; = o(H, Fy)
for every t € R;. Note that P is aimed to represent the real-life probability measure.

We simplify slightly the definition of a defaultable claim of Section 1.1.1 by setting X = 0, so
that a generic defaultable claim is now formally reduced to a quadruplet (X, A, Z, 7).

Definition 2.3.1 By a defaultable claim maturing at time T we mean a quadruplet (X, A, Z, 1),
where X is an Fp-measurable random variable, A is an F-adapted process of finite variation, Z is
an F-predictable process, and 7 is a random time.

As in Section 1.1.1, the role of each component of a defaultable claim will become clear from the
definition of the dividend process D (cf. Definition 1.1.1), which describes all cash flows associated
with a defaultable claim over the lifespan ]0, T, that is, after the contract was initiated at time 0.
Of course, the choice of 0 as the date of inception is merely a convention.

Definition 2.3.2 The dividend process D of a defaultable claim maturing at T equals, for every
t e 0,17,

Dy = X1 romyir ool () +/

(1 - H,)dA, + / Zu dH,.
10,1]

10,¢]

The financial interpretation of the process D justifies the following terminology (cf. Section 1.1):

e X is the promised payoff at maturity T,
e A represents the process of promised dividends,

e the recovery process Z specifies the recovery payoff at default.

It is worth stressing that we maintain here the convention that the cash payment (premium) at time
0 is not included in the dividend process D associated with a defaultable claim.

Example 2.3.1 When dealing with a credit default swap (CDS), it is natural to assume that the
premium paid at time 0 is equal to zero and the process A represents the fee (annuity), which is paid
in instalments up to maturity date or default, whichever comes first. For instance, if A; = —xt for
some constant x > 0, then the market quote of a stylized credit default swap is formally represented
by this constant, referred to as the continuously paid CDS spread or premium (see Section 2.4.1 for
more details).

If the other covenants of the contract are known (i.e., the payoff X and recovery Z are given),
the valuation of a credit default swap is equivalent to finding the level of the rate x that makes the
swap valueless at inception. Typically, in a credit default swap we have X = 0, whereas the default
protection process Z is specified in reference to recovery rate of an underlying credit name. In a more
realistic approach, the process A is discontinuous, with jumps occurring at the premium payment
dates. In this text, we will only deal with a stylized CDS with a continuously paid premium. For a
discussion of market conventions for CDSs, see, for instance, Brigo [35].

Let us return to the general setup. It is clear that the dividend process D follows a process of
finite variation on [0,77]. Since

/ (1 - Hu) dA, = / ﬂ{u<r} dA, = Ar—ﬂ{tg-r} + At]l{t<‘r}7
10,t] 10,t]
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it is also apparent that if default occurs at some date ¢, the promised dividend A; — A;_ that is due
to be received or paid at this date is canceled. If we denote 7 A ¢ = min (7,¢) then we have

[]%Mh=w@@ﬂ:&%?P
0,t

Let us stress that the process D,, — Dy, u € [t,T], represents all cash flows from a defaultable claim
to be received by an investor who has purchased it at time t. Of course, the process D,, — Dy may
depend on the past behavior of the claim (e.g., through some intrinsic parameters, such as credit
spreads) as well as on the history of the market prior to ¢. The past cash flows from a claim are not
valued by the market, however, so that the current market value at time ¢ of a claim (that is, the
price at which it is traded at time ¢) depends only on future cash flows to be either paid or received
over the time interval |¢, T7.

We will work under the standing assumption that our underlying financial market model is
arbitrage-free, in the sense that there exists a spot martingale measure Q (also referred to as a risk-
neutral probability), meaning that Q is equivalent to the real-life probability P on (2, Gr) and the
price process of any traded security, paying no coupons or dividends, follows a G-martingale under
@, when discounted by the savings account B, which is, as usual, given by the formula

t
B; = exp (/ rudu>.
0

2.3.1 Buy-and-Hold Strategy

We write S%, i = 1,2, ...,k to denote the price processes of k primary securities in an arbitrage-free
financial model. We make the standard assumption that the processes S%, i = 1,2,...,k — 1 follow
semimartingales. In addition, we set S*¥ = B so that S* represents the value process of the savings
account.

The last assumption is not necessary, however. One may assume, for instance, that S* is the
price of a T-maturity risk-free zero-coupon bond, or choose any other strictly positive price process
as a numéraire.

For the sake of convenience, we assume that S%, i = 1,2,...,k—1 are non-dividend-paying assets
and we introduce the discounted price processes S* by setting S = B~18%. All processes are
assumed to be given on a filtered probability space (2, G, P), where PP is the real-life (i.e., statistical)
probability measure.

Let us now assume that we have an additional traded security that pays dividends during its
lifespan, assumed to be the time interval [0, 7], according to a process of finite variation D, with
Dy = 0. Let S denote a (yet unspecified) price process of this security. In particular, we do not
postulate a priori that S follows a semimartingale. It is not necessary to interpret S as a price
process of a defaultable claim, though we have here this particular interpretation in mind.

Let a G-predictable, R*+1_valued process ¢ = (¢°, ¢!, ..., #*) represent a generic trading strat-
egy, where ¢ represents the number of shares of the jth asset held at time ¢. We identify here S°
with S, so that S is the Oth asset. In order to derive a pricing formula for this asset, it suffices to
examine a simple trading strategy involving S, namely, the buy-and-hold strategy.

Suppose that one unit of the Oth asset was purchased at time 0, at the initial price Sy, and it
was held until time T. We assume all dividends are immediately reinvested in the savings account
B. Formally, we consider a buy-and-hold strategy ¢ = (1,0,...,0,%"), where ¥* is a G-predictable
process. The wealth process V(1) of i equals, for every ¢ € [0,T],

Vi() = Si + 9f B (2.26)
Definition 2.3.3 We say that a strategy v = (1,0,...,0,%") is self-financing if
dVi(¢) = dS; + dDy + ¢ dBy,
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or more explicitly, for every ¢ € [0, 7],
t
V() = Vo(v) = Sy — So + Dy + / Vh dB,. (2.27)
0

We assume from now on that the process ¥* is chosen in such a way (with respect to S, D and
B) that a buy-and-hold strategy v is self-financing. In view of (2.26)—(2.27) this means that, for
every t € [0,T7,

t
UEB, = Vo) — So + D, +/ ¥k dB,
0

In addition, we make the standing assumption that the random variable Y defined by the equality
Y = f]o 7] B;ldD, is Q-integrable, where Q is a martingale measure.

Lemma 2.3.1 The discounted wealth process V*(1) = B~V (1) of any self-financing buy-and-hold
trading strategy 1 satisfies, for every t € [0,T],

V() = Vi () + 57— S5+ / BydD.,. (2.28)
10,t]

Therefore, we have, for every t € [0,T],

V() — Vi) = S5 — 87 + / B! dD,. (2.20)
1t,T]

Proof. We define an auxiliary process 17(1#) by setting ‘7,5(’(/)) =Vi(¢) — Sy = ¢FEB; for t € [0,T]. In
view of (2.27), we have

~

t
Vi) = To(v) + Di+ [ vhdB,

0
and thus the process ‘A/(w) follows a semimartingale. An application of It6’s product rule yields

d(By'WVi(¥)) = By 'dVi(y) + Vi(y) dB; !
= B;'dD, ++FB; *dB; + ¢¥F B, dB; "
= B;'dDy,
where we have used the obvious identity B, 1dBt + B dB, L=0. By integrating the last equality,
we obtain

By (Vi(6) — S)) = By (Vo) — So) + / BydD,,

10,¢]

and this immediately yields (2.28). O

It is worth noting that Lemma 2.3.1 remains valid if the assumption that S* represents the
savings account B is relaxed. It suffices to assume that the price process S* is a numéraire, that is,
a strictly positive continuous semimartingale. For the sake of brevity, let us write S¥ = 3. We say
that ¢ = (1,0,...,0,9%) is self-financing if the wealth process V (1), defined as

Vi) = St + ¥y By,

satisfies, for every ¢ € [0,T],

t
Vi(W)) — Vo(th) = S, — So + Dy +/ W dB,.
0
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Lemma 2.3.2 The relative wealth Vi*(v)) = B; V() of a self-financing trading strategy 1 satisfies,
for every t € [0,T],

Vi) = V() + S — S5 + ] ]@jldDu,
0,t

where S* = 3;715,.

Proof. The proof proceeds along the same lines as the proof of Lemma 2.3.1. It suffices to note that
the equality 8, dB; + B¢ dB;t + d(B, 3~1); = 0 holds for every ¢ € [0,T]. O

2.3.2 Spot Martingale Measure

Our next goal is to derive the risk-neutral valuation formula for the ex-dividend price process S.
Recall that we have assumed that our market model is arbitrage-free, meaning that it admits a (not
necessarily unique) martingale measure Q, equivalent to P, which is associated with the choice of B
as a numéraire. Let us recall the definition of a spot martingale measure.

Definition 2.3.4 We say that Q is a spot martingale measure if the discounted price S** = S*B~1
of any non-dividend paying traded security S* follows a Q-martingale with respect to the filtration
G.

It is well known that the discounted wealth process V*(¢) = V(¢)B~! of any self-financing
trading strategy ¢ = (0,¢',¢%,...,6") is a local martingale under any martingale measure Q.
In what follows, we only consider admissible trading strategies, that is, strategies for which the
discounted wealth process V*(¢) is a martingale under some martingale measure Q.

A market model in which only admissible trading strategies are allowed is arbitrage-free, that is,
there are no arbitrage opportunities in this model.

Following this line of arguments, we postulate that the trading strategy ¥ introduced in Section
2.3.1 is also admissible, so that its discounted wealth process V*() is a martingale under Q with
respect to G. This assumption is quite natural if we wish to prevent arbitrage opportunities to
appear in the extended model of the financial market. Indeed, since we postulate that S is traded,
the wealth process V() can be formally seen as an additional non-dividend paying traded security.

To derive a pricing formula for a defaultable claim, we make a natural assumption that the
market value at time ¢ of the Oth security comes exclusively from the future dividends stream, that
is, from the cash flows occurring in the open interval |¢,T[. Since the lifespan of S is [0,7], this
amounts to postulate that S = S} = 0. To emphasize this property, we shall refer to S as the
ex-dividend price of the 0th asset.

Definition 2.3.5 A process S with S = 0 is the ex-dividend price of the Oth asset if the dis-
counted wealth V*(¢) of any self-financing buy-and-hold strategy ¢ follows a G-martingale under a
martingale measure Q.

As a special case, we obtain the ex-dividend price a defaultable claim with maturity 7.

Proposition 2.3.1 The ex-dividend price process S associated with the dividend process D satisfies,
for every t € 0,77,

Sy :BtEQ(/]tT] B;'dD, gt>. (2.30)

Proof. The postulated martingale property of the discounted wealth process V*(v) yields, for every
t€[0,T],
Eo (Vi (v) =V (¥) | Gr) = 0.
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Taking into account (2.29), we thus obtain

S :EQ(s; +/ B1dD,
1¢,7]

G.).

Since, by virtue of the definition of the ex-dividend price, the equalities ST = S} = 0 are valid, the
last formula yields (2.30). O

It is not difficult to show that the ex-dividend price S satisfies the equality S; = IL{KT}gt for
t € [0,T], where the process S represents the ex-dividend pre-default price of a defaultable claim.
The cumulative price process S¢ associated with the dividend process D is given by the formula, for
every t € [0,T7,

S¢ = B, E@(/]O . B;ldD, gt). (2.31)

The corresponding discounted cumulative price process, S¢ := B~15¢, is a G-martingale under Q.
The savings account B can be replaced by an arbitrary numéraire 3. The corresponding valuation
formula becomes, for every t € [0, 7],

gt) )

where Q° is a martingale measure on (£, Gr) associated with a numéraire 3, that is, a probability
measure on (§2,Gr) given by the formula

dQ° _ Bofr
dQ  BoBr’

St = /Bt EQg( ] ]/81:1 dDu
t, T

Q-a.s.

2.3.3 Self-Financing Trading Strategies

Let us now consider a general trading strategy ¢ = (¢°, ¢!,. .., ¢*) with G-predictable components.
The associated wealth process V(¢) is given by the equality Vi(¢) = Zf:o ¢S, where, as before
SY = S. A strategy ¢ is said to be self-financing if Vi(¢) = Vo(¢) + G¢(¢) for every t € [0, T|, where

the gains process G(¢) is defined as follows, for every t € [0, T,
k

Gu(¢)= | odDu+> [ 4} ds).

]Ovt] 1=0 ]Oat]

Corollary 2.3.1 Let S* = B. Then for any self-financing trading strateqy ¢, the discounted wealth
process V*(¢) = B~V (¢) is a martingale under Q.

Proof. Since B is a continuous process of finite variation, the It6 product rule yields dS/* =
SidB; ' + B;'dSi for i =0,1,...,k. Consequently,

AV (¢) = Vi(¢) dB; ' + By 'dVi(¢)

k
= Vilo)dB; " + B (D 61 dS; + ¢} dD,)
=0

¢;(S; dB; ' + B; 'dS}) + ¢)B; 'dD;

k
i—0

~

—1 —1
=D 0 dS]" + 07 (dS; + By 1dDy) = ) 6y dSy" + 7 dS;”,
1

S
e

i=1 i

S
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where the auxiliary process S¢* is given by the following expression
S = S +/ B;tdD,.
10,¢]
To conclude, it suffices to observe that in view of (2.30) the process S satisfies

S* = ]EQ( B;'dD,
10,7

Qt), (2.32)

and thus it is a martingale under Q. O

It is worth noting that Sf*, as given by formula (2.32), represents the discounted cumulative
price at time t of the Oth asset, that is, the arbitrage price at time ¢ of all past and future dividends
associated with the Oth asset over its lifespan. To check this, let us consider a buy-and-hold strategy
such that ¥% = 0. Then, in view of (2.29), the terminal wealth at time T of this strategy equals

V(1) :BT/ B;'dD,.
0,71

It is clear that V(1) represents all dividends from S in the form of a single payoff at time T. The

arbitrage price (Y at time ¢ € [0, of the claim Y = Vy(¢) equals (under the assumption that
this claim is attainable)
G)

and thus S7* = B, 17775(57). It is clear that discounted cumulative price follows a martingale under
Q (under the standard integrability assumption).

~

(V) = B, IE@( - B-1dD,

Remarks 2.3.1 (i) Under the assumption of uniqueness of a spot martingale measure Q, any Q-
integrable contingent claim is attainable, and the valuation formula established above can be justified
by means of replication.

(ii) Otherwise — that is, when a martingale probability measure Q is not uniquely determined by
the model (S',52%,...,5%) - the right-hand side of (2.30) may depend on the choice of a particular
martingale probability, in general. In this case, a process defined by (2.30) for an arbitrarily chosen
spot martingale measure Q can be taken as the no-arbitrage price process of a defaultable claim. In
some cases, a market model can be completed by postulating that S is also a traded asset.

2.3.4 Martingale Properties of Arbitrage Prices

In the next result, we summarize the martingale properties of arbitrage prices of a generic defaultable
claim.

Corollary 2.3.2 The discounted cumulative price process (S¢*, t € [0,T]) of a defaultable claim is
a Q-martingale with respect to G. The discounted ex-dividend price (S§,t € [0,T]) satisfies, for
every t € [0,T7,

Sy =S¢ —/ B, 'dD,
10,¢]
and thus it follows a supermartingale under Q if and only if the dividend process D 1is increasing.

In an application considered in Section 2.4, the finite variation process A is interpreted as the
positive premium paid in instalments by the claim-holder to the counterparty in exchange for a pos-
itive recovery. It is thus natural to assume that A is a decreasing process, whereas other components
of the dividend process are increasing processes (that is, X > 0 and Z > 0). It is rather clear that,
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under these assumptions, the discounted ex-dividend price S* is neither a super- nor submartingale
under Q, in general.

Assume now that A = 0, so that the premium for a defaultable claim is paid upfront at time
0 and it is not accounted for in the dividend process D. We postulate, as before, that X > 0 and
Z > 0. In this case, the dividend process D is manifestly increasing and thus the discounted ex-
dividend price S* is a supermartingale under Q. This feature is quite natural since the discounted
expected value of future dividends decreases when time elapses.

2.4 Single Name Credit Derivatives

Following Bielecki et al. [18], we will now apply the general theory to a widely particular class
of credit derivatives, namely, to credit default swaps. We do not need to specify explicitly the
underlying market model at this stage, but we make the following standing assumption.

Assumption 2.4.1 We assume throughout that:

e the underlying probability measure Q represents a spot martingale measure on (€, Hr),

e the short-term interest rate r = 0, so that B, =1 for every t € R;..

2.4.1 Stylized Credit Default Swap

A stylized T-maturity credit default swap is formally introduced through the following definition.

Definition 2.4.1 A credit default swap (CDS) with a constant rate x and protection at default is
a defaultable claim (0, A, Z, 7) where Z(t) = 6(t) and A(t) = —xt for every ¢t € [0,T]. A function
d : [0,T] — R represents the default protection whereas k is the CDS spread (also termed the rate,
premium or annuity of a CDS).

As usual, we denote by F' the cumulative distribution function of default time 7 under Q and we
assume that F' is a continuous function, with F'(0) = 0 and F(T') < 1. Also, we write G =1 — F
to denote the survival probability function of 7, so that the inequality G(¢) > 0 is valid for every
te€0,7).

Since we start with only one traded asset in our model (the savings account), it is clear that
any probability measure @ on (2, Hr) equivalent to Q can be chosen as a spot martingale measure.
The choice of Q is reflected in the cumulative distribution function F' (in particular, in the default
intensity if F' admits a probability density function). Note that in practical applications of reduced-
form models, the choice of F' is done by calibration.

Since the ex-dividend price of a CDS is the price at which the contract is actually traded, we
shall refer to the ex-dividend price as the price in what follows. Recall that we have also introduced
the cumulative price, which encompasses also all past payoffs from a CDS, assumed to be reinvested
in the savings account.

Let s € [0,T] be a fixed date. We consider a stylized T-maturity credit default swap with a
constant spread x and default protection function J, initiated at time s and maturing at 7.

The dividend process of a CDS equals

D, = /]S’t] o(u)dH, — /1/ (1-H,)du (2.33)

s.t]

and thus, in view of (2.30), the ex-dividend price of this contract equals, for ¢ € [s, T,

Si,6,T) = B (1ge<reryo(r) | H1) = Bo (Lparyi((r A T) = ) | ).
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where the first conditional expectation represents the current value of the default protection stream
(or simply the protection leg) and the second expectation is the value of the survival annuity stream
(or the fee leg). To alleviate notation, we shall write S;(k) instead of S;(k,d,T") in what follows.

Lemma 2.4.1 The ex-dividend price at time t € [s,T| of a credit default swap started at s, with
spread k and default protection §, equals

Si(k) = Ljeny tt) ( - /t ! §(u) dG(u) — K /t ' G(u) du). (2.34)

Proof. We have, on the event {t < 7},

S e dG ) T wdG(u) + TG(T)
S = e n< i t>

_ % ( _ /tT b(u) dG(u) — x(TG(T) — 1G(1) - /tT udG(u))).
Since
/T G(u)du=TG(T) —tG(t) — /TudG(u),
we conclude that (2.34) holds. O

The pre-default price is defined as the unique function S (k) such that we have, for every ¢ € [0, T]
(see Lemma 2.5.1 with n = 1)

Si(k) = Lgi<ry Se(). (2.35)
Combining (2.34) with (2.35), we find that the pre-default price of the CDS equals, for t € [s, T7,

Si(x) = %( - /t " (u) dC(u) — n /t " o) du) (2.36)

so that Sy(k) = P(t,T) — kA(t,T), where

T
P(t,T):fﬁ /t 8(u) dG (u)

is the pre-default price at time ¢ of the protection leg, and

- T
A(t,T):ﬁ /t G(u) du

represents the pre-default price at time ¢ of the fee leg for the period [¢,T] per one unit of the CDS
spread . We shall refer henceforth to A(t, T) as the CDS annuity (it is also known as the present
value of one basis point of a CDS). Note that, under our standing assumption that the survival
function G is continuous, the pre-default price S (k) is a continuous function.

2.4.2 Market CDS Spread

A CDS that has null value at its inception plays an important role as a benchmark CDS and thus
we introduce a formal definition, in which it is implicitly assumed that a protection function ¢ of a
CDS is given and that we are on the event {s < 7}, that is, the default of the reference name has
not yet occurred prior to or at time s.
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Definition 2.4.2 A market CDS started at s is the CDS initiated at time s whose initial value is
equal to zero. The T-maturity market CDS spread (also known as the fair CDS spread) at time s is
the fixed level of the spread x = k(s,T) that makes the T-maturity CDS started at s valueless at
its inception. The market CDS spread at time s is thus determined by the equation §S(/<;(s, T))=0
where S, (k) is given by the formula (2.36).

Under the present assumptions, by virtue of (2.36), the T-maturity market CDS spread «(s,T)
equals, for every s € [0, 7],

o P [T 8(u) dG (u)
(1) = A(s,T) B fST Gu)du (237)

Example 2.4.1 Assume that §(¢) = § is constant, and F(¢t) = 1 — e~ for some constant default
intensity v > 0 under Q. In that case, the valuation formulae for a CDS can be further simplified. In
view of Lemma 2.4.1, the ex-dividend price of a (spot) CDS with spread x equals, for every ¢t € [0, T,

Se(k) = Lpary (87 — )y (1 - e*W(T*ﬂ).

The last formula (or the general formula (2.37)) yields «(s,T) = dv for every s < T, so that the
market spread (s, T') is here independent of s. As a consequence, the ex-dividend price of a market
CDS started at s equals zero not only at the inception date s, but indeed at any time ¢ € [s, T], both
prior to and after default. Hence this process is trivially a martingale under Q. As we shall see in
what follows, this martingale property of the ex-dividend price of a market CDS is an exception, in
the sense so that it fails to hold if the default intensity varies over time.

In what follows, we fix a maturity date 7' and we assume that credit default swaps with different
inception dates have a common default protection §. We shall write briefly x(s) instead of x(s,T).
Then we have the following result, in which the quantity v(¢, s) = k(t) — k(s) represents the calendar
CDS market spread for a given maturity 7.

Proposition 2.4.1 The price of a market CDS started at s with protection § at default and maturity
T equals, for every t € [s,T],

Si(k(s)) = Lgpery (5(t) — K(8)) A(t, T) = Lgpery v(t,5)A(t,T). (2.38)

Proof. Tt suffices to observe that Si(k(s)) = Si(k(s)) — St(k(t)), since S¢(x(t)) = 0, and to use (2.36)
with k = k(t) and & = k(s). O

Note that formula (2.38) can be extended to any value of , specifically,

St(k) = Lgpary ((8) — ) At T),
assuming that the CDS with spread x was initiated at some date s € [0,¢]. The last representation

shows that the price of a CDS can take negative values. The negative value occurs whenever the
current market spread is lower than the contracted spread.

2.4.3 Price Dynamics of a CDS

In the remainder of Section 2.4, we assume that the hazard function satisfies, for every ¢ € [0,T],

60 =tr >0 =exp (- | ) ).,
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where the default intensity () under Q is a strictly positive deterministic function. Recall that the
process M, given by the formula, for every ¢ € [0,T],

My = H, — /0 (1= Hy)y(u) du, (2.39)

is an H-martingale under Q.

We first focus on the dynamics of the price of a CDS, with spread x, which was initiated at some
date s < T.

Lemma 2.4.2 (i) The dynamics of the price S¢(k), t € [s,T], are
dSi(k) = =Si— (k) dM; + (1 — Hy)(k — 0(t)y(t)) dt. (2.40)
(i1) The cumulative price process S§(k), t € [s,T], is an H-martingale under Q, specifically,
dS; (k) = (0(t) — Si—(K)) dM,. (2.41)
Proof. To prove (i), it suffices to recall that
Si(k) = L<rySi(k) = (1 — Hy) S (k)
so that the integration by parts formula yields
dS,(r) = (1 — Hy) dSy(k) — Se_(r) dHj.
Using formula (2.34), we find easily that
dS,(k) = y(t)S (k) dt + (k — 6(£)y(t)) dt.

In view of (2.39) and the fact that S,_ (k) = S,_ (k) and Sy(k) = 0 for t > 7, the proof of (2.40) is
complete.

To prove part (ii), we note that (2.30) and (2.31) yield

S(k) — S¢(k) = Sy(x) — Ss(k) + Dy — Ds.

Consequently,
¢
Si(k) — SS(k) = Si(k) — Ss(k) + 6(u)dH,, — K/ (1-H,)du
]s,t] s
¢
= Si(k) = Ss(k) + o(u) dM,, — / (1—Hy)(k—6(u)y(u)) du
1s,t] s
_ / (8(u) — Su () dM,
Is.t]
where the last equality follows from (2.40). O

Equality (2.40) emphasizes the fact that a single cash flow of §(7) occurring at time 7 can be
formally treated as a dividend stream at the rate §(¢)y(¢) paid continuously prior to default. It is
clear that we also have

dSy(k) = =S, (k) AMy + (1 — Hy)(k — 6(t)y(1)) dt.
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2.4.4 Replication of a Defaultable Claim

Our goal is to show that, in order to replicate a general defaultable claim, it suffices to trade
dynamically in two assets: a CDS maturing at 7" and the savings account B, assumed here to be
constant. Since one may always work with discounted values, the last assumption is not restrictive.
Moreover, it is also possible to take a CDS with any maturity U > T.

Let ¢¥, ¢! be H-predictable processes and let C': [0,T] — R be a function of finite variation with
C(0) = 0. We say that (¢,C) = (¢°, ¢*, C) is a self-financing trading strategy with dividend stream
C' if the wealth process V (¢, C), defined as

Vi(9,C) = ¢f + ¢y Si(k),
where S¢(x) is the price of a CDS at time ¢, satisfies
dVi(¢,C) = ¢ (dSy(r) + dDy) — dC(t) = ¢y dSf (k) — dO(2),

where the dividend process D of a CDS is in turn given by (2.33). Note that C' represents both
outflows and infusions of funds. It will be used to cover the running cash flows associated with a
claim we wish to replicate.

Consider a defaultable claim (X, A, Z,7) where X is a constant, A is a continuous function of
finite variation, and Z is some recovery function. In order to define replication of a defaultable claim
(X, A, Z, 1), it suffices to consider trading strategies on the random interval [0, 7 A T].

Definition 2.4.3 We say that a trading strategy (¢,C) replicates a defaultable claim (X, A, Z,T)
if:

(i) the processes ¢ = (¢°,¢') and V (¢, C) are stopped at 7 A T,

(ii) C(t At) = A(T A't) for every t € [0,T],

(iil) the equality Vyar (¢, C) =Y holds, where the random variable Y equals

Y = X]l{.,->T} + Z(T)]l{ng} (2.42)

Remark 2.4.1 Alternatively, one may say that a self-financing trading strategy ¢ = (¢,0) (i.e., a
trading strategy with C = 0) replicates a defaultable claim (X, A, Z, 7) if and only if Voar(¢) =Y,
where we set

Y = X]l{7->T} +A(TAT) + Z(T)]I{TST}. (2.43)

However, in the case of non-zero (possibly random) interest rates, it is more convenient to define
replication of a defaultable claim via Definition 2.4.3, since the running payoffs specified by A are
distributed over time and thus, in principle, they need to be discounted accordingly (this does not
show in (2.43), since it is assumed here that r = 0).

Let us denote, for every ¢ € [0, T7,

and
_ T
At) = %/t G(u) dA(u).

Let 7w and 7 be the risk-neutral value and the pre-default risk-neutral value of a defaultable claim
under Q, so that m; = 1,7 (t) for every t € [0, T]. Also, let 7 stand for its risk-neutral cumulative

~

price. It is clear that the equalities 7(0) = 7(0) = 7(0) = Eg(Y") are valid.
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Propos~ition 2.4.2 The pre-default risk-neutral value of a defaultable claim (X, A,Z,7) equals
w(t) = Z(t) + A(t) for every t € [0,T[ (clearly, @(T) = 0). Therefore, for every t € [0,T7,

A7 (1) = ~(O)(F(t) — Z(t)) dt — dA(2). (2.44)

Moreover
dmy = —7(t—) dM, —y(t)(1 — H)Z(t) dt — dA(t A7) (2.45)
and

7, = (Z(t) — 7(t—)) dM,.

Proof. The proof of equality 7(t) = Z(t) + A(t) is similar to the derivation of formula (2.36). We
have, for ¢ € [0, T,

m = Eg (n{K,}Y +A(TAT) — A(T A Y) ‘ Ht>
1 T
~ Lo g (xa) - /t 2(u) dG(uw))
1 T
= ]1{t<‘r}(2(t) + g(t)) = ]1{t<7}%(t)‘
By elementary computations, we obtain the following equalities
dZ(t) = +(t)(Z(t) = Z(t)) dt

and
dA(t) = y(t)A(t) dt — dA(t),

so that (2.44) holds. Formula (2.45) follows easily from (2.44) and the integration by parts formula
applied to the equality m = (1 — Hy)7(t) (see the proof of Lemma 2.4.2 for similar computations).
The last formula is also easy to check. O

The next proposition shows that the risk-neutral value of a defaultable claim is also its replication
price, that is, a defaultable claim derives its value from the price of the traded CDS.

Theorem 2.4.1 Assume that the inequality Sy(k) # 6(t) holds for every t € [0,T]. Let ¢} =
o1(T At), where the function ¢1 : [0,T] — R is given by the formula

Z(t) —7(t-)

bi(t) = ~ 2.46
hin =202 (2.46)
and let ¢Y = Vi(¢, A) — ¢1 Si(k), where the process V (¢, A) is given by the formula
Vi A) =FO) + [ Gufu)dSi() - Altan). (2.47)
10,7At]

Then the strategy (¢°, ¢, A) replicates the defaultable claim (X, A, Z,T).

Proof. Assume first that a trading strategy ¢ = (¢, ¢*, C) is a replicating strategy for (X, 4, Z, 7).
By virtue of condition (i) in Definition 2.4.3 we have C' = A and thus, by combining (2.47) with
(2.41), we obtain

dVy(9, A) = ¢ (8(t) — S¢(k)) dM; — dA(T A1)

For ¢! given by (2.46), we thus obtain

AVi(o, A) = (Z(t) — 7(t—)) dM; — dA(T A t).
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It is thus clear that if we take ¢} = é1(T A t) with ¢; given by (2.46), and the initial condition
Vo(g, A) = 7(0) = mo, then we have that V,(¢, A) = 7(¢t) for every ¢ € [0, T[ on the event {t < 7}.
By examining, in particular, the jump of the wealth process V (¢, A) at the moment of default, one
may check that all conditions of Definition 2.4.3 are indeed satisfied. O

Remark 2.4.2 Of course, if we take as (X, A, Z,7) a CDS with spread s and protection function
§, then we have Z(t) = 6(t) and 7(t—) = 7(t) = Si(k), so that ¢; = 1 for every t € [0, 7).

2.5 Basket Credit Derivatives

In this section, we shall examine hedging of first-to-default basket claims with single name credit
default swaps on the underlying n credit names, denoted as 1,2,...,n. The standing Assumption
2.4.1 is maintained throughout this section.

Let the random times 71,72,...,7,, given on a common probability space (2,G,Q), represent
the default times of n reference credit names. We denote by

Ty =TI AT2 A ... ATy = min (71, 7o,. .., Ty)
the moment of the first default, so that no defaults are observed on the event {t < 7(1)}. Let
Fti,ta, .. tn) = Q(m <ty, 70 <ta,..., T < tn)

be the joint probability distribution function of default times. We assume that the probability
distribution of default times is jointly continuous, and we write f(t1,%a,...,t,) to denote the joint
probability density function. Also, let

G(tl,t27...,tn) :Q(Tl >t1,7’2 >t2,...,7’n >tn)

stand for the joint probability that the names 1,2, ..., n have survived up to times t1,to,...,t,. In
particular, the joint survival function is given by the formula, for every t € R,

Glt,...,.t) =Q(r1 > t, 70 > t,..., 7 > 1) ZQ(T(l) >t) ZG(l)(t).

For i = 1,2,...,n, we define the default indicator process H} = 1t¢>7,) and the corresponding
filiration H' = (H});cr, where Hj = o(H} : u < t). We denote by G the joint filtration generated
by default indicator processes H', H2,...,H", so that G = H' VH? v ...V H". It is clear that (1)
is a G-stopping time as the infimum of G-stopping times.

Finally, we define the process Ht(l) = L{1>r,,) and the associated filtration HO = (ngl))te]m
where Hgl) = O'(Hq(Ll) cu < ).
Since we postulate that Q(r; = 7;) = 0 for any ¢ # j, i,j = 1,2,...,n, we also have that

1 1 i
Ht( ) = Ht(/\zl'(l) = Z Ht/\’r(l)'
i=1
We now fix a finite horizon date T' > 0, and we make the standing assumption that
G(l)(T) = Q(T(l) > T) > 0.

For any ¢ € [0,T], the event {t < 7(1)} is an atom of the o-field G;. Hence the following simple,
but useful, result.

Lemma 2.5.1 Let X be a Q-integrable stochastic process on (2,G,Q). Then

]l{t<7'(1)} EQ(Xt ‘ gt) = ]l{t<7'(1)}X(t)7
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where the function X : [0,T] — R is given by the formula

- Eq(Lfr<ryyy Xe)
X(t)=——F— 75—
(1)( )

If X is a G-adapted, Q-integrable stochastic process then, for every t € [0,T),

X = ﬂ{t<T(1)}X(t) + ]l{tZT(l)}Xt~

By convention, the function X: [0,7] — R is called the pre-default value of the process X.

2.5.1 First-to-Default Intensities

In this section, we introduce the notion of the first-to-default intensity. This natural concept will
prove useful in the valuation and hedging of a first-to-default claim.

Definition 2.5.1 The function A; : R, — R4, given by the formula
(1) :E{%%Q(t <1 <t+h|Tey >t),
is called the ith first-to-default intensity. The function X Ry — Ry, given by
X(t) = 1}1?8 % Q(t <7y <t+h|Tay >1), (2.48)
is called the first-to-default intensity.
Let us denote

OG(t1, ta, ... 1)

ati {t1:t2:"':tn:t

BiG(t,... 1) =

Then we have the following elementary lemma summarizing the properties of first-to-default inten-
sities \; and .

Lemma 2.5.2 The ith first-to-default intensity Xz satisfies

R(t) = ST e, i g, ) dug gy duy - dug,
G(t,...,t)
ftoo...ftooF(dul,...,dui_l,t,dui+1,...,dun) 0G0
- Gy(®) T G

The first-to-default intensity X satisfies

~ 1 dGo(#) _ fo®)
Guy(t) dt Gy(t)’

where f)(t) is the probability density function of the random time 71y. The equality X(t) =

S Xi(t) holds for every t € R

Proof. Clearly
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and thus the first asserted formula follows. The second equality follows directly from (2.48) and the
definition of the joint survival function G(;y. Finally, equality i) = Dy Xi(t) is equivalent to the
equality

lim — < _l <
lim = ZQt<Tl t+h|1a) >t) im Q(t<71) t+h|Tq) >t),

which in turn is easy to establish. O

Remarks 2.5.1 The ith first-to-default intensity Xi should not be confused with the marginal
intensity function \; of 7;, which is defined as

_ fil?)
i(t) = G

ViteRy,

where f; is the marginal probability density function of 7;, that is,

o0 (o)
t):/ / f(ul,...,ui_l,t,ui+1,...,un)du1...dui_ldui+1...dun
0 0

and where G;(t) =1 — = [ fi(u) du. Indeed, we have that i # Ai, in general. However, if

Ty, ..., Tn are mutually 1ndependent under Q then )\i = \;, that is, the first-to-default and marginal
default intensities coincide.

It is also rather clear that the first-to-default intensity \ is not equal to the sum of marginal
default intensities, that is, we have that A(t) # >_1; A\;(t), in general.

2.5.2 First-to-Default Representation Theorem

We will now prove an integral representation theorem for any G-martingale stopped at 71y with
respect to some finite collection of G-martingales stopped at 7(1). To this end, we define, for every
i=1,2,...n

—~ i
M Ht/\T(l)

t/\T(l) .
/ Ai(u)du, VteRy. (2.49)
0

Then we have the following result, referred to as the first-to-default predictable representation theo-
rem.

Proposition 2.5.1 Consider the G-martingale M, = Eo(Y |G:), t € [0,T], whereY is a Q-integrable
random variable given by the expression

n

Y = Z Zi(Ti)]l{TiST, Ti=T(1) } + X1{7(1)>T} (250)
i=1
for some functions Z; : [0,T] — R,i = 1,2,...,n and some constant X. Then M admits the

following representation
n

M, =Eo(Y) + Z/ hi(u) dM (2.51)
where the functions h;, i =1,2,...,n are given by
hi(t) = Zi(t) — My— = Zi(t) — M(t—), Vte[0,T], (2.52)

where M is the unique function such that ]\Z]I{KT(U} = M(t)]l{KT(l)} for every t € [0,T]. The
function M satisfies My = Eg(Y) and

t) = iii(t) (M(t) — Zi(t)) dt. (2.53)
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More explicitly,

M(t) = Eg(Y) exp ( /0 t A(s) ds) - /O tixi(s)Zi(s)exp ( / ti(u) du)ds.

Proof. To alleviate notation, we provide the proof of this result in a bivariate setting only, so that
Ty =71 A T2 and Gy = H} vV HZ. We start by noting that

M; = Bo(Zy (1)1 i, <1, 7y57 3y | Gt) + Eo(Za(m2) U (1<, 71570} | Gt)
+E’Q<X1{T(1)>T} |gt)’

and thus (see Lemma 2.5.1)
— — 3 ~ .
]l{t<‘l'(1)}Mt = ]l{t<T(1)}M(t) = ]]'{t<7'(1>} Zyl(t)
i=1

where the auxiliary functions Y : [0,T7] = R, i =1,2,3, are given by

- IF duzi(u) [ dof (u,v)

Yi(t) = )
G ()

}72(t) _ ftT dvZs(v) fvoo duf(u,v)
Gy(t) ’

= XGwy(T)

Vi) = )

®) G(1y(t)
By elementary calculations and using Lemma 2.5.2, we obtain
Y ) [T dvf(te) S duZa(u) [ dof(u,v) dGy(t)
dt Gy(t) Gy (t) dt

S dvf(tv) V() dGy(t)

- _Zl(t) G(l)(t) B G(l)(t) dt
= —Z1 (M () + YV ()M (b) + X (1)), (2.54)
and thus, by symmetry,
D 0ot + P00+ Ralt) (2.55)

Moreover,
dY3(t)  XGuy(T) dGy(t) <y, ~ -
T En a L OhOF0) (2.56)

Therefore, recalling that M (t) = Z§:1 Y'i(t), we obtain from (2.54)—(2.56)

AM(t) = =i (£)(Z1(t) — M(t)) dt — Xa(t)(Za(t) — M(t)) dt. (2.57)
Consequently, since the function M is continuous, we have, on the event {71y > t},
AM; = =Xy (8) (Z0(8) — My_) dt — Xo(t)(Za(t) — M) dt.

We shall now check that both sides of equality (2.51) coincide at time 7(;) on the event {71y < T'}.
To this end, we note that, on the event {r(;) < T},

—~

MT(l) = Zl (Tl)]l{T(l):Tl} + Z2(T2)]1{T(1):T2}7
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whereas the right-hand side in (2.51) is equal to
My + / ha (u) dM} + / ha(u) dM?2
10,71y [ 10,71y [

+11{T(1):ﬁ}/ hy () dH;+]1{Tm:T2}/ ho(u) dH?
(7] (7))

= M(r)=) + (Z1(m1) = M(7(1)=)) L7y =)

+ (Z2(T2) - M(T(l)_))]l{T(l)ZTQ}
= Zl(Tl)]]‘{T(l):Tl} + ZQ(TQ)]I{T(I):Tz}

as M(T(l)—) = ]\/ZT ,,—- Since the processes on both sides of equality (2.51) are stopped at time 7(y),

we conclude that equality (2.51) is valid for every ¢ € [0,7]. Let us finally observe that formula
(2.53) was also established in the proof (see formula (2.57)). O

The next result shows that the processes M are in fact G-martingales. They will be referred to
as the basic first-to-default martingales.

Corollary 2.5.1 For each v = 1,2,...,n, the process M given by the formula (2.49) is a G-
martingale stopped al time 7(1).

Proof. Let us fix k € {1,2,...,n}. It is clear that the process MF is stopped at 7(;). Note that

M¥(t) = —/Otxi(u)du
is the unique function such that, for every ¢ € [0, 7],
Ly My = Lpar y ME(2).
Let us take hi(t) = 1 and h;(t) = 0 for any ¢ # k in formula (2.51) or, equivalently, let us set
Zi(t) =14+ M(t),  Zi(t) = M™(t), i #k,

in the definition (2.50) of the random variable Y. Finally, let the constant X in (2.50) be chosen
in such a way that the random variable Y satisfies Eg(Y) = M. Then we may deduce from (2.51)
that M* = M and thus we conclude that M* is a G-martingale. ]

2.5.3 Price Dynamics of Credit Default Swaps

As primary traded assets in the market model under consideration, we take the constant savings ac-
count and a family of single-name CDSs with default protections §; and spreads «; fori =1,2,... n.

For convenience, we assume that the CDSs have the same maturity 7', but this assumption can
be easily relaxed. The ith traded CDS is formally defined by its dividend process (D, t € [0,T]),
which is given by the formula

D :/ 5i(u) dHE — ry(t A1),
10,]
Consequently, the price at time t of the :th CDS equals

Si(ki) = Eo(Lgrer,<1y0i(7:) | Gt) — £ Bo(Lirar,y (i AT) = t) | Gr).

To replicate a first-to-default claim, we only need to examine the dynamics of each CDS on the
interval [0, 71y A T]. The following lemma will prove useful in this regard.
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Lemma 2.5.3 We have, on the event {t < 7},

Si(ki) = Eq (1{t<r<1):ngT}5i(T(1)) + D Mfrcryy=r <1y Sty (K2)
J#i

g kil gr<m) (7o) AT = )| Gr ).

a)

Proof. We first note that the price S;(k;) can be represented as follows, on the event {t < (1) }s
Si(ri) = Bo (L (1<ry=r <110 (1)) ‘ G:)

+ ZEQ (]l{t<7(1):TjST}]]-{T<1)<TiST}5i(TZ' A T) ‘ gt)

J#i
— K Z Eq (]l{t<m)=Tj <t} ey <} (7 = 7)) ’ gt)
i#i
— K EQ(]l{t<'r(1>}(T(1) ANT — t) ‘ Qt)
By conditioning first on the o-field G-, , we obtain the claimed formula. O

The representation established in Lemma 2.5.3 is by no means surprising; it merely shows that
in order to compute the price of a CDS prior to the first default, we can either do the computations
in a single step, by considering the cash flows occurring on ¢, 7; A T or, alternatively, we can first
compute the price of the contract at time (1) A T" and subsequently value all cash flows occurring
between ¢ and 7(1) AT

In view of Lemma 2.5.3, we can argue that in what follows, instead of considering the original ith
CDS maturing at T, we can deal with the corresponding synthetic CDS contract with the random
maturity 71y AT
N Similarly as in Section 2.4.1, we will write S} (k;) = ]l{t<7(1)}§t"(ni), where the pre-default price
Si(k;) satisfies

Stl(ﬂl) - Pz(th) - /{iAZ(taT)a
where JSi(t, T) and m;li(t, T) stand for the pre-default values of the protection leg and the fee leg,
respectively.

For any j # i, we define a function S,f‘j(m-) : [0,T] — R, which represents the price of the ith
CDS at time t on the event {7(;) = 7; = t}. Formally, this quantity is defined as the unique function
satisfying ‘ .

1{7(1):7';‘ ST} S‘f'u) ("%) = ]1{7'(1):73 ST}S}r(l) \j (’%i)’
so that
]l{T(l><T}S7—(1) H’L Z]l{'r(l) T]<T}S-,—(1)|j (Hz)
J#i

Let us examine, for instance, the case of two credit names. Then the function St|2( 1), t €[0,T],

represents the price of the first CDS at time ¢ on the event {7(1) = 7 = t}.

Lemma 2.5.4 The function 55‘2(,%1), v € 10,T), equals

f 01 (u) f (u, v)du fvT du [ dzf(z,v)

Sual1) = I f u,v) du i [ fu,v) du

(2.58)

Proof. Note that the conditional cumulative distribution function of 71 given that m > 7 = v
equals, for u € [v, c0],

[, Iz
foofzv dz’

v

Qn Suln>mn=v)= F7'1|T1>'rz:v(u>
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so that the conditional tail equals, for u € [v, o0],

S 7 d
GTI|T1>TZZD(U) =1- FT1|T1>72:v(u) - %

v

Let J be the right-hand side of (2.58). It is clear that

T T
- [ 5@ G i)~ 1 [ G w)du

Combining Lemma 2.4.1 with the fact that S! (k;) is equal to the conditional expectation with

7'(1
respect to o-field G, of the cash flows of the ith CDS on 7y V 73,7 A T, we conclude that J
coincides with 5’;'2(&1), the price of the first CDS on the event {71y = 7 = v}. O

The following result extends Lemma 2.4.2.
Lemma 2.5.5 The dynamics of the pre-default price g”(m) are

a8 (ki) = MO () dt + (1 = oi( gst” RiNi(H) ) dt (2.59)

where \(t) = Dy Ni(t) or, equivalently,

dSj (ki) = Ni(t) (S} (ki) = 6:(1)) dt (2.60)
+ ) N0 (Siki) — Siy () dt + g dt.
J#i

The cumulative price of the ith CDS stopped at 1(1y satisfies

St (ki) = Si(i) + o }5 i(u) dHy (2.61)
t
Su|] lfl)dHu/\T(l) i(T(l) /\t)a
Hﬁl 10,4]
and thus _ _ _ .
dSy (ki) = (8:(t) = Si_(ke)) dM; + > (7 (s:) — Si_ (k) dD] (2.62)

J#i
Proof. We shall consider the case n = 2. Using the formula derived in Lemma 2.5.3, we obtain

ftT dudy(u) [ dvf(u,v) N f dv 511,|2 k1) [° duf(u,v)'

PeI)= Gy(t) Gy(t)

By adapting equality (2.54), we get
AP (1,T) = (M (t) + X2(0)1 (1) = M (D)0 (8) = Xa(t) S} () )t
To establish (2.59)—(2.60), we need also to examine the fee leg. Its price equals
Bo (L gr<riy 1 (7)) AT) = )| Ge) = Lpgamyym A1 T),

To evaluate the conditional expectation above, it suffices to use the cumulative distribution function
F1y of the random time 7(;). As in Section 2.4.1 (see the proof of Lemma 2.4.1), we obtain

1 T
Ai(t,T) = e / G 1y () du, (2.63)
and thus B B B _
dA (t,T) = (14 (A (t) + A2(2)A*(t, T)) dt.

Since S}(k1) = Pi(t,T) — k;A'(t, T), the formulae (2.59) and (2.60) follow. Formula (2.61) is rather
clear. Finally, dynamics (2.62) can be deduced easily from (2.60) and (2.61). O
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2.5.4 Valuation of a First-to-Default Claim

In this section, we shall analyze the risk-neutral valuation of first-to-default claims on a basket of n
credit names.

Definition 2.5.2 A first-to-default claim (FTDC) with maturity 7" is a defaultable claim (X, A, Z, 7(1))
where X is a constant amount payable at maturity if no default occurs, A : [0,7] — R with Ag =0
is a continuous function of bounded variation representing the dividend stream up to 7(;), and
Z = (Zy1,Zs,...,2Zy) is the vector of functions Z; : [0,7] — R where Z;(7(1)) specifies the recovery
received at time 7(;) if the ith name is the first defaulted name, that is, on the event {7; = 7(;) < T'}.

We define the risk-neutral value m of an FTDC by setting

n T
e = ZEQ (Zi(Ti)]l{t<T(1>=n-§T} +1cry )y /75 (1- Hqgl)) dA(u) ’ gt)
i=1

+ EQ (X]I{T(1)>T} ‘ gt)

and the risk-neutral cumulative value 7 of an FTDC by the formula
B = ZE@( (i) Ljt<ry =<t} + n{tqm}/ (1 — HY)dA(u) ‘ gt)

t
+]EQ(X]1{T(1)>T}|gt )+ Z/ dHfm_,_( b /0 (1- H&l))dA(U)

10,t]

where the last two terms represent the past dividends. Let us stress that the risk-neutral valuation of
an FTDC will be later supported by replication arguments (see Theorem 2.5.1) and thus risk-neutral
value 7 of an FTDC will be shown to be its replication price.

By the pre-default risk-neutral value associated with a G-adapted process 7, we mean the function
7 such that mlg<r,,y = 7()L1<r,,) for every t € [0,7]. Direct calculations lead to the following
result, which can also be deduced from Proposition 2.5.1.

Lemma 2.5.6 The pre-default risk-neutral value of an FTDC equals

N 2100) 1 T D dA( G)(T)
7(t) _;G(l)(t) + G(l)(t)/t G 1y (u) dA( )+XG(1)(t) (2.64)
where
/uLt /ul =u; /,LL 1= 'LLL\/L+1 ulu /u,LuLZ(UZ)

F(duy,...,duj—1,du;, duiq, ... duy).

The next result extends Proposition 2.4.2 to the multi-name setup. Its proof is similar to the
proof of Lemma 2.5.5 and thus it is omitted.

Proposition 2.5.2 The pre-default risk-neutral value of an FTDC satisfies

- Zii(t) (7(t) — Zi(t)) dt — dA(¢).

Moreover, the risk-neutral value of an FTDC satisfies

n

dmy = — Z 7(t—) d]\/ié — dA(T(l) At) (2.65)

i=1
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and the risk-neutral cumulative value T of an FTDC satisfies

n

iy = Y (Z;(t) = 7(t—)) dM.

i=1

2.5.5 Replication of a First-to-Default Claim

Let the savings account with the price B = 1 and single-name credit default swaps with prices
S1(k1),...,S™(kn) be primary traded assets. We say that a G-predictable process ¢ = (¢°, ¢!, ..., ¢")
and a function C of finite variation with C'(0) = 0 define a self-financing strategy with dividend stream
C if the wealth process V (¢, C), defined as

Vi(6,C) =67 + > 1S (k)

=1

satisfies
n

dVi(¢,C) =Y ¢}(dS] (k) + dDj) Z 1 dS7" (ki) — dC(1) (2.66)

=1

where S%(k;) (S%(k;), respectively) is the price (cumulative price, respectively) of the ith traded
CDS.

Definition 2.5.3 We say that a trading strategy (¢, C') replicates an FTDC (X, A, Z, 71)) whenever
the following conditions are satisfied:

(i) the processes ¢ = (¢°, ¢!, ..., ¢") and V (¢, C) are stopped at Ty AT,

(ii) C(ray At) = A(ry At) for every t € [0,T7,

(iii) the equality V;, a7r(¢,C) =Y holds, where the random variable Y equals

Y = X, smy + Y Zi(r@) Uir=r <1}
=1

We are now in a position to extend Theorem 2.4.1 to the case of a first-to-default claim written
on a basket of n reference credit names.

Theorem 2.5.1 Assume that det N(t) # 0 for every t € [0,T], where

81(t) = S}(k1) Sy (ko) —ﬁf(nz) o Sy (Rn) — @1(%”)
N(t) _ Stl|2(’€1) _ tl(ﬁl) 62(t) _StQ(HQ) . SZTQ( ) _ S?(”in)
St (k1) — ' SHr1) 83, (k1) - S2(ky) ... 8u(t) —'§p(nn)

For every t € [0,T], let B(t) = (d1(1), da(t), ..., dn(t)) be the unique solution to the linear equation
N(t)o(t) = h(t) where h(t) = (h1(t), ha(t), ..., hn(t)) with hi(t) = Z;(t) — 7(t—) and where T
is given by Lemma 2.5.6. More explicitly, the functions ¢1, ¢, ..., ¢, satisfy, for t € [0,T] and
i=1,2,...,n

Gi(0)(6:(t) — 5i()) + D B (1) (8], () — 8L (1)) = Zi(t) — 7(t-). (2.67)
JFi

Let us set ¢% = 51(7'(1) At) fori=1,2,...,n and let, for every t € [0,T],

P? = Vi(g, A Z@Sl ki), (2.68)
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where the process V (¢, A) is given by the formula

Vo d) =70+ 30 [ i) dsiing - Aty n0) (2.60)

i—1 710,71y At]

Then the trading strategy (¢, A) replicates the FTDC (X, A, Z, 7(1)).

Proof. The proof is based on similar arguments as the proof of Theorem 2.4.1. It suffices to check
that under the assumption of the theorem, for a trading strategy (¢, A) stopped at 7y, we obtain
from (2.62) and (2.66) that

AVi(6, A) = 3 64 ((6:(6) = Si(w0)) A} + 3 (Siy5(m) = i (w0)) D))
i=1 j#i
- dA(T(l) At).

For ¢! = %(7'(1) A t), where the functions 51, 52, cee an solve (2.67), we thus obtain

AVi(¢, A) = Y (Zit) — 7(t—)) dM; — dA(r(1) A 1).

i=1

By comparing the last formula with (2.65), we conclude that if, in addition, V5 (¢, A) = mg = T and
#° is given by (2.68), then the strategy (¢, A) replicates an FTDC (X, 4, Z, T(1))- |

2.5.6 Conditional Default Distributions

In the case of first-to-default claims, it was enough to consider the unconditional distribution of
default times. As expected, in order to deal with a general basket defaultable claim, we need to
analyze conditional distributions of default times. It is possible to extend the approach presented
in the preceding sections and to explicitly derive the dynamics of all processes of interest on the
time interval [0,7T]. However, since we deal here with a simple model of joint defaults, it suffices to
make a non-restrictive assumption that we work on the canonical space 2 = R™ and to use simple
arguments based on the conditioning with respect to past defaults.

Suppose that k names out of a total of n names have already defaulted. To introduce a convenient
notation, we adopt the convention that the n — k non-defaulted names are in their original order
j1 < ... < jn—k, whereas the k defaulted names i1, ...,7; are ordered in such a way that u; <
... < ug. For the sake of brevity, we write Dy = {7, = u1,...,T;, = u} to denote the information
structure of the past k defaults.

Definition 2.5.4 The joint conditional distribution function of default times 7;,,...,7;, _, equals,
for every tq,...,th—k > ug,
F(t17~-~7tn—k|7—i1 = ULy ey Ty, = ’U,]g)
= Q(le S t17 ey Tk S tn,k |7'Z-1u17 oy Ty = uk)
The joint conditional survival function of default times 7;,,...,7;,_, is given by the expression
G(tl,...,tn_k ‘Til =UL,...,Ti = Ug)
= Q(’le > t1,.. 3 T > tn—k |Ti1 = ULy ..o, Ty = uk)
for every t1,...,th_r > Ug.

As expected, the conditional first-to-default intensities are defined using the joint conditional
distributions, instead of the joint (unconditional) distribution of default times. We will denote
Gu)(t|Dy) = G(t,...,t|Dy).



76 CHAPTER 2. HAZARD FUNCTION APPROACH

Definition 2.5.5 Given the event Dy, for any j; € {j1,...,4n—k} the conditional first-to-default
intensity of a surviving name j; is denoted by \;, (¢ |Di) = Aj, (t |7, = u1,..., 7, = ug). It is given
by the formula

[0 [T ARt etttk D)

A (E1Ds) = G(1)(t|Dy)

for every ¢ € [uy, T.

In Section 2.5.3, we introduced the processes Sz‘j(nj) representing the value of the ith CDS at
time ¢ on the event {7(1) = 7; = t}. According to the notation introduced above, we thus dealt with
the conditional value of the ith CDS with respect to the event Dy = {7; = t}. It is clear that to
value a CDS for each surviving name, one can proceed as prior to the first default, except that one
should now use the conditional distribution

F(tl,...,tnfl‘Dl):F(tl,...,tnfllTj:j), th,... n— 1€[t T]

rather than the unconditional distribution F'(¢1,...,t,), which was employed in Proposition 2.5.6.
The same argument can be applied to any default event Dy. The corresponding conditional version
of Proposition 2.5.6 is rather easy to formulate and prove and thus we decided not to provide an
explicit conditional pricing formula here.

The conditional first-to-default intensities introduced in Definition 2.5.5 will allow us to construct
the conditional first-to-default martingales in a similar way as we defined the first-to-default mar-
tingales M* associated with the first-to-default intensities \;. However, since any name can default
at any time, we need to introduce an entire family of conditional martingales, whose compensators
are based on intensities conditioned on the information about the past defaults.

Definition 2.5.6 Given the default event Dy = {7;, = u1,...,7;, = ug}, for each surviving name
g1 € {41, Jn—k}, we define the basic conditional first-to-default martingale MtjllD by setting, for
t € [ug, T,

t
Mtj‘le = Htj/l\T(kJrl) / ]1{u<7'(k+1)})\jl (U|Dk)du (270)
Uk

The process Mt‘D ,t € [ug,T], is a martingale under the conditional probability measure Q|Dy,
that is, the probability measure Q conditioned on the event Dj and with respect to the ﬁltra‘pion
generated by default processes of the surviving names, that is, the filtration QD’“ = H] VL LLVHTE
for ¢ € [ug, T).

Conditionally on the event Dy, we have 711y = 7, ATj, A... AT, _,, so that 7 1) is the first
default for all surviving names. Formula (2.70) is thus a rather straightforward generalization of
formula (2.49). In particular, for k = 0 we obtain MtiIDo =M}, t€0,T], forany i =1,2,...,n

The martingale property of the process M. t‘ D , as stated in Definition 2.5.6, follows from Propo-
sition 2.5.3; this property can also be seen as a conditional version of Corollary 2.5.1.

We are in a position to state the conditional version of the first-to-default predictable repre-
sentation theorem of Section 2.5.2. Formally, this result is nothing else than a restatement of the
martingale representation formula of Proposition 2.5.1 in terms of conditional first-to-default inten-
sities and conditional first-to-default martingales.

Let us fix an event Dy, and let us write GPr = HIt v ... v HIn—*,

Proposition 2.5.3 Let Y be a random variable given by the formula

Y= Z 01Dk (T3 Ly, < gy =rny) T X sy > 1)
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for some functions Z;,p, : [ug,T] — R, 1 =1,2,...,n—k and some constant X (possibly dependent
on Dy ). Let us define, for t € [ug,T],

MtIDk = EQ\Dk (Y | ngk)

Then the process Z\/ZﬂDk, t € fug,T], is a GP*-martingale with respect to the conditional probability
measure Q| Dy,.

Furthermore, ]\ka admits the following representation, for t € [ug,T],

n—k
M p, = Mop, + Z/] h, (u|Di) dM;5
=1

ug,t]
where the processes hj, are given by
hg;(t|Dk) = ZjL\Dk(t) _Mt—|Dk7 Vte [uk,T]

Proof. The proof relies on a rather straightforward extension of arguments used in the proof of
Proposition 2.5.1 to the context of conditional default distributions. Therefore, we leave the details
to the reader. (]

2.5.7 Recursive Valuation of a Basket Claim

We are ready to extend the results developed in the context of first-to-default claims to value and
hedge general basket claims. A generic basket claim is any contingent claim that pays a specified
amount on each default from a basket of n credit names and a constant amount at maturity 7 if no
defaults have occurred prior to or at T

Definition 2.5.7 A basket claim associated with a family of n credit names is given as (X, A, Z,7)
where X is a constant amount payable at maturity only if no default occurs prior to or at T', the
vector 7 = (7q,...,7,) represents default times and the time-dependent matrix Z represents the
recovery payoffs at defaults, specifically,

Zit1Do)  Zo(t|Do) ...  Zu(t|Do)
,_| @) zEp) L Zutipy
Zt1Dnt) Zot|Dus) .. Zo(t|Dur)

Note that the above matrix Z is presented in the shorthand notation. In fact, in each row one
needs to specify, for an arbitrary choice of the event Dy, = {7;;, = uy,...,7;, = ur} and any name
g1 ¢ {i1, ... i}, the conditional payoff function at the moment of the (k + 1)th default, that is,

Z_]L(t|-Dk‘) = Zjl(t|7—i1 = ULy, Ty = Uk), Vte [uk,T].

In the financial interpretation, the function Zj, (¢|Dy) specifies the recovery payment at the
default of the name j;, conditional on the event Dy and on the event {7, = 7(41) = t}, that is,
assuming that the name j; is the first defaulted name among all surviving names.

In particular, Z;(t|Dg) := Z;(t) represents the recovery payment at the default of the ith name
at time ¢ € [0, 7], given that no defaults have occurred prior to ¢, that is, at the moment of the first
default. We will use the symbol Dy to denote the situation where no defaults have occurred prior
to time .
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Example 2.5.1 Let us consider the kth-to-default claim for some fixed k € {1,2,...,n}. Assume
that the payoff at the kth default depends only on the moment of the kth default and the identity
of the kth defaulted name. Then all rows of the matrix Z are equal to zero, except for the kth row,
which equals, for every t € [0, T,

(Zo(t |k — 1), Zo(t |k —1),.... Zu(t| K — 1)].

We write here k — 1, rather than Dj_1, in order to emphasize that the knowledge of timings and
identities of the k defaulted names is not relevant under the present assumptions.

More generally, for a generic basket claim in which the payoff at the ith default depends on the
time of the ith default and identity of the ith defaulted name only, the recovery matrix Z reads

2 Ay

) 2ty Zatl) ... Za(t]D)

Z = : : :
Zitln—1) Zotln—1) ... Zu(tln—1)

where Z;(t|k — 1) represents the payoff at the moment 7(;) = ¢ of the kth default if j is the kth
defaulting name, that is, on the event {7; = 7 = t}. This shows that in several practically
important examples of basket credit derivatives, the matrix Z of recoveries will have a relatively
simple structure.

It is clear that any basket claim can be represented as a static portfolio of kth-to-default claims
for k=1,2,...,n. However, this decomposition does not seem to be advantageous for our purposes.
In what follows, we prefer to represent a basket claim as a sequence of conditional first-to-default
claims, with the same value between any two defaults as a basket claim under consideration. Using
this approach, we will be able to directly apply previously developed results for the case of first-to-
default claims and thus to produce a rather straightforward recursive algorithm for the valuation
and hedging of a basket claim.

Instead of stating a formal result, which would require heavy notation, we prefer to focus first
on the computational algorithm for valuation and hedging of a basket claim. An important concept
in this algorithm is the conditional pre-default price

Z(t|Dy) = Z(t| 75, =u1,..., 7, = ug), Vt€ [up,T],

k

of a conditional first-to-default claim. The function Z(t|Dy), t € [ug,T], is defined as the risk-
neutral value of a conditional FTDC on n — k surviving names, with the following recovery payoffs
upon the first default at any date ¢ € [ug, T

Z,(t| Dy) = Z;,(t| Dy,) + Z(t| Dy, 75, = t). (2.71)

Assume for the moment that for any name j,, ¢ {i1,...,ix, 7} the conditional recovery payoff
Zjn (| iy, =1, ..., T, = up, Tj, = Ug41) upon the first default after date ujy1 is known. Then we
can compute the function

Z(t| 7, = ..., Ti, = U, Ty, = Ukt1), Vi€ [upyr,T],

exactly as in Lemma 2.5.6, but using the conditional default distribution. The assumption that the
conditional payoffs are known is not restrictive, since the functions appearing in right-hand side of
(2.71) are known from the previous step in the following recursive pricing algorithm.

e First step. We first derive the value of a basket claim assuming that all but one defaults have
already occurred. Let

Dn,1 = {Til =Upy.-. s Tip1 — un,l}.
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For any ¢ € [u,—1,7T], we deal with the payoffs
Zj,(t|Dpr) = Zj, (| D) = Zj, (t| 73, = un, -, Ty = Un—1),

for j1 ¢ {41,...,in—1} where the recovery payment Z; (t|D,_1) for t € [u,_1,T] is given by
the specification of the basket claim. Hence we can evaluate the pre-default value Z(t|D,—1)
at any time t € [u,_1, 7], as a value of a conditional first-to-default claim with the said payoff,

using the conditional distribution under Q|D,,—; of the random time 7;, = 7;,, on the interval
[un,1 s T} .

e Second step. In this step, we assume that all but two names have already defaulted. Let
Dn_g = {Til = U1, --- 7Tin,—2 = Un_g}.

For each surviving name j1,j2 ¢ {i1,...,4,—2}, the payoff ij (t|Dp—2) for t € [up—s,T], of a
basket claim at the moment of the next default formally comprises the recovery payoff from the
defaulted name j; which is Zj, (¢t |D,,—2) as well as the pre-default value Z(t | Dy,—o,7;, =1), t €
[tt—2, T], which was computed in the first step. Therefore, we have, for every ¢ € [u,—2,T],

Zj,(t| Dn_z) = Z;,(t| Dy—s) + Z(t| Dy_2,7j, = 1).

To find the value of a basket claim between the moments of the (n — 2)th and the (n — 1)th
default, it suffices to compute the pre-default value of the conditional FTDC associated with
the two surviving names, ji,j2 ¢ {41,...,in—2}. Since the conditional payoffs Z;, (¢t |D,_2)
and ij (t|Dy—2) are already known at this stage, it is sufficient to compute the expectation
under the conditional probability measure Q|D,,_2 in order to find the pre-default value of this
conditional FTDC for any ¢ € [u,—2,T].

e General induction step. We now assume that exactly k defaults have occurred, that is, we
assume that we are working on the event

Dy ={m, =u1,..., 75, =ug}.

From the preceding step, we know the function Z (t|Dg41) where the event Dyq is given as

Dk+1 = {Til = U1,y -- ,Tik = uk,le = uk+1}.
In order to evaluate Z(t|Dy,), we set, for t € [ug, T),
Z3, (¢ Di) = Z; (| D) + Z(¢| Diy 75, = 1), (2.72)

for any ji,...,Jn—k & {i1,...,1r} and we compute Z(t |Dy,) for every t € [ug,T| as the risk-
neutral value under the conditional probability Q|Dy, of the conditional FTDC with payoffs
given by (2.72).

We are in a position to state the valuation result for a basket claim, which can be formally
established using the reasoning outlined above.

Proposition 2.5.4 The risk-neutral value at time t € [0,T] of a basket claim (X, A, Z,T) equals,
fort e [0,T],

n—1
= Z Z(t |Dk)1[7(k)/\T,T(k+1)AT[(t)a
k=0
where Dy, = Dy(w) = {r,(w) = u1,...,7i,(w) = ux} for k = 1,2,...,n and Dy means that no

defaults have yet occurred.

Proof. Assume that we are at some date ¢ € [0,7] and suppose that exactly k& names (for some
k=1,2,...,n) have already defaulted, hence the set Dy, is known to us (so that ¢t > wuy). Form the
point of view of valuation, the basket claim can be seen this point of time as a conditional FTDC
with the conditional payoff Z(t|Dy) = Z(t|Dy) + Z(t|Dg+1). We can now use the pricing formula
of Proposition 2.5.6 (using conditional distribution) for an FTDC in order to derive the value of
Z(t|Dy,) for every t € [uy, T). O
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2.5.8 Recursive Replication of a Basket Claim

From our discussion, it is clear that a basket claim can be conveniently interpreted as a specific
sequence of conditional first-to-default claims and thus the replication of a basket claim relies on
hedging of a sequence of conditional first-to-default claims. In the next result, we denote 7y = 0.

Theorem 2.5.2 For any k = 0,1,...,n, the replicating strategy ¢ for a basket claim (X, A, Z,7)
on the time interval [m, N T,Tr41 A T] coincides with the replicating strategy for the conditional
FTDC with payoffs Z(t |Dy) given by (2.72). The replicating strategy ¢ = (¢°, ¢7%, ..., ¢In—* A),
corresponding to the units of savings account and units of CDS on each surviving name at time t,
has the wealth process

n—=k
Vi(g, A) =7 + > o1'S7' (k5,)
=1

where the processes ¢7', 1 = 1,2,....n — k can be computed by the conditional version of Theorem
2.5.1.

Proof. We know that the basket claim can be decomposed into a series of conditional first-to-
default claims. So, at any given moment of time ¢t € [0, 7], assuming that k defaults have already
occurred, our basket claim is equivalent to the conditional FTDC with payoffs Z (t| Dy) and the
pre-default value Z(t|Dy). This conditional FTDC is alive up to the next default T(k+1) OF maturity
T, whichever comes first. Hence it is clear that the replicating strategy of a basket claim over the
random interval [7 AT, Tr11 A T] need to coincide with the replicating strategy for this conditional
first-to-default claim and thus it can be found along the same lines as in Theorem 2.5.1, using the
conditional distribution under Q|Djy, of defaults for surviving names. ]

2.6 Applications to Copula-Based Models

We will now apply the general results to simple models, in which some copula functions (cf. Section
5.4) are used to describe the dependence of default times. For various applications of copula functions
to credit risk modeling and to valuation of credit derivatives, the interested reader is referred to,
e.g., Andersen and Sidenius [3], Burtschell et al. [41, 42], Cherubini and Luciano [48], Cherubini et
al. [49], Embrechts et al. [72], Frey et al. [79], Gennheimer [80], Giesecke [81], Laurent and Gregory
[115], Li [118], McNeil et al. [123], and Schénbucher and Schubert [137].

For simplicity of exposition, we only consider the bivariate situation and we work under the
following standing assumptions.
Assumption 2.6.1 We assume that:

e we are given a first-to-default claim (X, A, Z, 7)) where Z = (Z1,Z,) for some constants
Zl, Z2 and )(7

e the default times 7y and 7, have exponential marginal distributions with parameters A\; and
A2a

e the protection d; of the ith credit default swap is constant and x; = \;d; for i = 1, 2.

2.6.1 Independent Default Times

Let us first consider the case where the default times 71 and 79 are independent (of course, this
corresponds to the product copula C'(u,v) = wv). In view of independence, the marginal intensities
and the first-to-default intensities can be easily shown to coincide. We have, for ¢ = 1,2,

Gi(u) = Q(1; > u) = e M
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and thus the joint survival probability equals, for every (u,v) € RZ,
G(u,v) = G1(u)Ga(v) = e Mue™r2v,
Consequently, we obtain
F(du,dv) = G(du, dv) = M\ Age” e 2% dudv = f(u,v) dudv

and
G(du,u) = —Ae~ Pt ) gy,

Proposition 2.6.1 Assume that the default times 11 and o are independent. Then the replicating
strategy for an FTDC (X0, Z, 7)) is given as

=250, Gy = 2210,

where

(Zl/\l + ZQ/\Q)

(1 _ 6_(A1+A2)(T_t)) + Xe—(Al—‘r)\g)(T—t).
AL+ Ag

7(t) =

Proof. From the previous remarks, we obtain

2 [l [P dF(u)  Zs ] [ dF (u,v) O, T)

~) —
) G(t.1) G(t, 1) G(t.1)
C Zin [ e gy Zoh [T e MitNvdy (T, T)
- e— (A2t + e~ (A1t+A2)t G(t,t)
Zl)\l —(\ _ Z2>\2 — —
— 1 — e GatA)(T=t)y 4 #2712 (1 o—(a+Ae)(T—1)
(A1 + >\2)( ) (A1 + )\2)( )
G(T,T)
X
TGy

and thus
(Zl/\l + ZQ/\Q)

=(4) =

(1 _ 6_(A1+A2)(T_t)) + Xe—(Al—‘r)\z)(T—t).

Under the assumption of independence of default times, we also have that Stilj(m) = §t’(m) for

i,j =1,2 and i # j. Furthermore, from Example 2.4.1, we have that Si(x;) = 0 for ¢t € [0,7] and
thus the matrix N(¢) in Theorem 2.5.1 reduces to

N(t):ml 502}

The replicating strategy can be found easily by solving the linear equation N (t)g(t) = h(t) where
h(t) = (h1(t), ha(t)) with the function h; given by the formula

hi(t)=2Z; —7(t—) = Z; — 7(t)
fori=1,2. O

As an important example of a first-to-default claim, we will now consider the case of a first-to-
default swap (FTDS). A stylized FTDS is formally defined by setting X = 0, A(t) = —x(1)t where
k(1) is the swap spread and Z;(t) = ¢; € [0,1) for some constants d;, i = 1,2. Hence an FTDS can be
equivalently seen as the FTDC (0, —#(1yt, (d1,02),7(1)). Under the present assumptions, we obtain

17€>\T

mo = 7(0) ((A151 + A2d2) — /1(1))
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where we denote A = A1 + Aa. The FTDS market spread is the level of k(1) that makes the FTDS
valueless at initiation. Hence in this elementary example this spread equals A101 + A2d2. In addition,
it can be shown that under the present assumptions we have that 7(t) = 0 for every t € [0,T].

Suppose that we wish to hedge the short position in the FTDS using two CDSs, say CDS?,
i = 1,2, with respective default times 7;, protection payments §; and spreads x; = \;;. Recall that
in the present setup we have that, for every ¢ € [0,T],

Sii(ri) = Si(ri) =0, i,j =12, i#]. (2.73)

Consequently, we have here that h;(t) = —Z;(t) = —0; for every ¢t € [0,T]. It then follows from
equation N ()¢(t) = h(t) that ¢1(t) = ¢o(t) = 1 for every t € [0,7] and thus ¢? = 0 for every
t € [0,T]. This result is by no means surprising; we hedge a short position in the FTDS by holding
a static portfolio of two single-name CDSs since, under the present assumptions, the FTDS is
equivalent to such a portfolio of corresponding single name CDSs. Of course, one would not expect

that this feature will still hold in a general case of dependent default times.

The first equality in (2.73) is due to the standing assumption of independence of default times
71 and 79 and thus it will no longer be true for other copulae. The second equality follows from our
simplifying postulate that the risk-neutral marginal distributions of default times are exponential.
In practice, the risk-neutral marginal distributions of default times are obtained by fitting a model to
market data (i.e., market prices of single name CDSs) and thus, typically, they are not exponential.

2.6.2 Archimedean Copulae

We now proceed to the case of exponentially distributed, but dependent, default times. The mutual
dependence will be specified by a choice of some Archimedean copula. Recall that a bivariate
Archimedean copula is defined as C(u,v) = ¢ 1(p(u), p(v)), where ¢ is called the generator of
a copula.

Clayton Copula

Recall that the generator of the Clayton copula is given as ¢(s) = s~% —1 for every s € R, for some
strictly positive parameter 6. Hence the bivariate Clayton copula can be represented as follows

Cu,v) = (u™ ¥ +0v7% - 1)*%.
Under the present assumptions, the corresponding joint survival function G(u,v) equals

G(u,v) = C(G1(u), Go(v)) = (M40 4+ M0 —1)~7,

so that
v
and Gldu. d
flu,v) = % = (0 -+ DAphgeN A (A g e )i,
udv

2

(K1), since the quantities 52 and Su‘1

We only provide explicit formulae for 51 and S!

o2 (ko) are given
by symmetric expressions.

Proposition 2.6.2 Let the joint distribution of (11,72) be given by the Clayton copula with some
0 > 0. Then the replicating strategy for an FTDC (X,0,Z, 7)) is given by the expression

02(Z1 = 7 (1)) + 571 (k) (Z2 — 7 (1))
5152 — 5151\2(%1)53\1(’%2) ’

A (t) = (2.74)
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where
A10T Ao 20T A1 1
sy = g deno (TSN ZDTI s fe (s s )78 ds
- f(eMOt 4 X0t —1)~35 ? O(eM0t 4 X260t —1)=7
(M7 4+ 0T _ 1)1
(eM10t 4 eXabt _ 1)—%
and

1

[(e>\19T 42T 1)—%—1 _ (6A19v 4 etebv _ 1)—§—1]
(eM0v 4 Aabv 1)—%71
fvT(e)\leu 4 ety _ 1)*%*1du
(e)q@v + ekzev _ 1)7571

v

Sia(k1) = 61

— K
Proof. Observe that

T [eS) T .
/ du/ fu,v)dv = / Aerrul (errul o graul ) =5=1 gy
t u t
0T

1 LY
= f/ (s—{—s*f —1)"v lds
0 Joriot

and thus, by symmetry,

20T

T oo 1 Q 7l71
dv flu,v)du == (s+s> —1)"¢ " ds.
t v 0 Jorz0t

We thus obtain

(1) = Z ftT 1.7 dG(u,v) N Zy ftT [ dG(u,v) +XG(T’T)
B G(t,t) G(t,t) G(t,t)
eM6T Ao | er26T A1 1
. fe)\lt% (S+S*1 —1)7§71 ds 7 fe'\’zst (s—l—sh —1)75*1 ds
- 9(6,\19t + er20t _ 1)*% 2 9((3)‘1‘9’5 + er20t _ 1)7%

(e)\leT + e)\26'T _ 1)7%

(eM6t et _ 1)=%

We are in a position to determine the replicating strategy. Under the standing assumption that
ki = \i6; for i = 1,2 we still have that S!(k;) = 0 for i = 1,2 and for ¢ € [0,T]. Hence the matrix
N(t) reduces to

(51 _St2|l("{2)

N(t) = _St1|2(’€1) 5o

where

I Sy [T f(zv) dadu
' [ f(u,0) du o L flu,v) du
_ 5 [(eMOT 4 er20T _ 1)=5-1 _ (¢M0v _1’_ M0 _ 1)=5-1]
(eMOV 4 erabv _ 1)=4-1
fvT(e)un M0y )1y

(€>\19v + e)\zé)v _ 1)7%71

Si|2(’f1) =0

— K1

The expression for Si‘l(lﬁlg) can be found by analogous computations. By solving the equation

N(t)p(t) = h(t), we obtain the required expression (2.74) for the replicating strategy. O
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Gumbel Copula

As another example of an Archimedean copula, we consider the Gumbel copula with the generator
©(s) = (—Ins)? for every s € Ry where the parameter 6 satisfies # > 1. The bivariate Gumbel
copula can thus be written as

C(u,v) = o[- W)+ (= )]
Under our standing assumptions, the corresponding joint survival function G(u,v) equals
1
G(u,v) = C(G1(u), Go(v)) = e~ A" +250)7

Consequently, the partial derivatives of our interest satisfy

dG(u,v) = —G(u,v)Nj? T (\0uf + )\gv‘?)%_
dv
and iC
O] _ G, ) 0ho) ()~ N+ X5 (M + M) 40— 1),

As in the case of the Clayton copula, it is enough to derive the formulae for cbl and SU|2( 1), since

(bg and Su“(lig) are given by symmetric expressions.

Proposition 2.6.3 Assume that the joint distribution of (11,72) is given by the Gumbel copula with
0 > 1. Then the replicating strategy for an FTDC (X,0,Z, 71)) is given by

02(Z1 = 7(1)) + 571 (k) (Z2 — 7 (1))

) = S S L S )

where
7(t) = (ZN] + ZodADA 0 (e — e AT) 4 Xe MT=D

with A = (A +\3)7 and
o s, o~ (NITO 12508 (NIT? 4+ AGuf) =1 — =M p\1=0q)10
v\Q(Hl) — 01 e~ A )\1-0,1-0

fv —(/\9T9 A 9)9()\%9—1—)\‘9 (9)7_1 du
e )\v)\l 0 1-6

— K1

Proof. We have that

T o] T 1
/ / dG(u,v) = / AN 4 NGy o lem MM T gy
t u

( )\?}\ [% —/\u)|u )\9)\ ( —At _e—)\T)’

u=

where A = (A + \§)#. Similarly, we also obtain

T (oo
/ / dG(u,v) = XA (e — 7T,
t v

Furthermore, G(T,T) = e~*" and G(t,t) = e~ *. Hence

- ft [ dG(u j; [ dG(u G(T,T)
m(t) = G cen T Xaun

= ZMN (e — e T) + ZoMA (e — e AT + Xe AT,
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and thus
%(t) = (Zl>\§ + 52Z20))\79(67)‘t _ e*/\T) + Xe MT—t)

In order to find the replicating strategy, we proceed as in the proof of Proposition 2.6.2. Under the
present assumptions, we obtain the following expression for Sip(m)

T T oo
Sl‘ (/4;1) — 51 fv f(u,'l})d’u, ~ fv fu f(Z,'U)dzdu
o - focf(u,v)du foof(’u,v)du
G*(A?T9+)\gv9)% ()\?TO + )\gve)%71 e huy1-0,1-0
e_>‘v)\1—9v1—9
ST eI (000 4 M) 8-
— K1 6_)‘1))\1_9111—9 .

—

By the symmetry of the model, a similar expression is valid for the value Sill(ng). This completes

the proof of the proposition. O

Though the copula-based models are widely used for modeling of dependent defaults, they suffer
a major shortcoming of being inherently static models. Therefore, their use is limited to risk-neutral
valuation of credit derivatives, as opposed to the arbitrage pricing of defaultable claims, which hinges
on the dynamic replication technique.
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Chapter 3

Hazard Process Approach

In the general reduced-form (or hazard process) approach, we deal with two kinds of information: the
information conveyed by assets prices and other economic factors, denoted as F = (F;)o<i<7+, and
the information about the occurrence of the default time, that is, the knowledge of the time where
the default occurred in the past, if the default has indeed already happen. As we already know, the
latter information is modeled by the filtration H generated by the default process H.

At the intuitive level, the reference filtration F is generated by prices of some assets, or by other
economic factors (such as, e.g., interest rates). This filtration can also be a subfiltration of the
filtration generated by the asset prices. The case where F is the trivial filtration is exactly what we
have studied in the previous chapter. Though in a typical example F is chosen to be the Brownian
filtration, most theoretical results do not rely on a particular choice of the reference filtration F. We
denote by G; = F; V H; the full filtration (sometimes referred to as the enlarged filtration).

Special attention will be paid in what follows to the so-called hypothesis (H). In the present
context, it postulates the preservation of the martingale property with respect to the enlargement of
F by the observations of default time. It is important to note that this hypothesis is not preserved
under an equivalent change of a probability measure, in general.

In order to examine the precise meaning of market completeness in a defaultable security market
model and to derive the hedging strategies for credit derivatives, we shall also establish a suitable
version of the predictable representation theorem.

Most results presented in Sections 3.1-3.6 can be found, for instance, in survey papers by Jean-
blanc and Rutkowski [99, 100]; see also the papers by Artzner and Delbaen [5], Bélanger et al. [10],
Jarrow and Turnbull [94], Lando [107], and Wong [142].

Sections 3.7-3.8 are based on the paper by Bielecki at al. [19].

3.1 Hazard Process and its Applications

The concepts introduced in the Chapter 2 will now be extended to a more general setup, in which
an additional flow of information — formally represented hereafter by some filtration F — is available.

We denote by 7 a non-negative random variable on a probability space (2,G,Q), satisfying
Q(r=0)=0and Q(r > t) > 0 for any t € R;. We introduce the right-continuous default indicator
process H by setting Hy = 14>,y for t € Ry and we write H to denote the filtration generated by
the process H, so that H; = o(H, : u < t) for every t € R;.

We assume that we are given an auxiliary reference filtration F such that G = H V F, that is,
G = Hy vV Fy for any t € Ry. For each t € Ry, the total information available at time ¢ is captured
by the o-field G;.

87
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All filtrations considered in what follows are implicitly assumed to satisfy the ‘usual conditions’
of right-continuity and completeness. For the sake of simplicity, we assume that the o-field Fj is
trivial (so that Gy is the trivial o-field as well).

The process H is obviously G-adapted, but it is not necessarily F-adapted. In other words, the
random time 7 is a G-stopping time, but it may fail to be an F-stopping time.

Lemma 3.1.1 Assume that the filtration G satisfies G =HV F. Then G C G* where the filtration
G* = (G/) ter, is defined as follows

G ={Aeg: An{r >t} =Bn{r >t} for some B € F; }.

Proof. It is rather clear that the class G} is a sub-o-field of G. Therefore, it is enough to check that
H: C Gf and F; C G for every t € R . Put another way, we need to verify that if either A = {7 < u}
for some u < ¢ or A € F; then there exists an event B € F; such that AN {7 >t} = BN {r > t}.
In the former case, we may take B = () and in the latter B = A. O

For any ¢t € R, we write F; = Q(7 < t|F;) and we denote by G the F-survival process of 7 with
respect to the filtration FF, given as

Gt = 1—Ft:(@(7'>t|.7:t)
For any 0 <t < s the inclusion {7 <t} C {7 < s} holds, and thus
Eo(Fs | Fi) = E@(Q(T < s|Fs) ‘5’-}) =Q(r <s|F) > Q(r <t|F)=F.

This shows that the process F' (G, respectively) follows a bounded and non-negative F-submartingale
(F-supermartingale, respectively) under Q and thus we may deal with the right-continuous modifi-
cations of F' and G with finite left-hand limits. It is worth noting that Fy = 0 and lim; ., F; = 1.

The next definition introduces a straightforward generalization of the concept of the hazard
function (see Definition 2.2.1).

Definition 3.1.1 Assume that F; < 1 for ¢t € R;. The F-hazard process of 7 under Q, denoted by
T, is defined through the formula 1 — F; = e~!*. Equivalently, I'y = —InG; = —In (1 — F}) for
every t € Ry.

Since G = 1, it is clear that I'y = 0. Moreover, lim;_,, I'; = oo since lim;_, o, Gy = 0. For the
sake of conciseness, we shall refer briefly to I" as the F-hazard process, rather than the F-hazard
process under Q, unless there is a danger of misunderstanding.

Throughout this chapter, we will work under the standing assumption that the inequality F} < 1
holds for every t € R, so that the F-hazard process I' is well defined. Therefore, the case when 7
is an F-stopping time (that is, the case when F = G) is not dealt with here.

3.1.1 Conditional Expectations

We will first focus on the conditional expectation Eq(1l{<,} X |G¢), where X is a Q-integrable
random variable. We start by extending the formula established in Lemma 2.2.1.
Lemma 3.1.2 For any G-measurable and Q-integrable random variable X we have, for anyt € Ry,

EQ(R{t<T}X|ft)
Q(t <T ‘ ft> ’

Eo(t<r} X [Gt) = Ly Eo(X | Gt) = Tjpary (3.1)

In particular, for any t < s

@(t<7’§8|ft)
Q(t<7’|ft)

Q(t <7< | gt) = ]l{t<7'} = ]l{t<7—}EQ(]. — ethFS

F).
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Proof. Since F; C G, it suffices to check that
Eq(1cXQ(C|F) |Gt) = Eo(LcEo(loX | Fi) | Ge),

where we denote C = {t < 7}. Put another way, we need to show that for any A € G; we have

[ 1ex0C|7)de = [ 1cBo(toX| F)dg. (3.2)
A A
In view of Lemma 3.1.1, for any A € G, we have ANC = BN C for some event B € F;, and so
[ 1exaeizyae= [ xoc|rde- [  xec|F)aw
A AnC BNC

:/ ]lCXQ(CU-"t)dQ:/ Eq(1eX | F)Q(C | Fy) dO

B B

- / Eo(LeEo(LeX | F) | F1) dQ = / Eo(1eX | F)dQ
B BNnC

:/ EQ(]ICX|ft)dQ:/ ]lc]EQ(]ch|ft)dQ.
ANC A

We thus conclude that (3.2) holds. O

The following corollary to Lemma 3.1.2 is rather straightforward.

Corollary 3.1.1 Let X be a Fr-measurable and Q-integrable random wvariable. Then, for every
t<T,
Eo(X1{r<ry | F2)

EQ(X]I{T<T} |Gt) = Liecry EQ(]l{t<7—} | Ft)

= ]1{t<T}EQ<X6Ft_FT | ft)

The following result will be used in valuation of a recovery payoff that occurs at default.

Lemma 3.1.3 Assume that Z is an F-predictable process such that the random variable Z; 11 <7}
is Q-integrable. Then we have, for everyt < T,

LarBo(Zr1(r<ry [Gr) = Liparye’™ E@(/M] Zy dF,

}'t). (3.3)

Let F = N + C be the Doob-Meyer decomposition of F', where N is an F-martingale, and C is an
F-predictable increasing process. Then, for everyt < T,

LiterBo(Zelr<ry | G) = Lpparye™ E@(/]m Zy dCy

]—"t). (3.4)

If F is a continuous, increasing process then F = C = e~''t so that the equality dFy = e~'t dI'y is
valid. Consequently,

T
Li<nyBo(Zrlir<ry |Ge) = Li<r) E@(/ Zye't T dly ’ ft)-
t

Proof. We start by noting that (3.3) implies that

L Bo(Zrlirary |Ge) = Lpary € Eo(Zr L parary | F2).

Let us first assume that Z is a stepwise F-predictable process; specifically, Z,, = Z?:o Ze Uit <u<tii)
fort <u < T, wheretg =t <--- <tyy1 =T, and Z,, is an F;,-measurable random variable for
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i =20,...,n. Then we obtain

Eo(Z: 1 fpr<ry | Ft) = Eo(Zr L ppacr<ry | F2)

=Eq ( Z ]l{ti <TSti+1}Zti
i=0

%)
7).

n
= EQ(Z Zti (Ft'H»l - Fti)
1=0

Hence for any stepwise, bounded, F-predictable process Z we have

Eq(1jier<ry Z- | Fr) = EQ(/M] 7, dF,

Ft)- (3.5)

In the next step, Z is approximated by a suitable sequence of bounded, stepwise, F-predictable
processes. The sum under the sign of the conditional expectation converges to the Ité integral (or to
the Lebesque-Stieltjes integral if F' is of finite variation). The boundedness of Z and F is a sufficient
condition for the convergence of sequence of conditional expectations. O

The next auxiliary result will prove useful in valuation of defaultable securities that pay dividends
prior to the default time.

Proposition 3.1.1 Assume that A is a bounded, F-predictable process of finite variation. Then, for

everyt < T,
]EQ(/ (1— H,)dA, )
1¢,T7]

or, equivalently,

gt) = ﬂ{t<.’_}eFtEQ(/];T](1 — Fu) dAu

]EQ(/ (1- H,)dA,
J6,7]

Proof. For a fixed, but arbitrary, ¢ < T, we introduce an auxiliary process A by setting A\u =A,— A
for u € [t, T)]. It is clear that A is a bounded, F-predictable process of finite variation; the same remark
applies to its left-continuous version A;_.

gt) = Il{t<'r}IE(Q.>(/]tT] el dA, ‘ft)~

Therefore,

a)

J, = IE@( (1— Hy,)dA,
16,7)

_ EQ(/M] 1irouy dA, gt)

= Eg (ETJI{K@T} + ;{T]]-{T>T} ‘ gt)

= ]l{t<.,.}6F‘EQ(/ A\uf dFu-l-A\T(l—FT) ‘ft)7
1t,T]

where the last equality follows from formulae (3.1) and (3.3). Using an obvious equality Gy = 1— F,
we obtain

Bo( [ AudF,+Ar(1- Pr) ’ F) =B~ [ A dG,+ ArGy ) ).

J,T] J£,T]

Since A is a process of finite variation (so that its continuous martingale part vanishes), the following
version of It6’s product rule is valid

ApGr = A,Gy + A, dG, + G, dA,.
1¢,7] 1¢,T]
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But Et =0, and thus

EQ(/ Ay_dF, + Ap(1 - Fy) ‘]-‘t> :]EQ(/ (1 F,)dA, ]-"t).
1¢,T1] 1¢,T1]
This proves the first formula. The second equality is merely a restatement of the first one. O

3.1.2 Hazard Rate

Let the process F' be absolutely continuous, that is, F; = fot fu du for some F-progressively measur-
able, non-negative process f. Then necessarily F' is an increasing process and thus I' is an absolutely
continuous and increasing process. Specifically, it is easy to check that I' admits the F-hazard rate
v, that is, I'; = fot Yu du where in turn the F-progressively measurable, non-negative process 7 is
given by the formula v; = (1 — F;) "' f;. We will sometimes refer to v as the F-intensity (or simply
stochastic intensity) of default time 7 (see Section 3.1.6).

3.1.3 Valuation of Defaultable Claims

Our next goal is to establish a convenient representation for the pre-default value of a default-
able claim in terms of the hazard process I' of the default time. We postulate that QQ represents
a martingale measure associated with the choice of the savings account B as a discount factor
(or a numéraire). Therefore, in the present setup, the risk-neutral valuation formula reads (for a
justification of this formula, see Section 2.3)

St = BtEQ(AT] B;l dDu

Gi), (3.6)

where S is the ex-dividend price process, B is the savings account and D is the dividend process
associated with a defaultable claim (see Section 1.1.2), that is,

Dy = X 1i7,00((1) +/

(1— Hy)dA, + / 7, dH,. (3.7)
10,]

10,2]

For the sake of conciseness, we will write

I, = B, ]EQ( . BZ'(1 - H,)dA,

Ji = BiEo(Ljtar<1y By ' Z7 | Gi),

a)

and

Ky = B Eqg(Br' X1ir<ry | Gr).
In view of (3.6)—(3.7), it is clear that the ex-dividend price of a generic defaultable claim (X, A, Z, )
(cf. Definition 2.3.1) can be represented as follows S; = Iy + J; + K;. It is noteworthy that the

default time 7 does not appear explicitly in the conditional expectation in the right-hand side of
pricing formulae of Proposition 3.1.2.

Proposition 3.1.2 For every t € [0,T], the ex-dividend price of a defaultable claim (X, A, Z, 1)
admits the following representation

St = ]l{t<‘r}Gt_1Bt EQ(/

BrN(GudAy — Z,dGy) + GrBptX ‘ ]—"t).
J6.T]

If F (and thus also T') is an increasing, continuous process then

St =1<r) By E@(/} . B;lert—ru (dA, + Z,dl',) + B;lXeFt—rT
t,

7).
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Proof. By applying Proposition 3.1.1 to the process of finite variation f] B, 'dA,, we obtain

0,1]

L =14.,G ' B, E@(/ BI1G, dA,
16,7]

%)

or, equivalently,

I =14\ B, EQ(/ B et dA, ‘j’-}).

16,71

Furthermore, Lemma 3.1.3 yields

Ji = Lgerye™ B, EQ(/ B;'Z,dF,
J¢.7]

]—'t).

If, in addition, the hazard process I is an increasing continuous process then

Jo = 1{1ry By EQ(/T BTz, dr, | 7).
t
Finally, it follows from (3.1) that
Ky =1gyene "B Eg(l sy Br' X | 7).
Since the random variables X and Br are Fp-measurable, we also have
Ky = 1<y BiEg(GrBr' X | Fy) = Ly ry Bi Eg(Br ' Xe ™I | 7).

Both formulae of the proposition are obtained upon summation. O

Let us note that Sy = ]l{t<7}§t, where the F-adapted process S represents the pre-default value
of a defaultable claim (X, A, Z, 7). The next result is a straightforward consequence of Proposition
3.1.2.

Corollary 3.1.2 Assume that F (and thus also T') is an increasing, continuous process. Then
the pre-default value of a defaultable claim (X, A, Z,T) coincides with the pre-default value of a
defaultable claim (X, A,0,7), where the process A is given by the formula Ay = A; + f(f Z, ary, for
te0,T].

Let us consider the case of a default time 7 that admits the F-intensity process . The second
formula in Proposition 3.1.2 now becomes

St = lgiery EQ(/] ] e~ Ji (rotye)dy (dAy + vuZy du) ’]—"t)
t,T
+ 1<y Eg (6_ S rotm)dv ‘ ]:t)'

To obtain a more intuitive representation for the last expression, we introduce the default-risk-
adjusted interest rate T = r + v and the associated default-risk-adjusted savings account B, which is
given by the formula

By = exp (/t Tu du). (3.8)
0

Although the process B does not represent the price of a tradeable security, it enjoys the features
of the savings account B. Specifically, B is an F-adapted, continuous process of finite variation
(typically, though not necessarily, an increasing process). In terms of the process B, we have

T
S = Lery By E@( B:ldA, +/ B Zyyudu+ Byl X ‘ ]—‘t). (3.9)
t

16,7
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3.1.4 Defaultable Bonds

Consider a defaultable zero-coupon bond with the par (face) value L and maturity date 7. We will
re-examine the following recovery schemes: the fractional recovery of par value and the fractional
recovery of Treasury value; recall that these schemes were already studied in Section 2.1 in the case
of deterministic intensity. The fractional recovery of market value scheme is more difficult to deal
with, though it is still tractable (cf. Duffie et al. [65] and Duffie and Singleton [66]).

We assume in this subsection that 7 admits the F-hazard rate ~.

Fractional Recovery of Par Value

Under this scheme, a fixed fraction of the bond face value is paid to the bondholders at the time of
default. Formally, we deal here with a defaultable claim (X,0, Z, 7), which settles at time 7', with
the promised payoff X = L, where L stands for the bond’s face value and with the constant recovery
process Z = 0L for some 6 € [0, 1]. The ex-dividend price at time ¢ € [0, 7] of the bond is thus given
by the following expression

DO(t,T) = LBy Eq(6B; "I r<r<ry + By Tirary | Gr).

If 7 admits the F-intensity process -y then the pre-default value of the bond equals

T
DY(t,T) :LBtIEQ<5/ By, du+ Byt ‘]-}). (3.10)
t

Fractional Recovery of Treasury Value

According to this convention, the fixed fraction of the face value is paid to bondholders at maturity
date T. A corporate zero-coupon bond is now given by a defaultable claim (X,0,Z,7) with the
promised payoff X = L and the recovery process Z; = 6 LB(t,T) where, as usual, B(¢t,T) stands for
the price at time ¢ of a unit zero-coupon Treasury bond with maturity 7. The defaultable bond is
here equivalent to a single contingent claim Y, which settles at time T and equals

Y = L(Liromy + 01 r<ry).
The ex-dividend price D°(t,T) of this claim at time ¢t < T thus equals
D°(t,T) = LB, Eq (B7 ' (0Lir>7) + Lir<s}) | Gi)

or, equivalently,
Sy = LBy Eq (6B, 'B(r, T)1y<r<r} + By ' Lir<ry | Gi) -

The pre-default value l~)5(t,T ) of a defaultable bond that is subject to the fractional recovery of
Treasury value scheme is given by the expression

T
Di(t,T) :LBtIE@<5/ B B(u, T)y, du+ B! ‘]—}).
t

3.1.5 Martingales Associated with Default Time

We will now examine some important martingales associated with 7.

Proposition 3.1.3 (i) The process Ly = (1 — Hy)e'* is a G-martingale.

(i) If X is an F-martingale and the process X L is integrable then it is a G-martingale.

(iii) If the process F (or, equivalently, T") is increasing and continuous then the process M; =
H, —T(t A7) is a G-martingale.
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Proof. (i) From Lemma 3.1.2, we obtain, for any ¢ < s,
Eo(Ls |G) = Lparye ' Bo(lpacrye’™ | Fy) = Tganyelt = Ly,
since the tower rule yields (obviously, F; C F)

Fi) = Eg(Q(1 > s fs)erﬁ\}}) =1.

EQ(]]'{S<T}6FS
(ii) Using again Lemma 3.1.2, we get, for any ¢ < s,

EQ(LsXS |gt) = E@(]]'{S<T}LSXS | gt)
= ]l{t<.,.}6Ft EQ (]1{3<T}6FSXS | ft)
= ]l{t<7'}er‘t EQ(EQ(1{5<T} |~7:S)GFSXS |ft)
= LtXt.

(iii) Note that H is a process of finite variation and T is an increasing, continuous process. Hence
from the integration by parts formula, we obtain

dL; = (1 — Hy)e'* dTy — et dH,.

Moreover, the process M; = H; — I'(t A 7) can be represented as follows

t
M, = / dH, — / (1— H,)dl, = —/ e T dL,,
10,t] 0 10,t]

and thus it is a G-martingale, since L is G-martingale and e~ '* is a bounded process. It should
be noted that if the hazard process I' is not assumed to be increasing then the Ito differential de't
becomes more complicated. O

Note that the process F' (or, equivalently, I') is not necessarily of finite variation. Hence part
(iii) in Proposition 3.1.3 does not yield the general form of the Doob-Meyer decomposition of the
submartingale H. For simplicity, in the next result we shall assume that F' is a continuous process.
It is worth noting that part (iii) in Proposition 3.1.3 is a consequence of Proposition 3.1.4, since for
a continuous and increasing I we have that F =C =1 —e ',

Proposition 3.1.4 Assume that F is a continuous process with the Doob-Meyer decomposition
F =N+ C. Then the process M = (My, t € Ry), which is given by the formula

tAT
dcC
M:H—/ v 3.11
=H- | T (3.11)

is a G-martingale.

Proof. We split the proof into two steps.
First step. We shall prove that, for any ¢ < s,

Eq(Hs |Gi) = Hi + Lieryel Eg(Cs — Ci | F). (3.12)
Indeed, we have that
Eo(Hs|Gr) = 1-Q(s <7|G)=1-1yerye Eg(l - Fy | F)
= 1—1gyene Eg(l— Ny, —Cs | F)
= 1—1pcne*(1— N, — C, —Eg(Cs — Ci | )
= 1—lpene (1 - F —Ego(Cs — Ci | Fr))
= Lysry + Lperye Bo(Cs — G| F).
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t dC t
Uy = Y= [ de,.
t /0 1-F, /0 ¢
We shall prove that, for any ¢t < s,
EQ(US/\T | gt) = Upr + ]l{t<7—}€Ft EQ(CS —C | ft)

From Lemma 3.1.3, we obtain

Second step. Let us denote

o0
Eq(Usar |Gt) = UinrLp>7) + ]1{t<r}ert Eq (/ Uspu dF,
¢

)

= Ut/\Tﬂ{tZ‘r} + ]l{t<7_}ert ]EQ (/ Uu dFu +/ US dFu
t s

)
)

Using the integration by parts formula and the fact that U is a continuous process of finite variation,
we obtain

=Uinr Loy + Lierye'* Eg (/ Uy dFy, +Us(1 - F)
t

d(Ut(]. - Ft)) = —Ut dFt + (1 - Ft) dUt = —Ut dFt + dCt
Consequently,

/S Uy dF, + U1 - Fo) = ~Uy(1— F)) + Uy(1— F) + Ca — C,
t +Us(1—-F,)=U(1—-F,)+C,s —C4.
It follows that, for any ¢ < s,
EqUsnr |G1) = LgseUinr + Lierye  Eq(Ui(1 — Fy) + Cs — Cy | )
= Unr + Lgcrye’ Eg(Cs — Ci | F).

By combining the formula above with (3.12), we conclude that the process M given by (3.11) is a
G-martingale. O

Proposition 3.1.5 Assume that the bounded submartingale F' admits the Doob-Meyer decomposi-
tion F = N + C. Then the process M = (M, t € Ry.), which is given by the formula

tAT dC
M, =H —/ L (3.13)
K )y 1-F,_

is a G-martingale.

Proof. In the first part of the proof, we proceed along the same lines as in the proof of Proposition
2.2.1. In view of Lemma 3.1.2, we find that, in the present case, it is enough to show that the
following equalities hold, for every ¢t < s,

I= IEQ(/ );Et) — Eq(F, — Fy| F) = Eq(C, — Gt | F),
1t,8AT] 1

where the second equality is simply a consequence of the definition of C'. We have

dc,, dc,
I'= E@<1{S<T} /] ]71 —7 T Lp<rzsy /hw] T F_ ’ft)

Eq (ll{s<'r} / ]177 ‘-7:) + Lcrcsy ASAT] . ‘ft)

Ea(
Eo((1 - /]t o /ts]/m]ldcvdc %)
(¢

(A=) =F)+ [ (A, - ApdC, | 7).
1¢,s]
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where the third equality follows from formula (3.5) and where we denote, for every r € Ry,

dcC
A :/ —_— (3.14
YR !

Since A is an F-predictable process and N is an F-martingale, we obtain

Bo( [ (Au-A)an,
1t,s]

ft) = 07
and this in turn yields

I= IEJQ<(AS —A)(1 - F) +/ (Ay — Ay) dC,

1t,s]

)

= Eo((e—A)a-F)+ [ (A -A)dF,

1t,s]

]—‘t).
Recall that our goal is to show that I = Eq(Cs — Cy | F;). To this end, we observe that

/ (Ay — A) dF, = —Ay(F, — F)) +/ Ay dF,.
Jt.s]

1t,s]

Since A is a process of finite variation, 1t6’s product rule yields
/ Ay dF, = AFy — Ay Fy — / F,_dA,. (3.15)
1t,s] 1t,s]
Finally, it follows from (3.14) that
/ Fy_dAy =As — ANy — Cs + C.
It,s]
Combining the above formulae, we conclude that

(As_At)(l_Fs)+/ (Au_At) dF, = Cs — C;. (316)

1t,s]

This completes the proof. O

3.1.6 [F-Intensity of Default Time

Assume that F' admits the Doob-Meyer decomposition F' = N+ C, where the process C'is absolutely
continuous with respect to the Lebesgue measure, so that C; = fot ¢y du for some F-progressively
measurable process c.

Definition 3.1.2 The F-intensity of default time 7 is a non-negative and F-progressively measurable
process A such that the process

tAT
Mt = Ht - / )\u du
0
is a G-martingale.

Note that under the present assumptions the F-intensity is given by the formula \; = ¢;(1—F;)~!
for every t € Ry. If we assume that the process F' is absolutely continuous, then we recover the
definition of the hazard rate of Section 3.1.2, since manifestly the equality A = = holds in that case.
The proof of the next lemma is left to the reader.

Lemma 3.1.4 The F-intensity of default time satisfies, for almost every t € Ry,

N\ — lile(t<T<t+h|}—t)
t_h~>0h Q(t<7’|}—t) '
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3.1.7 Reduction of the Reference Filtration

In this section, we follow Jeanblanc and LeCam [97]. Suppose that F is a sub-filtration of F, so that
.7-} C F; for every t € R;. We define the full filtration G by settlng gt ]-"t V H; for every t € R,..
The hazard process of 7 with respect to F is given by I‘t —1In Gt with

Gy =Q(t < 7| F) = Eg(Ge | Fo).

For any Q-integrable random variable Y, Lemma 3.1.2 implies that

Eg(LicryY |Gr) = Tare Eg(lyan Y | 7).
In particular, if Y is a ]?S—measurable random variable then, for every t < s,

Eo(Lis<r}Y | Gt) = Lparye Eg(GY | 7).

From the obvious equality

Bo(Lis<ryY |Gt) = Eq(Bo(Lis<ryY | Ge) | Ge),
we also obtain

S r, ~
Eq(1(s<ryY |G) = Eq (1ucne™ Ba(GoY | 71) | G1)
= ﬂ{t<.,.}€rt Eq (]l{t<7-}ert EQ(GSY | F+) ’ j':t) .

From the uniqueness of the pre-default F-adapted process, it can now be deduced that the following
result is true.

Lemma 3.1.5 For any Q-integrable and J%S—measumble random variable Y we have, for everyt < s,
Eq(G.Y | Fy) = Eqg (11{“}6“ Eq(G.Y | Fi) yﬁt) .
Proof. We provide a direct proof of the asserted formula. We have
Eq (1i<ryBa(GLY | F)el | 7))
= Eq (Eq(Luer) | F)e™ Bo(GoY | ) | F)
= Eq (Eq(G.Y | 7)) | F2) = Bg(G.Y | Fy)
— Eq (Ea(Gs | F)Y | Fi) = Ea(G,Y | ),

since we assumed that Y is fs—measurable. O

Let F = N + C be the Doob-Meyer decomposition of the submartingale F' with respect to F
and let us assume that C' is absolutely continuous with respect to t, that is, C; = fof ¢y du. Since C'
is an 1ncreasmg process, it is easﬂy seen that the process Ct Eq(Cy| F) is a submartingale with

respect to F. Let us denote by C = Z + a its Doob-Meyer decomposition with respect to F and let
us set Ny = Eq(V \.7-}) Since N is an F—martlngale we see that the submartingale

ﬁt:Q(tZT|ﬁt):EQ(Ft‘ft)

admits the Doob-Meyer decomposition F=m+ a, where the ﬁ—martingale part equals m = N +7Z.
The next lemma furnishes an explicit relationship between the increasing processes C' and a.
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Lemma 3.1.6 Let C; = fg cy du be the F-predictable increasing process in the Doob-Meyer decom-

position of the F-submartingale F'. Then the F—pfedictable increasing process in the Doob-Meyer
decomposition F' = m + a of the F-submartingale F' equals, for every t € Ry,

t
o :/ Eg(cy | Fu) du. (3.17)
0

Proof. To establish (3.17), we will show that the process

t

MF =Eq(F, | Fy) - / Eg(cu | Fu) du
0
is an F—martingale. Clearly, the process M ¥ is integrable and ﬁ—adapted. Moreover, for every ¢t < s,
~ ~ S ~ ~
Eo(MF | F,) = EQ<EQ(FS | F) —/ EQ(CU|Fu)du‘]—})
0
~ t ~ ~
= Eq(Fs | Ft) — EQ(/ Eg(cy | Fu) du ‘ ft)
0
~Bo( [ Eoleu|7) du| 7))
t
t s
=N, +E /cudu’f" +E /cudu‘f'
t Q( o t) Q( ; t)
t _ s N _
_ /0 EQ(Cu |.7:u) du — EQ(/ EQ(Cu | ]:u) du ‘ ft)
t
and thus

Eq(MF | ) = MF +IEQ(/Scudu’ﬁt> fEQ(/SEQ(cu |ﬁu)du‘f-t)

t t

= MF + [ Eleu Fdu— [ Bo(Eoleu £)| F:) du

:MtF—i-/ EQ(cu|.7?t)du—/ IEQ(cu|.7?t)du:MtF.
t ¢

We have thus shown that the process M¥ is an I@—marﬁingale. Moreover, the ﬁ—adapted process @,
given by (3.17) is manifestly continuous, and thus it is F-predictable. By virtue of uniqueness of the
Doob-Meyer decomposition, we conclude that M = m and formula (3.17) is valid. O

Corollary 3.1.3 Let us denote ¢ = Eg(ct | Fi). The process

. tAT z
Mt:Ht—/ u~ du
0 1-F,

s a @-martingale and the F-intensity of T is equal to Xt = Etéfl.
Remark 3.1.1 It is worth noting that, typically, the inequality
Eg(M | Ft) = Eq(eiGy Y| Fy) # Boler | F)Gr = Xy

holds. This means that the F—intensity of 7 is not given by the optional projection of the F-intensity
on the reduced filtration F, in general.
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3.1.8 Enlargement of Filtration

Assume that G is any enlarged filtration. Then we may work directly with the filtration G, provided
that the decomposition of any F-martingale in this filtration is known up to time 7. For example, if W
is an F-Brownian motion, then it is not necessarily a G-martingale and its Doob-Meyer decomposition
in the G filtration up to time 7 is

tAT d VV7 G u
Winr = Binr + / <Gi>7
0 u—

where (Biar, t € Ry) is a continuous G-martingale with the increasing process t A 7. Suppose, for
instance, that the dynamics of an asset S are given by

dSt = St (Tt dt + oy th)

in the default-free framework, that is, with respect to the filtration F. Then its dynamics with
respect to the enlarged filtration G are

AW, G

dSt = St (Tt dt + o4
provided that we restrict our attention to the behavior of S prior to default. We conclude that the
possibility of default changes the drift term in the price dynamics. The interested reader is referred
to Mansuy and Yor [121] for more information.

3.2 Hypothesis (H)

As already mentioned above, an arbitrary F-martingale does not remain a G-martingale, in general.
We shall now study a particular case in which this martingale invariance property (also known as
the immersion property between F and G) actually holds.

3.2.1 Equivalent Forms of Hypothesis (H)

Once again we consider a general situation where G = H V F for some reference filtration F. We
shall now examine the so-called hypothesis (H) which reads as follows.

Hypothesis (H) Every F-local martingale is a G-local martingale.

This hypothesis implies, for instance, that any F-Brownian motion remains a Brownian motion
with respect to the enlarged filtration G. It was studied, among others by, Brémaud and Yor [31],
Jeanblanc and Le Cam [96], Mazziotto and Szpirglas [122], Kusuoka [106], and Nikeghbali and Yor
129).

Let us first examine some equivalent forms of hypothesis (H) (see, e.g., Dellacherie and Meyer
[59)).

Lemma 3.2.1 Assume that G = FV H, where F is an arbitrary filtration and H is generated by the
process Hy = 1y4>-y. Then the following conditions are equivalent to hypothesis (H) .
(i) For any t,h € R, we have

Q(r <t|F) = Q(1 < t| Fign)- (3.18)

(7) For any t € Ry, we have
Qr <t F) = Q7 < t] Fo). (3.19)
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(i) For any t € Ry, the o-fields Foo and G; are conditionally independent given Fy under Q, that

18,

Eq(En|Fi) = Eo( | F1) Eg(n| F+)

for arbitrary bounded, Foo-measurable random variable £ and any bounded, Gi-measurable random
variable 7.

(iii) For any t € Ry and any u > t, the o-fields F,, and G, are conditionally independent given F;.
(iv) For any t € Ry and any bounded, Fs-measurable random variable §: Eg(&|G) = Eq(& | F).
(v) For any t € Ry, and any bounded, G,-measurable random variable n: Eg(n|F:) = Ego(n| Feo)-

Proof. If hypothesis (H) holds then (3.19) is valid as well. If (3.19) holds then the fact that H;
is generated by the events {7 < s}, s < t, proves that the o-fields F, and H; are conditionally
independent given F;. The desired property now follows. The equivalence between (3.19) and (3.18)
is left to the reader.

Using the monotone class theorem, it can be shown that conditions (i) and (i’) are equivalent.
The proof of equivalence of conditions (i’)—(v) can be found, for instance, in Section 6.1.1 of Bielecki
and Rutkowski [20] (for related results, see Elliott et al. [70]).

Let us show, for instance, that condition (iv) and hypothesis (H) are equivalent.

Assume first that hypothesis (H) holds. Consider any bounded, F-measurable random variable
& Let My = Eg(¢|F:) be the martingale associated with . Of course, M is a martingale with
respect to F. Then hypothesis (H) implies that M is a local martingale with respect to G and thus
a G-martingale, since M is bounded (any bounded local martingale is a martingale). We conclude
that M, = Eg(¢|G,) and thus (iv) holds.

Suppose now that (iv) holds. First, we note that the standard truncation argument shows that
the boundedness of a random variable ¢ in condition (iv) can be replaced by the assumption that &
is Q-integrable. Hence any F-martingale M is an G-martingale, since M is clearly G-adapted and
we have, for every t < s,

My = Eq(M; | Ft) = Eq(Ms | Gr),

where the second equality follows from (iv).

Suppose now that M is an F-local martingale. Then there exists an increasing sequence of F-
stopping times 7, such that lim,, .., 7, = 00, for any n the stopped process M ™ follows a uniformly
integrable F-martingale. Hence M7 is also a uniformly integrable G-martingale and this means
that M is a G-local martingale. |

Remarks 3.2.1 (i) Equality (3.19) appears in numerous papers on default risk, typically without
any reference to hypothesis (H). For example, in Madan and Unal [120], the main theorem follows
from the fact that (3.19) holds (see the proof of B9 in the appendix of [120]). This is also the case
for the model studied by Wong [142].

(ii) If 7 is Foo-measurable and (3.19) holds then 7 is an F-stopping time. If 7 is an F-stopping time
then equality (3.18) holds.

(iii) Though hypothesis (H) is not necessarily valid, in general, it is satisfied when 7 is constructed
through the so-called canonical approach (or for Cox processes). It also holds when 7 is independent
of Foo (see Greenfield [84]).

(iv) If hypothesis (H) holds then from the condition

Q(r <t|F)=Q(r <t|Fx), VteRy,

we deduce easily that F' is an increasing process. The property that F' is increasing is equivalent
to the fact that any F-martingale stopped at time 7 is a G-martingale. Nikeghbali and Yor [129]
proved that this is equivalent to Eq(M,) = My for any bounded F-martingale M.

(v) The hypothesis (H) was also studied by Florens and Fougere [73], who coined the term non-
causality. For more comments on hypothesis (H), we refer to Elliott et al. [70].
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Proposition 3.2.1 Assume that hypothesis (H) holds. If a process X is an F-martingale then the
processes XL and [L, X] are G-local martingales.

Proof. From Proposition 3.1.3(ii), the process X L is a G-martingale. Since
(L, X]; = L.X, — / Lo dX,— | X, dL.,
10,¢] 10,¢]

and the process X is an F-martingale (and thus also a G-martingale), we conclude that the process
[L, X] is a G-local martingale, as the sum of three G-local martingales. |

3.2.2 Canonical Construction of a Default Time

We shall now briefly describe the most commonly used construction of a default time associated
with a given hazard process I'. It should be stressed that the random time obtained through this
particular method — which will be called the canonical construction in what follows — has certain
specific features that are not necessarily shared by all random times with a given F-hazard process
I". We assume that we are given an F-adapted, right-continuous, increasing process I' defined on
a filtered probability space (2,G,Q). As usual, we assume that I'y = 0 and ', = 4+00. In many
instances, I' is given by the equality, for every t € R,

t
Ft:/ Yo du
0

for some non-negative, F-progressively measurable intensity process ~.

To construct a random time 7, we postulate that the underlying probability space (2,G,Q)
is sufficiently rich to support a random variable &, which is uniformly distributed on the interval
[0,1] and independent of the filtration F under Q. In this version of the canonical construction, I'
represents the F-hazard process of 7 under Q.

We define the random time 7 : Q — R, by setting
r=inf{teR;:e " <&}=inf{teR,: Ty, >n},

where the random variable n = —In ¢ has a unit exponential law under Q. It is not difficult to find
the process F; = Q(7 < t|F;). Indeed, since clearly {7 >t} = {¢ < e7!*} and the random variable
I'; is F-measurable, we obtain

QT >t Fo) = Q€ < e | Fo) = Q€ < €™ )ymr, = €71

Consequently, we have

1—F,=Q(r > t|F) =Eg(Qr > t| Fus) | F2) = 7,
and so F' is an [F-adapted, right-continuous, increasing process. It is also clear that the process I’
represents the F-hazard process of 7 under Q. As an immediate consequence of the last two formulae,
we obtain the following property of the canonical construction of the default time (cf. (3.19))

QT <t Fo) =Q(7 <t|F), VteR,. (3.20)

To summarize, we have that

QT <t]Foo) =Q(r <t[Fu) =Q(r <t| F) =1 -

for any two dates 0 <t < u.
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3.2.3 Stochastic Barrier

Suppose that
Qr<t|F)=Q(r <t|Fo)=1—eT,

where I is a continuous, strictly increasing, F-adapted process. Our goal is to show that there exists
a random variable O, independent of F,,, with exponential distribution of parameter 1, such that
T=inf{t >0 : Ty > O}. Let us set © :=T';. Then

{t<0}={t<I;}={C; < 1},
where C is the right inverse of I', so that I'c, = ¢. Therefore
QO > u|Fuo) =eTow =7

We have thus established the required properties, namely, the probability distribution of © and its
independence of the o-field F.,. Furthermore,

T:inf{tER+:Ft>FT}:inf{t€R+:Ft>®}.

3.3 Predictable Representation Theorem

Kusuoka [106] established the following representation theorem in which the reference filtration F is
generated by a Brownian motion.

Theorem 3.3.1 Assume that hypothesis (H) is satisfied under Q. Then any square-integrable mar-
tingale with respect to G admits a representation as the sum of a stochastic integral with respect
to the Brownian motion and a stochastic integral with respect to the discontinuous martingale M
associated with T.

To derive a version of the predictable representation theorem, we will assume, for simplicity, that
F' is continuous and F; < 1 for every ¢t € R, . Since hypothesis (H) holds, F' is also an increasing
process and thus

dF; = e Tt dly, de't = e"t dly. (3.21)

The following result extends Proposition 2.2.6 to the case of the reference filtration F that only
supports continuous martingale; in particular, this result covers the case when F is the Brownian
filtration.

Theorem 3.3.2 Suppose that hypothesis (H) holds under Q and that any F-martingale is con-
tinuous. Then the martingale M} = Eq(h.|G:), where h is an F-predictable process such that
Eglh-| < oo, admits the following decomposition in the sum of a continuous martingale and a
discontinuous martingale

tAT
M =m] + / el dm! + / (hy — M"_)dM,, (3.22)
0 10,tAT]

where m" is the continuous F-martingale given by

oo
mh :E@(/O hy dF,

and M is the discontinuous G-martingale defined as My = Hy — Typnr.

%)
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Proof. We start by noting that

Mth = ]EQ(hT | gt) = ]l{tZT}h‘T + ]1{t<7—}€Ft ]EQ (/ hu dFu
t

)
t

= Lgznhe + Lgcrye’ (m?—/ hy dFu). (3.23)
0

We will sketch two slightly different derivations of (3.22).

First derivation. Let the process J be given by the formula, for t € Ry,

J, = el (m? - /t ha dFu).
0

Noting that I is a continuous increasing process and m” is a continuous martingale, we deduce from
the Ito integration by parts formula that

t
dJ; = et dm,}:l - 6Ftht dF; + (m? _/ he dFU)f’/F" dl'y
0
= e dm} — e"*hy dF; + Jy dTy.

Therefore, from (3.21),
dJ; = et dm? + (J; — hy) dT';

or, in the integrated form,
t t
J, = M! +/ el dmh +/ (Jy — hy) dTy.

0 0

Note that J; = M} = M} on the event {t < 7}. Therefore, on the event {t < 7},
tAT tAT
Ml = M} +/ el dmh +/ (M"_ — h,)dl,,.
0 0
From (3.23), the jump of M" at time 7 equals
hy —Jy =h, — M!' =M M.

Equality (3.22) now easily follows.

Second derivation. Equality (3.23) can be re-written as follows

t t
Mh:/ hudHu+(1—Ht)eFt(m£‘f/ hudFu>.
0 0

Hence formula (3.22) can be obtained directly by the It6 integration by parts formula. a

3.4 Girsanov’s Theorem

We now start by defining a random time 7 on a probability space (£2,G, Q) and we postulate that
it admits the continuous F-hazard process I' under Q. Hence, from Proposition 3.1.4, we know that
the process M; = H; — I'iar is a G-martingale. We postulate that hypothesis (H) holds under Q.
Finally, we postulate that the reference filtration F is generated by an F- (hence also G-) Brownian
motion under Q.
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Let us fix T > 0. For a probability measure P equivalent to Q on (£2,Gr) we introduce the
G-martingale (7, t € [0,T]) by setting
_dP
N = a0
Note that X = nr is here some Gr-measurable random variable such that Q(X > 0) = 1 and
EpX = 1.

Using Theorem 3.3.1, we deduce that the Radon-Nikodym density process 1 admits the following
representation, for every ¢ € [0, 7],

G =Eg(X|G), Q-as. (3.24)

t
ﬂt:1+/ &y AWy, + Cy dM,,,
0 10,]

where ¢ and ( are G-predictable stochastic processes. Since 7 is a strictly positive martingale, by
setting 6; = &n; ! and Ky = (', we obtain

=1+ / Nu— (0u AWy + Ky dM,,) (3.25)
10,4]

where 6 and x are G-predictable processes, with k > —1. This means the process 7 is the Doléans
exponential, more explicitly

w=& ( / 0. qu) a( / o dMu) — ), (3.26)
0 10, -]
1 . t 1 t
=g (/ euqu> = exp (/ 0, AW, — 7/ eidu) ,
0 0 2 0

n® = 5t(/]0 " dM“) (3.27)

tAT
= exp </ In(1+ ky) dH, — / K Yu du).
10,¢] 0

Then we have the following extension of Girsanov’s theorem.

where we write

and

Theorem 3.4.1 Let P be a probability measure on (Q, Gr) equivalent to Q. If the Radon-Nikodgm
density of P with respect to Q is given by (3.24) with n satisfying (3.25) then the process (Wi, t €
0,71), given by

t
Wt = Wt —/ Hudu,
0
is a Brownian motion with respect to the filtration G under P and the process (Z\Z, t €[0,T)), given
by
/\ tAT tAT
Mt = Mt_/ mudfu :Ht_/ (1+/€u)dfu,
0 0

is a G-martingale orthogonal to W under P.

Proof. Note first that, for every ¢ € [0, 7], we have
d(nWe) = Wi dne + me— dW, + d[W, 1),

= Widny + e dWy — ne_ 60, dt + 1,06, d[W, W]
= Wt d’l’]t + MNe— th
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This shows that W is a_G-local martingale under IP. Since the quadratic variation of W under P
equals [W W]t =tand W is continuous, using the Lévy characterization theorem, we conclude that

W follows a Brownian motion under P. Similarly, for every ¢ € [0, 7],

d(n,My) = My dn + 1, dM, + d[M, 11},
= Mydns +ni— dMy — ni— ke dUgpr + 13— k¢ dHy
= Mt d’)’]t + 7’]t_(1 + K/t) th

We conclude that / MisaG- martingale under P. To complete the proof of the proposition, it suffices
to observe that W is a continuous process and Mis a process of finite variation; hence W and M
are orthogonal G-martingales under P. ([l

Corollary 3.4.1 Let Y be a G-martingale under P, where the probability measure P is defined in
Theorem 8.4.1. Then'Y admits the following integral representation

t
Y= Yot / € dW, + / ¢ i, (3.28)
0 10,t]
where £ and (* are G-predictable stochastic processes.

Proof. Consider the process Y given by the formula

}N/t :/ 771:—1 d(nuYu) _/ Tlu_Y dn,.
10,¢] 10,¢]

It is clear that Y is a G-local martingale under Q. Notice also that Itd’s formula yields
Nt d(n.Yy) = dYy + 0, Yy dny + 0,0 d[Y, 1w,

and thus

Yi=Yo+Vie [ atdYl. (3.29)
10,]

From the predictable representation theorem, we know that the process Y admits the following
integral representation

t
Y, =Yy + / 0 dW, + Cu dM,, (3.30)
0 10,4]

for some G-predictable processes 2 and E . Therefore,
dY; = & AW, + G dM; — 0 d[Y, n)s = & AW, + G (1 + k)~ dM,
since (3.25) combined with (3.29)—(3.30) yield
nit d[Y,nle = &8¢ dt + Cere (1 + we) ™" dH,.

To derive the last equality we observe, in particular, that in view of (3.29) we have (we take into
account continuity of I')

AlY,nly = Mo Cykir dHy — Ke ALY, n);.

We conclude that Y satisfies (3.28) with the processes {* = € and ¢* = ((1 + x)~!, where in turn
the processes £ and ¢ are given by (3.30). |
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3.5 Invariance of Hypothesis (H)

Kusuoka [106] shows by means of a counter-example (see Example 3.5.1) that hypothesis (H) is not
invariant with respect to an equivalent change of the underlying probability measure, in general. It
is worth noting that his counter-example is based on two filtrations, H' and H?2, generated by the
two random times 7' and 72 and H' is chosen to play the role of the reference filtration F. We shall
argue that in the case where F is generated by a Brownian motion, the above-mentioned invariance
property is valid under mild technical assumptions.

Let us first examine a general setup in which G = F V H, where F is an arbitrary filtration and
H is generated by the default process H. We say that Q is locally equivalent to P if Q is equivalent
to P on (2, G;) for every t € Ry. Then there exists the Radon-Nikodym density process 1 such that,
for every t € Ry,
dQ'Qt =M d]P)|gt. (331)
For part (i) in Lemma 3.5.1, we refer to Blanchet-Scalliet and Jeanblanc [27] or Proposition 2.2 in
Jamshidian [92]. For part (ii), see Jeulin and Yor [101].

In this section, we will work under the standing assumption that hypothesis (H) is valid under
P.

Lemma 3.5.1 (i) Let Q be a probability measure equivalent to P on (2,G;) for every t € Ry, with
the associated Radon-Nikodym density process n. If the density process 1 is F-adapted then we have
that, for every t € Ry,
Qr <t|F) =P(r <t|F).

Hence hypothesis (H) is also valid under Q and the F-intensities of T under Q and under P
coincide.
(ii) Assume that Q is equivalent to P on (,G) and dQ = nu dP, so that ny = Ep(Neo | Gt). Then
hypothesis (H) is valid under Q whenever we have, for every t € Ry,

]EIP’(nooHt |foo) - EP(nth |foo)

Ep(ie | Fo)  Eo(n|Foo) (3.32)

Proof. To prove (i), assume that the density process 7 is F-adapted. We have for each t < s € Ry

Ep(nelgi>ry | Fr)
Ep(n: | Ft)
=P(r <t|Fs) =Q(r < t|Fs),

Q(r <t|F) =

:P(T§t|]—})

where the last equality follows by another application of the Bayes formula. The assertion now
follows from part (i) in Lemma 3.2.1.

To prove part (ii), it suffices to establish the equality
F:=Q(r <t|F)=Q(r <t|Fs), VteR,.

Note that since the random variables 7,1 ;> and 7; are P-integrable and Gi-measurable, using
the Bayes formula, part (v) in Lemma 3.2.1, and assumed equality (3.32), we obtain the following
chain of equalities

Ee(nilpzny [ o) _ Ee(nidpzry | Foo)
Ep(ne | F2) Ep(m | Foo)
Ep(NocL{t>r} | Foo
Ep (1o | Foo)
We conclude that hypothesis (H) holds under Q if and only if the equality (3.32) is valid. |

Qr <t|F) =

Unfortunately, a straightforward verification of condition (3.32) is rather cumbersome. For this
reason, we shall provide alternative sufficient conditions for the preservation of the hypothesis (H)
under a locally equivalent probability measure.
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3.5.1 Case of the Brownian Filtration

Let W be a Brownian motion under P and let F be its natural filtration. Since we work under the
standing assumption that hypothesis (H) is satisfied under P, the process W is also a G-martingale,
where G = F V H. Hence W is a Brownian motion with respect to G under P. Our goal is to show
that hypothesis (H) is still valid under Q € Q for a large class Q of (locally) equivalent probability
measures. We postulate that 7 admits the hazard rate v with respect to IF under P.

Let Q be an arbitrary probability measure locally equivalent to P on (£2,G). The predictable
representation theorem implies that there exist G-predictable processes 6 and x > —1 such that the
Radon-Nikodym density 7 of Q with respect to P satisfies the following SDE

d?]t = Nt— (Gt th + K¢ th)

with the initial value ny = 1, so that 7 is given by (3.26). By virtue of a suitable version of the
Girsanov theorem, the following processes W and M are G-martingales under Q

t tAT
Wt = Wt — / 9u du, Mt = Mt — / Yulu du.
0 0

Proposition 3.5.1 Assume that hypothesis (H) holds under P. Let Q be a probability measure
locally equivalent to P with the associated Radon-Nikodym density process n given by formula (3.26).
If the process 0 is F-adapted then the hypothesis (H) is valid under Q and the F-intensity of T
under Q equals ¢ = (1 + K¢)ve, where K is the unique F-predictable process such that the equality
Kilyi<ry = kil <y holds for every t € R,

Proof. Let P be the probability measure locally equivalent to P on (2, G), given by

dP|g, = &(/ Kt dMu> dP|g, = n{¥ dP|g,. (3.33)

y-

We claim that hypothesis (H) holds under P. From Girsanov’s theorem, the process W follows a
Brownian motion under P with respect to both F and G. Moreover, from the predictable represen-
tation property of W under P, we deduce that any F-local martingale L under P can be written as a
stochastic integral with respect to W. Specifically, there exists an F-predictable process £ such that

t
Ly =1L —|—/ & AW,
0
This shows that L is also a G-local martingale, and thus hypothesis (H) holds under P. Since

dQ|g, —a(/ 9uqu> dP|g,,
0

by virtue of part (i) in Lemma 3.5.1, hypothesis (H) is valid under Q as well. The last claim in the
statement of the lemma can be deduced from the fact that the hypothesis (H) holds under Q and,
by Girsanov’s theorem, the process

t t
M, = M; — / T ueryYubiudu = Hy — / Tiuery(1+Fu)vu du
0 0

is a Q-martingale. |

We claim that the equality P = P holds on the filtration F. Indeed, we have dP | 7, = 1 dP| £,,
where we write 7; = ]E]p(nt@) | 7¢). Furthermore, for every t € Ry,

Ep(n” | F) = Ep (&( / K dMu) \fm) =1, (3.34)
]07']
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where the first equality follows from part (v) in Lemma 3.2.1. To establish the second equality
in (3.34), we first note that since the process M is stopped at 7, we may assume, without loss
of generality, that x = K where the process k is F-predictable. Moreover, the conditional cumu-
lative distribution function of 7 given F, has the form 1 — exp(—I';(w)). Hence, for arbitrarily
selected sample paths of processes k and I', the claimed equality can be seen as a consequence of
the martingale property of the Doléans exponential.

3.5.2 Extension to Orthogonal Martingales

Equality (3.34) suggests that Proposition 3.5.1 can be extended to the case of arbitrary orthogonal
local martingales. Such a generalization is convenient, if we wish to cover the situation considered
in Kusuoka’s counterexample. Let IV be a local martingale under P with respect to the filtration F.
It is also a G-local martingale, since we maintain the assumption that hypothesis (H) holds under
P. Let Q be an arbitrary probability measure locally equivalent to P on (€2, G). We assume that the
Radon-Nikodym density process n of Q with respect to P equals

d?]t = T]t_ (9,‘ dNt + Kt de)

for some G-predictable processes 8 and k > —1 (the properties of the process 6 depend, of course, on
the choice of a local martingale N). The next result covers the case where N and M are orthogonal
G-local martingales under P, so that the product M N is a G-local martingale.

Proposition 3.5.2 Assume that the following conditions hold:

(a) N and M are orthogonal G-local martingales under P,

(b) N has the predictable representation property under P with respect to F, in the sense that any
F-local martingale L under P there exists an F-predictable process & such that, for everyt € Ry,

Ly = Lo+ Eu ANy,
10,¢]

(¢) P is a probability measure on (Q,G) such that (5.33) holds.

Then we have: _

(i) hypothesis (H) is valid under P,

(ii) if the process 0 is F-adapted then hypothesis (H) is valid under Q.

Lemma 3.5.2 Under the assumptions of Proposition 3.5.2, we have:
(i) N is a G-local martingale under P,
(ii) N has the predictable representation property for F-local martingales under P.

Proof. In view of (c), we have dP | g, = r],g) dP|g,, where the density process 7(?) is given by (3.27),
so that dn,g?) = nﬁ) k¢ dM;. From the assumed orthogonality of N and M, it follows that N and n(?)
are orthogonal G-local martingales under P and thus N n®? is a G-local martingale under P as well.
This means that N is a G-local martingale under P, so that (i) holds.

To establish part (ii) in the lemma, we first define the auxiliary process 77 by setting 7; =
]E]p(’r]t(z) | 7). Then manifestly dP | 7, = ndP| £,, and thus in order to show that any F-local mar-
tingale under P is an F-local martingale under P, it suffices to check that 7, = 1 for every t € Ry,
so that P =P on F. To this end, we note that, for every t € R,

Ep(n;” | Fi) = Ep <5</ o dMu> \foo) =1,
]07']

where the first equality follows from part (v) in Lemma 3.2.1 and the second one can established
similarly as the second equality in (3.34).
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We are in a position to prove (ii). Let L be an F-local martingale under P. Then it follows also
an F-local martingale under P and thus, by virtue of (b), it admits an integral representation with
respect to N under P and P. This shows that N has the predictable representation property with
respect to F under P. O

Proof of Proposition 3.5.2. We shall argue along the similar lines as in the proof of Proposition
3.5.1. To prove (i), note that by part (ii) in Lemma 3.5.2 we know that any F-local martingale
under P admits the integral representation with respect to N. But, by part (i) in Lemma 3.5.2,
N is a G-local martingale under P. We conclude that L is a G-local martingale under P and thus
hypothesis (H) is valid under P. Assertion (ii) now follows from part (i) in Lemma 3.5.1. O

Example 3.5.1 Kusuoka [106] presents a counter-example based on the two independent random
times 71 and 75 given on some probability space (€2, G,P). We write M; = H} — Ot AT i (u) du, where
H! = 1¢¢>7,3 and 7; is the deterministic intensity function of 7; under P. Let us set dQ|g, = n; dP]|g,,

1),,(2)

where 7, = ntl)nt and, for ¢ = 1,2 and every t € Ry,

n =1+ / k(D dM = &( / KD dM;)
0 10, -]

for some G-predictable processes ("), i = 1,2, where G = H' v H2. We set F = H! and H = H?.
Manifestly, hypothesis (H) holds under P.

Moreover, in view of Proposition 3.5.2; it is still valid under the equivalent probability measure
P given by dP|g, = nt(z) dP|g,. It is clear that P = P on IF, since we have that, for every ¢t € R,

e |70 =B ([, o) ) =1
0,-

However, hypothesis (H) is not necessarily valid under Q if the process k() fails to be F-adapted. In
Kusuoka’s counter-example, the process £(1) was chosen to be explicitly dependent on both random
times and it was shown that hypothesis (H) fails to hold under Q.

For an alternative approach to Kusuoka’s example, through an absolutely continuous change of
a probability measure, the interested reader may consult Collin-Dufresne et al. [51].

3.6 G-Intensity of Default Time

In an alternative approach to modeling of default time, we start by assuming that we are given a
default time 7 and some filtration G such that 7 is a G-stopping time. In this setup, the default
intensity is defined as follows.

Definition 3.6.1 A G-intensity of default time 7 is any non-negative and G-predictable process
(At, t € Ry) such that the process (M, t € Ry ), which is given as

tAT
Mt = Ht — / )\u d’LL7
0
is a G-martingale.

The existence of a G-intensity of 7 hinges on the fact that H is a bounded increasing process,
therefore a bounded sub-martingale, and thus, by the Doob-Meyer decomposition, it can be written
as a sum of a martingale M and a G-predictable, increasing process A, which is stopped at 7. In
the case where 7 is a predictable stopping time, obviously A = H. In fact, it is known that the
G-intensity exists only if 7 is a totally inaccessible stopping time with respect to G. In the present
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setup, the default intensity is not well defined after time 7. Specifically, if A is a G-intensity then
for any non-negative, G-predictable process g the process A, given by the expression

Xt = )\t]l{tST} + gt]]-{t>7'}a

is also a version of a G-intensity. Let us write A; = fot Ay du. The following result is a counterpart
of Lemma 3.1.3(i).

Lemma 3.6.1 The process L; = ]1{t<T}eAt fort € Ry is a G-martingale.

Proof. From the integration by parts formula, we get
dLy = ™ (1 — Hy) M\ dt — dHy) = —e™ dM,.
This shows that L is a G-martingale. (]

The following result is due to Duffie et al. [65].

Proposition 3.6.1 For any Gr-measurable and Q-integrable random variable X we have
Eo(X1(r<sy1G) = Liarye™ Bo(Xe ™7 |Gy) — Eo(Liar<ry AY e |Gy),
where the process Y is defined by setting, for every t € Ry,

Y = Eq(Xe ™7 |Gy).

Proof. Let us denote U = LY. The It6 integration by parts formula yields
dU; = Ly_dY: + Y, dLy + d[L,Y); = Ly dY; + Yi— dL; + AL AY;.
Since L and Y are G-martingales, we obtain
Eq(Ur |Gi) = Eo(XLir<ry |Gt) = Ur — Eg(Lar<r AY e [ Gy).
Consequently,
Eo(X1ir<ry|Gt) = Liserye™Eq(Xe 27| Gy) — Eg(Licr<rye AY;|Gy)
as required. O

It is worthwhile to compare the next result with the formula established in Corollary 3.1.1.

Corollary 3.6.1 Assume that the process Y = Eq (Xe_AT ]gt) is continuous at time T, that is,
AY, =0. Then for any Gr-measurable, Q-integrable random variable X

Eo(X1ir<r} |Gr) = Lirar) Eg(XeM ™ T [G)).

It should be stressed that the continuity of the process Y at time 7 depends on the choice of A
after time 7 and that this condition is rather difficult to verify, in general. Furthermore, the jump
size AY; is usually quite hard to compute explicitly. It is thus worth noting that Collin-Dufresne
et al. [51] apply an absolutely continuous change of a probability measure that leads to an essential
simplification of the formula of Proposition 3.6.1. In a recent paper by Jeanblanc and Le Cam [98],
the authors provide a detailed comparison of the two alternative approaches to the modeling of
default time.
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3.7 Single Name CDS Market

A strictly positive random variable 7 defined on a probability space (2,G,Q) is termed a random
time. In view of its financial interpretation, we will refer to it as a default time. We define the
default indicator process H; = 14>, and we denote by H the filtration generated by this process.
We assume that we are given, in addition, some auxiliary filtration F and we write G = H V F,
meaning that we have G; = o(Hy, F;) for every t € Ry. The filtration G is referred to as to the full
filtration. 1t is clear that 7 is an H-stopping time, as well as a G-stopping time (but not necessarily
an F-stopping time).

All processes are defined on the space (2, G, Q), where Q is to be interpreted as the real-life (i.e.,
statistical) probability measure. Unless otherwise stated, all processes considered in what follows
are assumed to be G-adapted and with cadlag sample paths.

3.7.1 Standing Assumptions

We assume that the underlying market model is arbitrage-free, meaning that it admits a spot mar-
tingale measure Q (not necessarily unique) equivalent to Q. A spot martingale measure is associated
with the choice of the savings account B as a numeéraire, in the sense that the price process of any
traded security, which pays no coupons or dividends, is a G-martingale under Q when discounted
by the savings account B. As usual, B is given by

t
Bt:exp</ rudu>, Vte Ry,
0

where the short-term r is assumed to follow an F-progressively measurable stochastic process. The
choice of a suitable term structure model is arbitrary and it is not discussed in the present work.

Recall that Gy = Q(7 > t|F;) is the survival process of T with respect to a filtration F. We
postulate that Gy = 1 and G; > 0 for every t € R, (hence the case where 7 is an F-stopping time is
excluded) so that the hazard process T = —In G of 7 with respect to the filtration F is well defined.

Clearly, the process G is a bounded F-supermartingale and thus it admits the unique Doob-
Meyer decomposition G = u — v, where y is an F-martingale with g = 1 and v is an F-predictable,
increasing process. If F' = N + C' is the Doob-Meyer decomposition of F' then, of course, y =1 — N
and C' = v. We shall work throughout under the following standing assumption.

Assumption 3.7.1 We postulate that GG is a continuous process and the increasing process C' in
its Doob-Meyer decomposition is absolutely continuous with respect to the Lebesgue measure, so
that dC; = ¢; dt for some F-progressively measurable, non-negative process c.

We denote by A the F-progressively measurable process defined as A\, = G ¢i. Let us note for
a further reference that, under Assumption 3.7.1, we have that dG; = du; — \/G, dt, where the
F-martingale p is continuous. Moreover, in view of the Lebesgue dominated convergence theorem,
the continuity of G implies that the expected value Eg(G;) = Q(7 > t) is a continuous function,
and thus Q(7 = t) = 0 for any fixed ¢ € R;. Finally, we already know that under Assumption 3.7.1
the process M, given by

tAT
Mt = Ht - At/\T = Ht - / )\u du, (335)
0

is a G-martingale, where the increasing, absolutely continuous, F-adapted process A is given by

t t
At:/ G;ldcu:/ Au du.
0 0

Recall that the F-progressively measurable process A is called the F-intensity of default.
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3.7.2 Valuation of a Defaultable Claim

Let us first recall the concept of a generic defaultable claim (cf. Section 1.1.1 and Definition 2.3.1).
In this section, we work within a single-name framework, so that 7 is the moment of default of a
reference credit name. A generic defaultable claim is now specified by the following extension of
Definition 2.3.1 (note that, similarly as in Definition 2.3.1, we set X = 0).

Definition 3.7.1 By a defaultable claim with maturity date T' we mean a quadruplet (X, A, Z, 7)
where X is an Fpr-measurable random variable, (A, t € [0,7]) is an F-adapted, continuous process
of finite variation with Ao =0, (Z, ¢t € [0,T]) is an F-predictable process and 7 is a random time.

As usual, the financial interpretation of components of a defaultable claim can be inferred from
the specification of the dividend process D describing all cash flows associated with a defaultable
claim over its lifespan |0, 7T, that is, excluding the initial premium, if any. We follow here our
standard convention that the date 0 is the inception date of a defaultable contract.

Definition 3.7.2 The dividend process (Dy, t € R,) of a defaultable claim (X, A, Z, 7) maturing at
T equals, for every t € Ry,

tAT
D; = X]l{T<'r}]1[T,oo[(t> + / (1 - Hu) dA, +/ Z,dH,.
0 10,tAT)

It is clear that the dividend process D is an F-adapted process of finite variation on [0,7].
Let us recall the financial interpretation of D is as follows: X is the promised payoff, the process
A represents the promised dividends and the process Z, termed the recovery process, specifies the
recovery payoff at default. As already mentioned above, according to our convention, a possible cash
payment (premium) at time 0 is not included in the dividend process D associated with a defaultable
claim.

Price Dynamics of a Defaultable Claim

For any fixed ¢ € [0, 7], the process D,, — Dy, u € [t, T], represents all cash flows from a defaultable
claim received by an investor who purchased it at time ¢. In general, the process D, — D; may
depend on the past prices of underlying assets and on the history of the market prior to t. The past
dividends are not valued by the market, however, so that the current market value at time ¢t € [0, 7
of a defaultable claim — that is, the price at which it is traded at time ¢ — will only reflect future
cash flows over the time interval |¢, T']. This leads to the following definition of the ex-dividend price
of a defaultable claim (cf. formula (3.6))

Definition 3.7.3 The ez-dividend price process S of a defaultable claim (X, A, Z,7) equals, for
every t € [0,T],

S, = BtE@( A ., B;ldD, gt). (3.36)

Obviously, St = 0 for any dividend process D. We work throughout under the natural integra-
bility assumptions: EQ\B;1X| < 00,

T
EQ‘/ BY(1— Hy)dA,| < oo
0

and
E@|B;/\1TZTAT| < 00,
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which ensure that the ex-dividend price S; is well defined for any t € [0,T]. We will later need the
following technical assumption

E@</OT(BulZu)2d<p>u> < . (3.37)

We first derive a convenient representation for the ex-dividend price S of a defaultable claim.

Proposition 3.7.1 The ex-dividend price of a defaultable claim (X, A, Z,7) equals, for t € [0,T],

B T
Sy = ]1{t<-r} é Eq (B;lGTX + /t B;lGu (Zu/\u du + dAu) ft)

Proof. For any t € [0, T, the ex-dividend price is given by the conditional expectation

TNAT
S; = By Eg (B;lX]l{T<T} +/ By 'dA, + B Z M e r ey ‘ gt).
tAT

Let us fix t and let us introduce two auxiliary processes Y = (Yy)ue,r) and R = (Ru)uep,m) by
setting

Y, = /u B;YdA,, R,=B;'Z,+ /u By'dA, =B,'Z, +Y,.
t t
Then S; can be represented as follows
St = BiEg(Br' X1(rery + LirenYr + Relerery | G1).
We use the formula of Corollary 3.1.1, to evaluate the conditional expectations
B,Eqg (]1{T<T}B;1X ‘ gt) = Ten % Eq (B;lGTX ‘ ]—"t) ,

and
BiEo(Lren Ve | G:) = Licn) G Ba(GrYe| 72).

In addition, we will use of the following formula

1 T
Bo(Lycren B 10) = ~Luer) o Bo( [ RudGu|7).
t

which is known to hold for any F-predictable process R such that Eg|R,| < co. We thus obtain, for
any t € [0, 77,

B T
Sy = ]l{t<r} éEQ(BEIGTX + GrYr — /t (B;lZu + Yu) dG,

]:t)7
Moreover, since dG; = duy — A¢Gy dt, where p is an F-martingale, we also obtain

]—'t) - E@(/tT BI'GuZuhs du‘]—}),

T
IE@( - /t B;'Z,dG,

where we have used the assumed inequality (3.37).

To complete the proof, it remains to observe that G is a continuous semimartingale and Y is a
continuous process of finite variation with Y; = 0, so that the It6 integration by parts formula yields

T T T
GTYT—/ YudGu:/ GudYu:/ B 'G,dA,,
t t t
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where the second equality follows from the definition of Y. We conclude that the asserted formula
holds for any t € [0, T, as required. O

Proposition 3.7.1 implies that the ex-dividend price S satisfies, for every ¢ € [0,T],
S = ]]-{t<7'}§t

for some F-adapted process S , which is termed the ex-dividend pre-default price of a defaultable
claim. Note that S may not be continuous at time 7', in which case Sp_ # Sp = 0.

Definition 3.7.4 The cumulative price process S¢ associated with the dividend process D is defined
by setting, for every ¢ € [0, 7],

S¢ =B, ]EQ(/]O . B;tdD, gt) =S, + B; /]0 , B;'dD,. (3.38)

Note that the discounted cumulative price process S = B~18¢ follows a G-martingale under
Q. We deduce immediately from Proposition 3.7.1 and Definition 3.7.4 that the following corollary
is valid.

Corollary 3.7.1 The cumulative price of a defaultable claim (X, A, Z,T) equals, for t € [0,T],

B T
Sf=T{ery 52 Eq (B;lGTX]l{KT} + /t B 'Gy(ZuAu du + dA,)

7)

+Bt/ B;'dD,.
10,4]

The pre-default cumulative price is the unique F-adapted process S¢ that satisfies, for every
t e 0,17], N
Lty Sy = LiearySi- (3.39)

Our next goal is to derive the dynamics under Q for the (pre-default) price of a defaultable claim
in terms of some G-martingales and F-martingales. To simplify the presentation, we shall work from
now on under the following standing assumption.

Assumption 3.7.2 Any F-martingale is a continuous process.

The following auxiliary result is well known (see, for instance, Lemma 5.1.6 in [20]). Recall that
w is the F-martingale appearing in the Doob-Meyer decomposition of G.

Lemma 3.7.1 Let n be any F-martingale. Then the process i given by

tAT
T = Nigpr — / G td(n, p). (3.40)
0
is a continuous G-martingale.

In particular, the process i given by

tAT
fie = piens — / Gt dlp, ) (3.41)
0

is a continuous G-martingale.

In the next result, we deal with the dynamics of the ex-dividend price process S. Recall that the
G-martingale M is given by formula (3.35).
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Proposition 3.7.2 The dynamics of the ex-dividend price S on [0,T] are

dSt = —St_ th + (1 — Ht)((’l“tst - AtZt) dt — dAt) (342)
+ (1 — Hy)Gy M (Bedmy — Sydpse) + (1 — Hy) G2 (Sed{p)e — Bid{p, m)y)

where the continuous F-martingale m is given by the formula

T
my = Eg (B;1GTX + / B, 'Gu(ZuAudu+ dA,)
0

]—}). (3.43)

Proof. We shall first derive the dynamics of the pre-default ex-dividend price S. In view of Propo-
sition 3.7.1, the price S can be represented as follows, for t € [0, 77,

St = Ly St = Ly BiGy MU,

where the auxiliary process U equals
t t
Uy =my — / B 'GyZyMy du — / B;'G,dA,,
0 0

where in turn the continuous F-martingale m is given by (3.43). It is thus obvious that S =BG~U
for ¢t € [0, T (of course, ST = 0). Since G = p — C, an application of Itd’s formula leads to

d(G7Uy) = Gyt dmy — B Zoh dt — Byt d A,
+ U (G ) = G2 (dyue = dCy) ) = G2 dlp, mhe.
Therefore, since under the present assumptions dC; = A\;G} dt, using again 1t6’s formula, we obtain
dS; = (A +7¢)Se — NeZy) dt — dA, + Gy (By dmy — Sy dpy) (3.44)
+ G2 (Spd(p)y — By d{p,m),).
Note that, under the present assumptions, the pre-default ex-dividend price~§ follows on [0,T] a
continuous process with dynamics given by (3.44). This means that S;_ = S; on {¢t < 7} for any

t € [0,T]. Moreover, since G is continuous, we clearly have that Q(r = T) = 0. Hence for the
process Sy = (1 — H;)S; we obtain, for every t € [0,T],

dSt = —St_ th + (1 — Ht)((rtSt — )\tZt) dt — dAt)
+ (1 = Hy)Gy M (Bedmy — Sydp) + (1 — Hy) G2 (Sed{p)e — Bid{p, m)y)
as expected. O

Let us now examine the dynamics of the cumulative price. As expected, the discounted cumula-
tive price S¢* = B715¢ is a G-martingale under Q (see formula (3.46) below).
Corollary 3.7.2 The dynamics of the cumulative price S¢ on [0,T] are
dSy =S¢ dt + (Zy — Sy—) dM; + (1 — Hy)Gy ' (By dmy — Sy dpuy) (3.45)
+ (1= He) G2 (Sy d{p)e — Bed{u,m)e)
with the F-martingale m given by (3.43). Equivalently,
dS¢ = rSCdt + (Zy — Sy_) dM; + Gy Y (B, ding — S, djiy), (3.46)

where the G-martingales 1 and i are given by (3.40) and (3.41) respectively. The pre-default
cumulative price S¢ satisfies, for t € [0,T],

dS¢ = 15§ dt + M\ (Sy — Z4) dt + Gy (By dmy — Sy dyuy ) (3.47)
+G;? (gt d{p)y — By d{p, m)¢).
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Proof. Formula (3.38) yields

dS¢ = dS, + d(Bt /

10,¢]

B! dDu) = dS; +14(S¢ — Sy) dt + dD;

By combining (3.48) with (3.42), we obtain (3.45). Formulae (3.46) and (3.47) are immediate
consequences of (3.40), (3.41) and (3.45). O

Dynamics under hypothesis (H). Let us now consider the special case where hypothesis (H) is
satisfied under QQ between the filtrations F and G = HV F. This means that the immersion property
holds for the filtrations F and G, in the sense that any F-martingale under Q is also a G-martingale
under Q. In that case, the survival process G of 7 with respect to F is known to be non-increasing,
so that G = —C'. In other words, the continuous martingale p in the Doob-Meyer decomposition of
G vanishes. Consequently, formula (3.42) becomes

dSt = —Stf th —+ (1 — Ht)((rtSt — AtZt) dt — dAt) + (1 - Ht)BtG;l dmt.
Similarly, (3.45) reduces to
dS¢ = rSCdt + (Zy — Sy) dM; + (1 — Hy)Gy ' By dmy

and (3.47) becomes
dS; = rySy dt + M\e(Se — Zy) dt + G ' By dmy.

Remark 3.7.1 Hypothesis (H) is a rather natural assumption in the present context. Indeed, it
can be shown that it is necessarily satisfied under the postulate that the underlying F-market model
is complete and arbitrage-free, and the extended G-market model is arbitrage-free (see Blanchet-
Scalliet and Jeanblanc [27]).

Price Dynamics of a CDS

In Definition 3.7.5 of a stylized T-maturity credit default swap, we follow the convention adopted
in Section 2.4. Unlike in Section 2.4, the default protection stream is now represented by an F-
predictable process §. We assume that the default protection payment is received at the time of
default and it equals §; if default occurs at time ¢ prior to or at maturity date 7. Note that J;
represents the protection payment, so that according to our notational convention the recovery rate
equals 1 — §; rather than §;. The notional amount of the CDS is equal to one monetary unit.

Definition 3.7.5 The stylized T-maturity credit default swap (CDS) with a constant spread x and
protection at default is a defaultable claim (0, A, Z, 7) in which we set Z; = §; and Ay = —«xt for
every t € [0,7]. An F-predictable process § : [0,7] — R represents the default protection and a
constant  is the fixed CDS spread (also termed the rate or premium of the CDS).

A credit default swap is thus a particular defaultable claim in which the promised payoff X is null
and the recovery process Z is determined in reference to the estimated recovery rate of the reference
credit name. We shall use the notation D(k,d,T,7) to denote the dividend process of a CDS. It
follows immediately from Definition 3.7.2 that the dividend process D(k,d, T, 7) of a stylized CDS
equals, for every t € R,

Di(k,0,T,7) = 0 L y>ry —K(E AT AT). (3.49)

In a more realistic approach, the process A is discontinuous, with jumps occurring at the premium
payment dates. In this section, we shall only deal with a stylized CDS with a continuously paid
premium.
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Let us first examine the valuation formula for a stylized T-maturity CDS. Since we now have

X =0,Z =6 and A; = —kt, we deduce easily from (3.36) that the ex-dividend price of such CDS
contract equals, for every ¢ € [0, 7],

Sy(k,6,T,7) = Lgyery (P (t T)— nA(t 7)), (3.50)

where we denote, for any ¢ € [0, T,

B,
P(,T) = Gt]E (]l{t<T<T}B 15,

and TNAT
A, T) = %EQ(/ B;ldu‘ft).

The quantity P (t,T) is the pre-default value at time ¢ of the protection leg, whereas g(u T') represents
the pre-default present value at time ¢ of one risky basis point paid up to the maturity T or the default
time 7, whichever comes first. For ease of notation, we shall write S;(x) in place of S;(k,d,T,7) in

what follows. Note that the quantities P(¢,T) and A(t,T) are well defined at any date ¢ € [0,7],
and not only prior to default as the terminology ‘pre-default values’ might suggest.

We are in a position to state the following immediate corollary to Proposition 3.7.1.

Corollary 3.7.3 The ex-dividend price of a CDS equals, for every t € [0,T],

St( ) = 1{t<7} G EQ / B 1G ,‘i) du ‘ ft) (351)

and thus the cumulative price of a CDS equals, for every t € [0,T],

B T
Si(R) = Luen EQ(/ B:1G (8 — &) du ] ]—"t) +B, | BldD,.
t t 10,t]

The next result is a direct consequence of Proposition 3.7.2 and Corollary 3.7.2.

Corollary 3.7.4 The dynamics of the ex-dividend price S(k) are

dSt(K)) = *St_ (K,) th + (1 - Ht)(rtSt + K — )\tét) dt (352)
+ (1 — Ht)Gt_l(Bt d?’lt - St d/J,t) + (1 — Ht)Gt_Q(St d(,u)t — Bt d(u,n)t)

with the F-martingale n given by the formula
T
ne = ]EQ(/ B G0y — k) du ‘ ]—"t). (3.53)
0

The cumulative price S°(k) satisfies, for every t € [0,T],

dSi (k) = rSi (k) dt + (6; — Si—(k)) dM; + (1 — Hy)Gy ' (B dny — Si(k) dpuy)
+ (1= Hy)G;?(Se(k) d{p)r — By d{p,m)y)

or, equivalently,
dS; (k) = 1S5 (k) dt + (0; — Si—(k)) dMy + Gy (By divy — Si(k) dfiz) (3.54)

where the G-martingales 1 and [i are given by (3.40) and (3.41) respectively.
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Dynamics under hypothesis (H). If the immersion property of F and G holds, the martingale
0 is null and thus (3.52) reduces to

dSt(li) = —§t(l*€) th + (1 — Ht)(’l"tSt(Kl) + K — Atét) dt + (1 — Ht)Bth_l dnt
since the process S;(k), t € [0,T], is continuous and satisfies (cf. (3.44))
dgt(lﬂ?) = (()\t =+ Tt)gt(ﬂ) + K — /\t5t) dt + Bth_l d’flt.

Let us note that the quantity x — A\;d; has the intuitive interpretation as the pre-default dividend
rate of a CDS.

Similarly, we obtain from (3.54)
dSE(k) = reSE(R) dt + (8, — Si(k)) dMy + (1 — Hy) B,Gy " dn, (3.55)

and
dSE (k) = reSE(R) dt + N (Se(k) — &) dt + B,Gy " dn.

Dynamics of the Market CDS Spread

Let us now introduce the notion of the market CDS spread. It reflects the real-world feature that
for any date s the CDS issued at this time has the fixed spread chosen in such a way that the CDS
is worthless at its inception. Note that the protection process (&, t € [0,T]) is fixed throughout.
We fix the maturity date T' and we assume that credit default swaps with different inception dates
have a common protection process 0.

Definition 3.7.6 The T-maturity market CDS spread (s, T) at any date s € [0,T] is the level of
the CDS spread that makes the values of the two legs of a CDS equal to each other at time s.

It should be noted that CDSs are quoted in terms of spreads. At any date ¢, one can take at no
cost a long or short position in the CDS issued at this date with the fixed spread equal to the actual
value of the market CDS spread for a given maturity and a given reference credit name.

Let us stress that the market CDS spread (s, T') is not defined neither at the moment of default
nor after this date, so that we shall deal in fact with the pre-default value of the market CDS
spread. Observe that x(s,T') is represented by an Fs-measurable random variable. In fact, it follows
immediately from (3.51) that k(s,T) admits the following representation, for every s € [0, 77,

K(S T) _ ’Pi(S,T) _ EQ(fsTBTIlGu(SuAudU’Fs) _ Kél
A1) () Bi'Guau| 7)) KR

where we denote

K!= EQ(/T By 'Gudu\ du | ]—'s)

and

K2 EQ(/TBulaudu|fs).

In what follows, we shall write briefly ks instead of x(s,T). The next result furnishes a convenient
representation for the price at time ¢ of a CDS issued at some date s < ¢, that is, the marked-to-
market value of a CDS that exists already for some time (recall that the market value of the just
issued CDS is null).
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Proposition 3.7.3 The ex-dividend price S(ks) of a T-maturity market CDS initiated at time s
equals, for every t € [s,T],
St(’ﬂs) = ]1{t<‘r} (K‘t - ’is) g(t’T) = ]l{t<7'}§t("€s)7 (356)

where §t(/<;s) is the pre-default ex-dividend price at time t.

Proof. To establish (3.56), it suffices to observe that S;(ks) = Si(ks) — St(k¢) since Si(k¢) = 0.
Therefore, in order to conclude it suffices to use (3.50) with x = k; and kK = k. O

Let us now derive the dynamics of the market CDS spread. We define the F-martingales
T s
0 0

and
T s
mngE@(/ B;lGudu‘}'s) :K§+/ B;'G, du.
0 0

Under Assumption 3.7.2, the F-martingales m' and m? are continuous. Therefore, using the Ito
formula, we find easily that the semimartingale decomposition of the market spread process reads

1 _ Kg 1
dis = ﬁ(BS LGy(ks — 0s)s) ds + %) d(m?), — el d(ml,m2>s)
+ 2 (dm; — Ks dmg).

3.7.3 Replication of a Defaultable Claim

We now assume that k credit default swaps with certain maturities T; > T, spreads k; and protection
payments 6° for i = 1,2,...,k are traded over the time interval [0,T]. All these contracts are
supposed to refer to the same underlying credit name and thus they have a common default time 7.
Formally, this family of CDSs is represented by the associated dividend processes D' = D(k;, 6%, Ty, T)
given by formula (3.49). For brevity, the corresponding ex-dividend price will be denoted as S*(;)
rather than S(k;, 0%, T;, 7). Similarly, S%%(x;) will stand for the cumulative price process of the ith
traded CDS. The 0Oth traded asset is the savings account B.

Trading Strategies in the CDS Market

Our goal is to examine hedging strategies for a defaultable claim (X, A, Z, 7). As expected, we
will trade in k credit default swaps and the savings account. To this end, we will consider trading
strategies ¢ = (¢°,...,¢") where ¢° is a G-adapted process and the processes ¢',. .., ¢* are G-
predictable.

In the present setup, we consider trading strategies that are self-financing in the standard sense,
as recalled in the following definition.

Definition 3.7.7 The wealth process V (¢) of a strategy ¢ = (¢, ..., ¢*) in the savings account B
and ex-dividend CDS prices S*(x;), i = 1,2,...,k equals, for any t € [0, 7],

k
Vi(6) = 60By + 3 61Si(ks).

i=1

A strategy ¢ is said to be self-financing if Vi(¢) = Vo(¢) + G¢(o) for every t € [0, T], where the gains
process G(¢) is defined as follows

k
Gu(9) = / OB, + 3 [ 6hd(si(s) + DY),
10,t] i—1 10,¢]
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where D* = D(k;, 8%, T;, 7) is the dividend process of the ith CDS (see formula (3.49)).

The following lemma is fairly general; in particular, it is independent of the choice of the under-
lying model. Indeed, in the proof of this result we only use the obvious relationships dB; = r; By dt
and the relationship (cf. (3.38))

Sf’i(m):SZ(m)—i—Bt/ B;ldD:. (3.57)
10.1]

Let V*(¢) = B~V (¢) stand for the discounted wealth process and let S¢%*(x;) = B~1S%%(k;) be
the discounted cumulative price.

Lemma 3.7.2 Let ¢ = (¢°,...,¢%) be a selfﬁnancing trading strategy in the savings account B
and ex-dividend prices Si(m) =1,2,...,k. Then the discounted wealth process V* = B~V (¢)
satisfies, for t € [0,T)

k
AV (@) =Y ¢t dSPH (k). (3.58)

Proof. We have
dV; (¢) = By dVy(9) — B Vi(9) dt = By (dVi(¢) — 1 Vi(9) dt)

k
o [¢grtBt dt + 3" ¢1(dSi (ki) +dD}) — . Vi(¢) dt}

i=1

k k
= B (Vo) = Y 041k Jrudt + 3" 6i(dSi (i) + dD) | = ro By Vi) dt
i=1 1=1

k
= B71> " 61(asi(rs) — ruSi(ki) dt + aD;)

i=1
k
Z 61 (d(B7 S} (k) + By 'dD}).
By comparing the last formula with (3.57), we see that (3.58) holds. O

Replication with Ex-Dividend Prices of CDSs

Recall that the cumulative price of a defaultable claim (X, A, Z,7) is denoted as S¢. We adopt the
following, quite natural, definition of replication of a defaultable claim. Note that the set of traded
assets is not explicitly specified in this definition. Hence this definition can be used for any choice
of primary traded assets.

Definition 3.7.8 We say that a self-financing strategy ¢ = (¢, ..., ¢") replicates a defaultable
claim (X, A, Z,7) if its wealth process V(¢) satisfies V;(¢) = S for every t € [0,T]. In particular,
the equality Via,(¢) = S¢a, holds for every ¢ € [0, 7).

In the remaining part of this section we assume that hypothesis (H) holds. Hence the hazard
process I' of default time is increasing and thus, by Assumption 3.7.1, we have that, for any ¢ € [0, 77,

t
0

The discounted cumulative price S¢%*(k;) of the ith CDS is governed by (cf. (3.55))
dS{ (i) = By (8 — 5i(i)) dM, + (1~ Hy)G;  dni, (3.59)
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where (cf. (3.53))
T; .
ni = EQ(/ By'Gu (8N, — ki) du ’ ]-"t>. (3.60)
0

The next lemma yields the dynamics of the wealth process V(¢) for a self-financing strategy ¢. To
prove (3.61), it suffices to combine (3.58) with (3.59).

Lemma 3.7.3 The discounted wealth process V*(¢) = B~V (@) of any self-financing trading strat-
eqy ¢ satisfies, for any t € [0,T],

k
avi (o) = > 61 (B (6 - Silki) dM, + (1~ H)G; dn). (3.61)
i=1
It is clear from the lemma that it is enough to search for the components ¢', ..., ¢"* of a strategy

¢. The same remark applies to self-financing strategies introduced in Definition 3.7.7. It is worth
stressing that in what follows, we shall only consider admissible trading strategies, that is, strategies
for which the discounted wealth process V*(¢) = B~1V(¢) is a G-martingale under Q. The market
model in which only admissible trading strategies are allowed is arbitrage-free, that is, arbitrage
opportunities are ruled out. Admissibility of a replicating strategy will be ensured by the equality
V(¢) = S¢ and the fact that the discounted cumulative price S¢* = B~15¢ of a defaultable claim is
a G-martingale under Q.

We work throughout under the standing Assumptions 3.7.1 and 3.7.2 and the following postulate.
Assumption 3.7.3 The filtration F is generated by a d-dimensional Brownian motion W under Q.

Since hypothesis (H) is assumed to hold, the process W is also a Brownian motion with respect
to the enlarged filtration G = HVF. Recall that any (local) martingales with respect to a Brownian
filtration is necessarily continuous. Hence Assumption 3.7.2 is obviously satisfied under Assumption
3.7.3.

The crucial observation is that, by the predictable representation property of a Brownian motion,
there exist F-predictable, R%valued processes £ and (*, i = 1,2, ...,k such that dm, = & dW, and
dni = (! dW;, where m and n' are given by (3.43) and (3.60), respectively.

The crucial observation is that, by the predictable representation property of a Brownian motion,
there exist F-predictable, R%valued processes £ and (*, i = 1,2, ...,k such that dm; = & dW, and
dni = (! dW;, where the F-martingales m and n’ are given by (3.43) and (3.60) respectively.

We are now in a position to state the hedging result for a defaultable claim in the single-name
setup. We consider a defaultable claim (X, A, Z, ) satisfying the natural integrability conditions
under QQ, which ensure that the cumulative price process S for this claim is well defined.

Theorem 3.7.1 Assume that there exist F-predictable processes ¢, ..., ¢F satisfying the following
conditions, for any t € [0,T),

k

k
Y 6i(6i = Si(r) = Ze = S DG =& (3.62)

=1 i=1

Let the process V (¢) be given by (3.61) with the initial condition Vo(¢) = S§ and let ¢° be given by,
fort e [0,T],

80 = B (Vito) - 32 04810,
=1

Then the self-financing trading strategy ¢ = (¢°,...,¢") in the savings account B and the assets
Si(ki), i =1,2,...,k replicates the defaultable claim (X, A, Z, 7).
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Proof. From Lemma 3.7.3, we know that the discounted wealth process satisfies
av;(9) = Y 04 ( B (61 = Si(m)) dMy + (1 — H)G7 \dn}). (3.63)
i=1

Recall also that the discounted cumulative price S* of a defaultable claim is governed by
dS¢* = By Y (Zy — Sy) dMy + (1 — Hy)Gy  dmy. (3.64)

We will show that if the two conditions in (3.62) are satisfied for any ¢ € [0,T], then the equality
Vi(¢p) = S¢ holds for any ¢ € [0,T7].
Let V*(¢) = B~V (¢) stand for the discounted pre-default wealth, where V() is the unique

[F-adapted process such that 1,3 Vi(¢) = ]l{t<7}‘7t(¢) for every t € [0,T]. On the one hand, using
(3.62), we obtain

k
AV (9) = - 64 (MB (Silm) = o) dt + Gy ¢ W)
=1

= MBS, — Zy) dt + G e AW,
On the other hand, the discounted pre-default cumulative price Se* satisfies
dS¢* = By Y (Sy — Zy) dt + G e, W,

Since by assumption Vi (¢) = Vo(¢) = S5 = §~g*, it is clear that V;*(¢) = S for every t € [0, T7].
We thus conclude that the pre-default wealth V(¢) of ¢ and the pre-default cumulative price S¢ of

the claim coincide. Note that the first equality in (3.62) is in fact only essential for those values of
t € [0, 7] for which A\; # 0.

To complete the proof, we need to check what happens when default occurs prior to or at maturity
T. To this end, it suffices to compare the jumps of S¢ and V(¢) at time 7. In view of (3.62), (3.63)
and (3.64), we obtain

AV (¢) = Z; — S, = AS®

and thus Via-(¢) = S§,,. for any t € [0,T]. After default, we have dV;(¢) = rVi(¢) dt and dS§ =
r+S§ dt, so that we conclude that the desired equality Vi(¢) = Sf holds for any ¢ € [0, 7). O

3.8 Multi-Name CDS Market

In this section, we shall deal with a market model driven by a Brownian filtration in which a finite
family of CDSs with different underlying names is traded.
3.8.1 Valuation of a First-to-Default Claim

Our first goal is to extend the pricing results of Section 3.7.1 to the case of a multi-name credit risk
model with stochastic default intensities.

Joint Survival Process

We assume that we are given n strictly positive random times 7,...,7,, defined on a common
probability space (2, G,Q), and referred to as default times of n credit names. We postulate that
this space is endowed with a reference filtration F, which satisfies Assumption 3.7.2.
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In order to describe dynamic joint behavior of default times, we introduce the conditional joint
survival process G(uz, ..., un;t) by setting, for every uq,...,u,,t € Ry,

Gug, . yun;t) = Q11 > Uty - ooy T > U | Ft)-
Let us set 71y = 71 A... AT, and let us define the process G(y)(t;t), t € Ry by setting
Gay(t;t) = G(t,....t;1) = Q11 > t,..., 7 > t|Fy) = Q1) > t| Fy).

It is easy to check that G(;) is a bounded supermartingale. It thus admits the unique Doob-Meyer
decomposition Gy = u—C. We shall work throughout under the following extension of Assumption
3.7.1.

Assumption 3.8.1 We assume that the process Gy is continuous and the increasing process C
is absolutely continuous with respect to the Lebesgue measure, so that dC; = c;dt for some F-
progressively measurable, non-negative process c. We denote by A the F-progressively measurable
process defined as A\; = G(_S (t;t)cs. The process A is called the first-to-default intensity.

We denote H} = 144>~ and we introduce the following filtrations H!, H and G
Hi=o(H;s€[0,t]), Hi=HiV...VH, G =TFVH,

We assume that the usual conditions of completeness and right-continuity are satisfied by these
filtrations. Arguing as in Section 3.7.1, we see that the process

t/\T(l) - t -
Nodu=HY — / (1— H)X, du,

M, =H" - KMT(U =1 - / 0

0
is a G-martingale, where we denote Ht(l) = 1{>7,,y and A= fot Au du. Note that the first-to-default
intensity \ satisfies

~ 1Q(t<7'(1)§t+h‘ft) 1

A = lim = 1
AT Q(ray > t| F) G (t;t) nl

1
0 (Ciyn — Cy).

We make an additional assumption, in which we introduce the first-to-default intensity X and
the associated martingale M* for each credit name ¢ = 1,...,n.

Assumption 3.8.2 For any i = 1,2,...,n, the process X given by

~ . 1QE<T <t+h, Ty >t|F)
Af = lim —

hl0 h Q(T(l) > t|.7:t)

is well defined and the process M ¢ given by the formula
. ) tAT(y
M} = Hiy, - /0 N du, (3.65)

is a G-martingale.

It is worth noting that the equalities SX"_ X' = X and M = >, M are valid.
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Special Case

Let fi, i=1,2,...,n be a given family of F-adapted, increasing, continuous processes, defined on
a filtered probability space (2, F,P). We postulate that ') = 0 and lim;_o, [} = co. For the
construction of default times satisfying Assumptions 3.8.1 and 3.8.2, we postulate that (ﬁ,]? , @) is
an auxiliary probability space endowed with a family &;, i = 1,2, ..., n of random variables uniformly
distributed on [0, 1] and such that their joint probability distribution is given by an n-dimensional
copula function C' (see Section 5.4). We then define, for every ¢ =1,2,...,n,

7:(@,0) =inf {t e Ry : TH@) > —In&(@)}.

We endow the space (2,G, Q) with the filtration G = F Vv H! V --. vV H", where the filtration H' is
generated by the process H} = L5,y forevery i =1,2,...,n.

We have that, for any T' > 0 and arbitrary t1,...,t, <T,
Q(Tl >t1>~--,7'n>tn|-7:T):C<Ktll7-~-,KZiL>7
where we denote K} = e T

Schonbucher and Schubert [137] show that the following equality holds, for arbitrary s < ¢,

C(Kj,...,Kt",...,K;L)‘]__
C(KL,...,Km) A

Q(Ti >t | gs) = ]l{s<7(1)} EQ(

t ~;

Consequently, assuming that fi = [, 7. du, the ith survival intensity equals, on the event {t < 7(1)},

- 9 C(K} KP) B
e Lo KD )
AL =K CIKT, . KP) —vinafwlnC(Kt,---7K?)~

One can now easily show that the process M ¢ which is given by formula (3.65), is a G-martingale.
This indeed follows from Aven’s lemma [7].

Price Dynamics of a First-to-Default Claim

We will now analyze the risk-neutral valuation of first-to-default claims on a basket of n credit
names. As before, 71,...,7, are respective default times and 71y = 71 A ... A 7, stands for the
moment of the first default.

Definition 3.8.1 A first-to-default claim with maturity T" associated with 7, ..., 7, is a defaultable
claim (X, A, Z, 7(1)), where X is an Fr-measurable amount payable at maturity 7" if no default occurs
prior to or at T" and an F-adapted, continuous process of finite variation A : [0,7] — R with Ay =0
represents the dividend stream up to 7). Finally, Z = (Z L ..., Z") is the vector of F-predictable,
real-valued processes, where Z o specifies the recovery received at time 7y if default occurs prior

to or at 7" and the 7th name is the first defaulted name, that is, on the event {7; = 7(qy < T'}.

The next definition extends Definition 3.7.2 to the case of a first-to-default claim. Recall that
we denote Ht(l) =1g>r,)) for every t € [0,T].

Definition 3.8.2 The dividend process (Dy, t € Ry ) of a first-to-default claim maturing at T equals,
for every t € Ry,

tAT
D; = X]I{T<T(1)}]1[T,OO[(t) +/ (1 — Hvsl)) dA,
0

+/ Z]l{fu):ﬁ}zzi dH .
10

AAT] =
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We are in a position to examine the prices of the first-to-default claim. Note that
]1{t<T(1)}StC = ]l{t<T(1)}Stc’ ]l{t<"'(1>}St = ]l{t<"'(1)}St’

where S¢ and S are pre-default values of S¢ and S, where the price processes S¢ and S are given by
Definitions 3.7.3 and 3.7.4, respectively. We postulate that IE@|B;1X| < 00,

T
EQj/ BY(1— HW)dA,| < 0o
0

EQ|BT(1)/\TZT(1)/\T| < oo,

and fori=1,2,...,n

so that the ex-dividend price S; (and thus also cumulative price S€) is well defined for any ¢ € [0, T.
In the next auxiliary result, we denote Y? = B~!Z?. Hence Y is a real-valued, F-predictable process
such that Eq|Y; \r| < occ.

Lemma 3.8.1 We have that

l9)

11{t<7(1)} G / Z YJ)\ZG(U(U; u) du ’ -Ft)-
=1

By Eq ( Z Lit<rpy=ri<y Y, T(1>

i=1

Proof. Let us fix i and let us consider the process Y,! = Tl (u) for some fixed datet < s < v <T
and some event A € F,;. We note that

’U/\T(l)

i i T = ;
]l{s<7'(1):7‘i§11} = H’U/\T(l) Hs/\‘r(l) M'u - Ms +/ )‘ du.
s

SAT(1)

Using Assumption 3.8.2, we thus obtain

a)

G1) = Bg (14l fscryy=ri<o)

UAT(1) __

:EQ<]IA(]\/47$—]T/./\§+/ )\Zdu)‘gt)

SAT(1)

= @(]1A]E@(J\A/[5—J\7§+/

SAT(1)

Eq /t Y 6.)

AT(1)

EQ (]l{t<7'(1):Ti§T} T(1)

VAT(1)y _

X,du|G.)|.)

1 T~
= ]l{t<‘r(1)} m EQ(/t YJ)\LG(l)(U; U) du ‘ ft)7

where the last equality follows from the formula

TAT(1) 1 7
EQ<-/MT(1) R, du ’ gt> = ]l{t<'r(1)} m EQ(/t RUG(l)(u; u) du ‘ }—t),

which holds for any F-predictable process R such that the right-hand side is well defined. (]

Given Lemma 3.8.1, the proof of the next result is very much similar to that of Proposition 3.7.1
and thus is omitted.
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Proposition 3.8.1 The pre-default ez-dividend price S of a first-to-default claim (X, A, Z, 7))
satisfies

gt _ G(l)B(tt;t)EQ(/tT B;lG(l)(U;u)<zZ:;ZiXi du—l—dAu) ‘ft)

B, .
_ 2t Eo(BrlG ) (T:T)X1 ‘ .
+ G(l)(t; t) Q( T (1)( ) {t<T} ft)

By proceeding as in the proof of Proposition 3.7.2, one can also establish the following result,
which gives dynamics of price processes S and S¢ of a first-to-default claim.

Recall that p is the continuous martingale arising in the Doob-Meyer decomposition of the process
G(1) (see Assumption 3.8.1).

Proposition 3.8.2 The dynamics of the pre-default ex-dividend price S of a first-to-default claim
(X,A,Z,71y) on 0,71y ANT] are

dSy = (re + \)Sedt =Y N Zidt — dA, + Gl (1) (B dmy — Sy dy)
=1

+ G5 (60) (S Ay — By d(p,m)y),

where the continuous F-martingale m is given by the formula
T no_
my = Eg (/ B7YGr)(u; ) (Z ZiNE du + dAu) ’ ]-'t)
0 i=1

+Eq(Br'Go)(Ti X | 7).

The dynamics of the cumulative price S¢ on [0, 71y AT] are

asg =21 = Sy ami + (S = DONiZi ) dt — dA,
=1 i=1

+ G () (Brdme = Sy dyn) + G5 (t:0) (51 dlu)s = By dlp, m)e).

Hypothesis (H)

As in the single-name case, the most explicit results can be derived under an additional assumption
of the immersion property of filtrations F and G.

Assumption 3.8.3 Any F-martingale under Q is a G-martingale under Q. This also implies that
hypothesis (H) holds between F and G. In particular, any F-martingale is also a G-martingale for
i=1,2,...,n, that is, hypothesis (H) holds between F and G* for i = 1,2,...,n.

It is worth stressing that, in general, there is no reason to expect that any G’-martingale is
necessarily a G-martingale. We shall argue that even when the reference filtration F is trivial this
is not the case, in general (except for some special cases, for instance, under the independence
assumption).

Example 3.8.1 Let us take n = 2 and let us denote Gi|2 = Q(m1 > t|H?) and G(u,v) = Q(ry >
u, 7o > v). It is then easy to prove that

dGi\Q _ (aQG(tﬂt) G(tv )

l 2
0,G(0,t)  G(0, t)> M,

+ <Ht281h(t,72) +(1— Hf)m) dt,
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where h(t,u) = gzg((é Z)) and M? is the H?-martingale given by
T2 9, G(0, u)

M2 = H? 220 qu.

Pente [ S

If hypothesis (H) holds between H? and H' vV H? then the martingale part in the Doob-Meyer
decomposition of G112 vanishes. We thus see that hypothesis (H) is not always valid, since clearly
G(t,1) B G(t,t)
0G(0,t)  G(0,¢)

does not vanish, in general. One can note that in the special case when 75 < 71, the martingale part
in the above-mentioned decomposition disappears and thus hypothesis (H) holds between H? and
H! v H2.

From now on, we shall work under Assumption 3.8.3. In that case, the dynamics of price processes
obtained in Proposition 3.8.1 simplify, as the following result shows.

Corollary 3.8.1 The pre-default ez-dividend price S of a first-to-default claim (X, A, Z,7(1)) sat-
isfies
~ ~ ~ n ~
Sy = (re+ A)Spdt — Y N Z{ dt — dAy + BG ) (1) dmy
i=1
with the continuous F-martingale m defined in Proposition 3.8.2. The cumulative price S¢ of a
first-to-default claim (X, A, Z, (1)) is given by the expression, fort € [0,T A 1(y)],

dSg = Sgdt+ Y (24— Sy) dM] + BiG ) (1) dmy.

i=1
Equivalently, fort € [0,T A 1(y)],

dS; =r,Spdt+ (2] = S0) dM; + B,G ) (1) dig,
=1

where ™ is a G-martingale given by i = mipr,, for every t € [0,T7].

In what follows, we assume that F is generated by a Brownian motion. Then there exists an
F-predictable process & for which dm; = & dW; so that the last formula in Corollary 3.8.1 yields the
following result.

Corollary 3.8.2 The discounted cumulative price of a first-to-default claim (X, A, Z, 7)) satisfies,
forte [07T/\T(1)],

dser = ZB — S,)dM; + G (D& AW

Price Dynamics of a CDS

By the ¢th CDS we mean the credit default swap written on the ¢th reference name, with the maturity
date Tj, the constant spread x; and the protection process &%, as specified by Definition 3.7.5. Let
S)f'j(/fi) stand for the ex-dividend price at time ¢ of the ith CDS on the event 7(;) = 7; = t for some
4 # 1. This value can be represented using a suitable extension of Proposition 3.8.1, but we decided
to omit the derivation of this pricing formula.

Assume that we have already computed the value of S ;(r;) for every t € [0,T;]. Then the ith
CDS can be seen, on the random interval [0, T; A 73], as a ﬁrst—to—default claim (X, A, Z, 71y) with
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X=0Z= (Sti‘l(m),. 00 ..., St (k;)) and Ay = —k;t. The last observation applies also to the

tln

random interval [0, T A7(y)] for any fixed date T < T;. Let us denote by n’ the following F-martingale
ny = EQ(Z/ B G 1y (u; u) (5;)\2 + Z Sy (RN, — Iii> du ‘ ft).
i=170 =157

The following result can be easily deduced from Proposition 3.8.1.

Corollary 3.8.3 The cumulative price of the ith CDS satisfies, for every t € [0,T; A (1],
dS{" (ki) = 1Sy (/-cz)dt+ (67 — Si(k;)) dM}
+ Z 13 () = S} (ki) MY + B,G ) (8 ) dn.
Jj=1,j#i

Consequently, the discounted cumulative price of the ith CDS satisfies, for every t € [0,T; A 7],

dSP" (ki) = BH(0] — Si(ka)) dM] + B Y (

J=1,j#i

Si (ki) dM]

+ G ) (¢ AW,

where ¢ is an F-predictable process such that dni = ¢ dW;.

3.8.2 Replication of a First-to-Default Claim

Our final goal is to extend Theorem 3.7.1 of Section 2.2.7 to the case of several credit names in a
hazard process model in which credit spreads are driven by a multi-dimensional Brownian motion.
We consider a self-financing trading strategy ¢ = (¢°,...,¢") with G-predictable components, as
defined in Section 3.7.3. The Oth traded asset is thus the savings account; the remaining k£ primary
assets are single-name CDSs with different underlying credit names and/or maturities. As before, for
any [ = 1,2,..., k we will use the short-hand notation S’(x;) and S!(x;) to denote the ex-dividend
and cumulative prices of CDSs with respective dividend processes D(k;, 6!, T}, 7) given by formula
(3.49). Note that here 7; = 7; for some j =1,2,...,n. We will thus write 7, = 7;, in what follows.

Remark 3.8.1 Note that, typically, we will have K = n+d so that the number of traded assets will
be equal to n + d + 1.

Recall that we denote by S¢ the cumulative price of a first-to-default claim (X, A, Z, 7(1)), where
the recovery process Z is n-dimensional, specifically, Z = (Z%,...,Z"). We already know that if

hypothesis (H) is satisfied by the filtrations F and G then the dynamics of S¢ under the risk-neutral
measure Q are (see Corollary 3.8.1)

dS; = riS{dt+ Y (Z{ — S0) dM; + BG i} (t: ) dm,
=1

where the continuous F-martingale m under Q is given by the formula (see Proposition 3.8.2)
T no
my = EQ(/ B Gy (i) (30 208, du+ dA,) | 7))
0 i=1
+Eq(Br Gy (Ty X | 7).

We adopt the following natural definition of replication of a first-to-default claim.
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Definition 3.8.3 We say that a self-financing strategy ¢ = (¢°, ..., ¢*) replicates a first-to-default
claim (X, A, Z,7(1)) if its wealth process V(@) satisfies the equality Viar,,(¢) = Stc/\m) for any
te 0,77

When dealing with replicating strategies in the sense of the definition above, we may and do
assume, without loss of generality, that the components of the process ¢ are F-predictable processes.
This is rather obvious from the mathematical point of view, since it is well known that prior to default
any G-predictable process is equal to the unique F-predictable process. Also this property supports
the common intuition that the knowledge of default time should not be used in the construction of
the replicating strategy for a first-to-default claim.

The following auxiliary result is a direct counterpart of Lemma 3.7.3.

Lemma 3.8.2 We have, for any t € [0,T A 7)),

k
AV (¢) = > ¢iB; (0L — Si(rr)) dM}"
=1

n

(5

=1 j

1)

By (84, (m0) = Si(m)) dM} + G () dnt),
Jl

where .
) . n -
nl = IE@(/ B, G 1y (u; u) (%)\fj + Z Si‘j(m))\i - m) du ‘ .7-}).
0 i=1,#i
Proof. The proof of the lemma easily follows from Lemma 3.7.2 combined with Corollary 3.8.3. The
details are left to the reader. |

We are now in a position to extend Theorem 3.7.1 to the case of a first-to-default claim on a
basket of n credit names. At the same time, Theorem 3.8.1 is also a generalization of Theorem 2.5.1
to the case of non-trivial reference filtration F.

Let € and ¢!, 1 =1,2,..., k be F-predictable, R%valued processes such that the following repre-
sentations are valid
dmt = ft th

and
dnl = ¢ dw,.

The existence of processes & and ¢! for I = 1,2,...,% is an immediate consequence of the classic
predictable representation theorem for the Brownian filtration (of course, these processes are rarely
known explicitly).

Theorem 3.8.1 Assume that the processes 51, ey (E" satisfy, fort € [0,T] andi=1,2,...,n

k k
> A -Sim)+ > Skl = Silw) = Z - 5,

1=1, j;=i I=1, ji#i

and i
Z &:Cf =&
1=1

Let us set ¢} = 5i(tAT(1)) fori=1,2,....k andt € [0,T]. Let the process V(o) be given by Lemma
3.8.2 with the initial condition Vo(¢) = S§ and let ¢° be given by

k
Vi(9) = 6B + Y 0S¢ (k).

=1
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Then the self-financing strategy ¢ = (¢°, ..., ¢") replicates the first-to-default claim (X, A, Z,7(1)).

Proof. The proof goes along the similar lines as the proof of Theorem 3.7.1. It suffices to examine
replicating strategy on the random interval [0, A 7(1y]. On the one hand, in view of Lemma 3.8.2,
the wealth process of a self-financing strategy ¢ satisfies on [0, 7" A 7(q)]

k
AV (¢) = > 6B, (01 — Si(s1)) M}
=1

k n
+3 ( S BN (k) — S(ke)) dAE + Gl ()¢ th).

=1  j=1,j#
On the other hand, the discounted cumulative price of a first-to-default claim (X, A, Z, 7(1)) satisfies
on the interval [0, T A 7(1)]

dsgt =" BN (Z{— Sio)dMi + (1= HIY )G (8 )& dW.
=1

A comparison of the last two formulae leads directly to the stated conditions. To complete the proof,
it suffices to verify that the strategy ¢ = (¢, ..., ¢") introduced in the statement of the theorem
replicates a first-to-default claim, in the sense of Definition 3.8.3. Since this verification is rather
standard, we leave the details to the reader. O



Chapter 4

Hedging of Defaultable Claims

In this chapter, we study hedging strategies for credit derivatives under the assumption that certain
primary assets are traded. We follow here Bielecki et al. [14, 16] and we put special emphasis on
the PDE approach in a Markovian setup. For related methods and results, we refer to Arvanitis and
Laurent [6], Blanchet-Scalliet and Jeanblanc [27], Collin-Dufresne and Hugonnier [52], Greenfield
[84], Laurent et al. [111], Laurent [112], Petrelli et al. [131], Rutkowski and Yousiph [135], and
Vaillant [141].

4.1 Semimartingale Market Model

We assume that we are given a probability space (£2, G, P) endowed with a (one- or multi-dimensional)
standard Brownian motion W and a random time 7, which admits the F-intensity v under P, where
F is the filtration generated by the process W. Since the default time is assumed to admit the F-
intensity, it is not an F-stopping time. Indeed, it is well known that any stopping time with respect
to a Brownian filtration is predictable, and thus does not admit an F-intensity.

4.1.1 Dynamics of Asset Prices

We interpret 7 as the common default time for all defaultable assets in our model. In what follows,
we fix a finite horizon date T' > 0. For simplicity, we assume that only three primary assets are
traded in the market and the dynamics under the historical probability P of their prices are, for
i=1,2,3 and every ¢ € [0,T],

dYtl = Y;i_ (Mi,t dt —|— 0'1'7,5 th —|— K:i,t th), (41)
where M; = Hy — Ot/\T Yu du is a martingale or, equivalently,
dYy = Y- ((mie — miavelqrary) dt + 050 AW; + ki p dHy). (4.2)

The processes (fi,0i, ki) = (Hit, Oit, Kit, t € Ry), i =1,2,3, are assumed to be G-adapted, where
G = FV H. In addition, we assume that Yj > 0 and x; > —1 for any i = 1,2, 3, so that Y are
non-negative processes and they are strictly positive prior to 7. In the case of constant coefficients,

we have
Ytz }fozeuzteo,lwt oit/Qe fi,,’y,l(t/\T)(l Iﬁli)H‘.

According to Definition 4.1.2 below, replication refers to the behavior of the wealth process V' (¢)

on the random interval [0, 7 AT] only. Therefore, for the purpose of replication of defaultable claims
of the form (X, Z,7), it is sufficient to consider prices of primary assets stopped at 7 A T. This

131
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implies that instead of dealing with G-adapted coefficients in (4.1), it suffices to focus on F-adapted
coefficients for the price processes stopped at 7 A T. However, for the sake of completeness, we will
also deal with a T-maturity claim of the form Y = G(Y}, Y2, Y3 Hr) (see Section 4.4 below).

Pre-Default Values

As will become clear in what follows, when dealing with defaultable claims of the form (X, Z, 1), we
will be mainly concerned with the pre-default prices. The pre-default price Y of the ith asset is an
F-adapted, continuous process, given by the equation, for ¢ = 1,2,3 and ¢ € [0, 7],

AV} =Y (e — Kigye) dt + 040 AW) (4.3)
with 17(} = Y{. Put another way, Y is the unique F-predictable process such that the equality
Yiljier = Y/ 1<n

holds for every ¢t € Ry. When dealing with the pre-default prices, we may and do assume, without
loss of generality, that the processes u;, 0; and k; are F-predictable.

Let us stress that the historically observed drift coefficient is p; ; — #;,4y;, which appears in (4.2),
rather than the drift p; ¢+, which appears (4.1). The drift coefficient p; ¢ is already credit-risk adjusted
in the sense of our model and it is not directly observed. This convention was chosen here for the
sake of simplicity of notation. It also lends itself to the following intuitive interpretation: if ¢’ is the
number of units of the ith asset held in our portfolio at time ¢ then the gains/losses from trades in
this asset, prior to default time, can be represented by the differential

GLAY} = G} (i dt + 040 AW,) — G117y, dt.

The last term in the formula above may be formally treated as an effect of dividends that are paid
continuously at the dividend rate x; ;. This nice interpretation is not necessarily useful in practice,
since the quantity x;+v; cannot be observed directly and, as is well known, a reliable estimation of
the drift coefficient in dynamics (4.3) is extremely difficult anyway. Moreover, it is a delicate issue
how to disentangle in practice the two components of the drift coefficient in (4.3). Still, if this formal
interpretation is adopted, it is sometimes possible to make use of the standard results concerning
the valuation of derivatives of dividend-paying assets.

We shall argue below that, although there is formally nothing wrong with the dividend-based
approach, a more pertinent and simpler approach to hedging of defaultable claims hinges on the
assumption that only the effective drift, which is given by the expression

Wit = Mit — Ki gVt

is observable. Moreover, in practical approach to hedging, the values of drift coefficients in dynamics
of asset prices will play no essential role, so that we will not postulate that they are among market
observables.

Market Observables

To summarize, we assume throughout that the market observables are: the pre-default market prices
of primary assets, their volatilities and correlations, as well as the jump coefficients ;¢ (the financial
interpretation of jump coefficients is examined in the next subsection). To summarize, we postulate
that under the statistical probability P the processes Y, i = 1,2, 3 satisfy

AY} = Y (i dt + 01,0 AW + ki dHy)

where the drift terms fi; ; are not observed, but we can observe the volatilities o;; (and thus the
asset correlations) and we have an a priori assessment of jump coefficients x; ;. In this general setup,
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the most natural assumption is that the dimension of a driving Brownian motion W coincide with
the number of tradable assets. However, for the sake of simplicity of presentation, we will frequently
assume that the process W is one-dimensional.

One of our goals will be to establish closed-form expressions for replicating strategies for derivative
securities in terms of market observables only (whenever replication of a given claim is actually
feasible). To achieve this goal, we shall combine a general theory of hedging defaultable claims
within a continuous semimartingale setup, with a judicious specification of particular models with
deterministic volatilities and correlations.

Recovery Schemes

It is clear that the sample paths of price processes Y? are continuous, except for a possible discon-
tinuity at time 7. Specifically, we have that

AY! :=Y! -V =p, Y,
so that the value of Y at 7 is given by

V=Y (14 kis) =Y (14 kir).

A primary asset Y is termed a default-free asset (defaultable asset, respectively) if x; = 0 (k; # 0,
respectively). In the special case when x; = —1, we say that a defaultable asset Y is subject to
the zero recovery scheme, since its price drops to zero at time 7 and remains null at any later date.
Such an asset ceases to exist after default, in the sense that it is no longer traded after default. This
feature makes the case of a zero recovery essentially different from other cases, as we shall see in the
sequel.

In the market practice, it is much more common for a credit derivative to deliver a positive
recovery if default event occurs during the contract’s lifetime (for instance, a protection payment of
a credit default swap).

Formally, the value of recovery at default is given as the value of some predetermined stochastic
process, that is, it is equal to the value at time 7 of some F-adapted recovery process Z.

For instance, the recovery process Z can be equal to §, where § is a constant, or to g(t,0Y})
where ¢ is a deterministic function and (Y, t € Ry ) is the price process of some default-free asset.
Typically, the recovery is paid at default time, but it is sometimes postponed to the maturity date.

Let us observe that the case where a defaultable asset Y pays a pre-determined recovery at
default is covered by our setup defined in (4.1). For example, the case of a constant recovery payoff
8; > 0 at default time 7 corresponds to the process x;+ = 6;(¥;")~' — 1. Under this convention, the
price Y is governed under P by the SDE

dY} =Y} (i dt + oie Wy + (5:(Y,L) ™' — 1) dMy).

If the recovery is proportional to the pre-default value Y’ and is paid at default time 7 (this scheme
is known as the fractional recovery of market value), we set k; ¢+ = §; — 1 and thus

AV =Y (i dt + o1 AW, + (5 — 1) dMy).

Defaultable Claims

For the purpose of this chapter, it will be enough to define a generic defaultable claim as follows
(note that, formally, it suffices to set A = 0 in Definition 3.7.1).

Definition 4.1.1 A defaultable claim with maturity date T is represented by a triplet (X, Z, 1),
where:
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(i) the default time 7 specifies the random time of default, and thus also the default events {t > 7}
for every ¢ € [0, 17,

(ii) the promised payoff X € Fr represents the random payoff received by the owner of the claim
at time T, provided that there was no default prior to or at time 7'; the actual payoff at time T
associated with X thus equals X1 7.y,

(iii) the F-adapted recovery process (Zy, t € [0,T]) specifies the recovery payoff Z, received by the
owner of a claim at time of default (or at maturity), provided that the default occurred prior to or
at maturity date T'.

In practice, hedging of a credit derivative after default time is usually of minor interest. Also, in
a model with a single default time, hedging after default reduces to replication of a non-defaultable
claim. It is thus natural to define the replication of a defaultable claim in the following way.

Definition 4.1.2 We say that a self-financing strategy ¢ replicates a defaultable claim (X, Z, 7) if its
wealth process (Vi(¢), t € [0,T]) satisfies Vr ()l r<ry = Xlirery and V(@) lyr>r) = Zr 1ipsq).

When dealing with replicating strategies, in the sense of Definition 4.1.2, we will always assume,
without loss of generality, that the components of the process ¢ are F-predictable processes, rather
than G-predictable.

4.2 Trading Strategies

In this section, we consider a fairly general setup. In particular, processes (Y}, t € [0,7T]) for
1 =1,2,3 are assumed to be non-negative semimartingales on a probability space (£, G, P) endowed
with some filtration G. We assume that they represent spot prices of traded assets in our model of
the financial market. Neither the existence of a savings account nor the market completeness are
postulated, in general. We restrict our attention to the case where only three primary assets are
traded. The general case of k traded assets was examined by Bielecki et al. [15, 17].

Our goal is to characterize contingent claims which are hedgeable, in the sense that they can be
replicated by continuously rebalanced portfolios consisting of primary assets. Here, by a contingent
claim we mean an arbitrary Gp-measurable random variable. We will work throughout under the
standard assumptions of a frictionless market (no transaction costs or taxes, no restrictions on the
short sale of assets, perfect liquidity, etc.)

4.2.1 Unconstrained Strategies

Let ¢ = (¢!, #2, #®) be a trading strategy; in particular, each process ¢’ is predictable with respect
to the filtration G. The corresponding wealth process (Vi(¢), t € [0,T]) is defined by the formula,
for every ¢ € [0, T,

3
Vi(g) =Y oiYy.
=1

A trading strategy ¢ is said to be self-financing if the wealth process satisfies, for every ¢ € [0,T],

3
Vi(d) =Vo(@)+ > [ ol dYy.
i—1 710,¢]

Let ® stand for the class of all self-financing trading strategies. We shall first prove that a self-
financing strategy is determined by its initial wealth and the two components ¢2, $3. To this end,
we postulate that the price of Y'! follows a strictly positive process and we choose Y! as a numéraire
asset. We shall now analyze the relative values, V! and Y%! which are given by

Vig) = Vilo)(YH) Y, Y =YY
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Lemma 4.2.1 (i) For any ¢ € ®, we have, for every t € [0,T],
3 . .
V@) =V +) [ elLavit.
P ¢

(i) Conversely, let X be a Gr-measurable random variable, and let us assume that there exists x € R
and G-predictable processes ¢', i = 2,3 such that

X = YT(x+Z

dYJ’vl). (4.4)
i—2 ]OT]

Then there exists a G-predictable process ¢' such that the trading strategy ¢ = (¢, d2, ¢°) is self-
financing and replicates X. Moreover, the wealth process of ¢ (that is, the price of X at time t)
satisfies Vi(¢) = VLY.L, where, for every t € [0,T],

—x-l-z LAyt (4.5)

Proof. In the case of continuous semimartingales, the result is well known; the demonstration for
discontinuous semimartingales is not much different. Nevertheless, for the reader’s convenience, we
provide a detailed proof.

Let us first introduce some notation. As usual, [X, Y] stands for the quadratic covariation (the
bracket) of the two semimartingales X and Y, as formally defined by the It6 integration by parts
formula

X,Y; = XoYo + / Xo_dY,+ | Y dX,+[X,Y],.
0,t] 10,¢]

For any cadlag process Y, we denote by AY; = Y; —Y;_ the size of the jump at time ¢. Let V = V(¢)
be the value of a self-financing strategy and let V1 Vi(p) = V(¢)(Y1)~! be its value relative to
the numéraire Y. The integration by parts formula yields

AV = Ve d(Y,) ™+ (VL) TV + (Y T Ve

From the self-financing condition, we have dV; = E?:1 ¢t dY}. Hence, using elementary rules to
compute the quadratic covariation [X,Y] of the two semimartingales X,Y", we obtain

avi' = ¢ vhd(y;')” +¢tYi dY;H) T+ Y2 d(y) !
+L)! tle + (V) her dY) + (V) el ay!

+ ¢ d(YH) LY 4+ 07 d[(YH) LY 4 ¢ d[(Y )T Y,

¢ (VLdYH) ™ + (VL) hay +d(yh) Y y)

+or (VA + (VL) YL +d[(Yh) LY ?)

+or (VAT + (VL) Tyl + (YT Y.

We now observe that
Vi d(yH) T+ ()T ey +d[(yhH) T Y = d(vy () ) =0

and
Y dYH) TN+ (VL) Ty +d[(YH) LY = d(() YY),

Consequently,
V! =i dy! + g} dv,
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as was claimed in part (i). We now proceed to the proof of part (ii). We assume that (4.4) holds for
some constant x and processes ¢, > and we define the process V! by setting, for every t € [0, 7]

(ct. (4.5)),

3
Vi=z+) [ olavih
i—2 710,t]
Next, we define the process ¢! as follows
of =V =Y et = () (V- Y ey,
=2 1=2

where we set V, = V,}Y,! for t € [0,T]. Since
3 . .
vt =3 gpdy,
i=2

for the process V' we obtain
dV, = d(V}Y}) = VEdY; + Y av +dy!, v,
3
= VLay! + ) oi(Vihayt 4yt yt),).
i=2
From the It6 integration by parts formula, we obtain
dYy = d(Y/'Y}) = YR dY + YL ay)t dly ! Y,

and thus

3
AV = VL dY! + > ¢i(dYy - Y dYy)

i=2
= (VL =Dyt )avt + 3" gpay;.
i=2 i=2
Our aim was to prove that dV; = Z?:1 @i dY;. The last equality is indeed satisfied if

3 3
o=V =D e =VL =) o, (4.6)
=2 =2

that is, provided that
3
AV = oY
=2

which is satisfied, in view of definition (4.5) of V'. Note also that, from the second equality in
(4.6), we deduce that the process ¢! is G-predictable. Finally, the wealth process of ¢ satisfies
Vi(¢) = VLY for every t € [0,T] and thus Vr(¢) = X. O

We say that a self-financing strategy ¢ replicates a claim X € Gp if

3
X =) o7Vt =Vr(9)
=1

or, equivalently,
3

X=Vo(¢)+> [ ¢idv.

i—1 710,T]
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Suppose that there exists an EMM for some choice of a numéraire asset, and let us restrict our
attention to the class of all admissible trading strategies, so that our model is arbitrage-free.

Assume that a claim X can be replicated by some admissible trading strategy, so that it is
attainable (or hedgeable). Then, by definition, the arbitrage price at time ¢t of X, denoted as m(X),
equals V;(¢) for any admissible trading strategy ¢ that replicates X.

In the context of Lemma 4.2.1, it is natural to choose as an EMM a probability measure Q!
equivalent to P on (Q,Gr) and such that the prices Y%!, i = 2,3, are G-martingales under Q. If a
contingent claim X is hedgeable, then its arbitrage price satisfies

T(X) = Y} Bt (X(YA) 1 Gy). (4.7)

We emphasize that even when an EMM Q! is not unique, the price of any hedgeable claim X is
given by the conditional expectation above. Put another way, in the case of a hedgeable claim, the
conditional expectations (4.7) under various equivalent martingale measures coincide.

4.2.2 Constrained Strategies

In this section, we make an additional assumption that the price process Y3 is strictly positive. Let
¢ = (o', 92, ¢3) be a self-financing trading strategy satisfying the following constraint

2
Z ¢;Y't?7 = Zt7 Vite [07T]7 (48)

i=1

for a predetermined, G-predictable process Z. In the financial interpretation, equality (4.8) means
that a portfolio ¢ is rebalanced in such a way that the total wealth invested in assets Y, Y2 matches
a predetermined stochastic process Z. For this reason, the constraint given by (4.8) is referred to as
the balance condition.

Our first goal is to extend part (i) in Lemma 4.2.1 to the case of constrained strategies. Let
®(Z) stand for the class of all (admissible) self-financing trading strategies that satisfy the balance
condition (4.8). They will be sometimes referred to as constrained strategies. Since any strategy
¢ € ®(Z) is self-financing, from dV;(¢) = Zle @t dY}, we obtain

3 3
AVi(9) = Y GIAY) = V(o) = D oY,
i=1 i=1
By combining this equality with (4.8), we deduce that

3
Vie(9) = D oYy = Zi + ¢V

=1

Let us write .
YR =Y 2= 20)

The following result extends Lemma 1.7 in Bielecki et al. [12] from the case of continuous semi-
martingales to the general case (see also [15, 17]). It is apparent from Proposition 4.2.1 that the
wealth process V(¢) of a strategy ¢ € ®(Z) depends only on a single component of ¢, namely, ¢

Proposition 4.2.1 The relative wealth V2(¢) = Vi(¢)(Y2)™! of any trading strategy ¢ € ®(Z)

satisfies
2,3

¢2 dY273 o Yu— dyl,3 + Zg le’S (4 9)
q u u YI,S u 10,4 YI,S (U :

V3(6) = V(6) + /

10

u— u—
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Proof. Let us consider discounted values of price processes Y'!,Y?2 Y3, with Y3 taken as a numéraire
asset. By virtue of part (i) in Lemma 4.2.1, we thus have

V3(9) )+ Z avyis. (4.10)

The balance condition (4.8) implies that
2 . S
Yooy =27},
and thus
of = ()71 (20 - i), (4.11)
By inserting (4.11) into (4.10), we arrive at the asserted formula (4.9). O

The next result will prove particularly useful for deriving replicating strategies for defaultable
claims.

Proposition 4.2.2 Let a Gr-measurable random variable X represent a contingent claim that settles

at time T'. We set
L

dyy =dv>® — Lo dy,? = ay?? -yt dy, (4.12)

t,

where, by convention, the initial value is Y = 0. Assume that there exists a G-predictable process

¢?, such that
ZS
X =Y3 x+/ oF dYy +/ Loay? ). (4.13)
0.7 Jo,1] Y;~

s —

Then there exist G-predictable processes ¢* and ¢3 such that the strategy ¢ = (¢, @2, ¢3) belongs to
®(Z) and replicates X. The wealth process of ¢ equals, for every t € [0,T],

Z
V() = Y7 (sv | gravis [ v 3)
10,4] 10,4] Y

Proof. As expected, we first set (note that the component ¢! follows a G-predictable process)

ot = gr(2- i) (114)

and
ZS

Vi=a+ ¢3dyj+/ =
10,4] Jo,g Yy

Arguing along the same lines as in the proof of Proposition 4.2.1, we obtain

%+Z Y13

Now, we define
2 2
- e = (vi- > 6Y;).

where V; = V,3Y;3. As in the proof of Lemma 4.2.1, we check that

=V - Zcém’_?’,
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and thus the process ¢? is G-predictable. It is clear that the strategy ¢ = (¢!, @2, ¢3) is self-financing
and its wealth process satisfies V;(¢) = V; for every ¢ € [0,T]. In particular, Vr(¢) = X, so that ¢
replicates X. Finally, equality (4.14) implies (4.8) and thus ¢ belongs to the class ®(Z). |

Note that equality (4.13) is a necessary (by Lemma 4.2.1) and sufficient (by Proposition 4.2.2)
condition for the existence of a constrained strategy that replicates a given contingent claim X.

Synthetic Asset

Let us take Z = 0 so that ¢ € ®(0). Then the balance condition becomes E?:1 $iYy =0 and
formula (4.9) reduces to

. Y23
dm%¢>—¢?<dnz3);ngf3>. (4.15)

t—

The process Y2 = Y3Y*, where Y* is defined in (4.12) is called a synthetic asset. It corresponds
to a particular self-financing portfolio, with the long position in Y2, the short position of Yf_l
number of shares of Y, and suitably re-balanced positions in the third asset, so that the portfolio
is self-financing, as in Lemma 4.2.1.

It is not difficult to show (see Bielecki et al. [15, 17]) that trading in primary assets Y!, Y2 Y3
is formally equivalent to trading in assets Y, Y2, Y3, This observation supports the name synthetic
asset attributed to the process Y2. It is worth noting, however, that the synthetic asset process may
take negative values, so that it is unsuitable as a numéraire, in general.

Case of Continuous Asset Prices
In the case of continuous asset prices, the relative price Y* = Y2(Y?3)~! of the synthetic asset can be
given an alternative representation, as the following result shows. Recall that the predictable bracket

of the two continuous semimartingales X and Y, denoted as (X,Y’), coincides with their quadratic
covariation [X,Y].

Proposition 4.2.3 Assume that the price processes Y and Y? are continuous. Then the relative
price of the synthetic asset satisfies

t
Yo = [t at.,
0

21 _
TeT Y and

where we denote Y, = Y;

t
ap = <lnY2’1,lnY3’1>t:/ (V2O Ly~ ta(y®h vyt (4.16)
0

In terms of the auxiliary process f/, formula (4.9) becomes

t
dyl,S
1 u
o Y3

t R ZB
Wwwwm@+4¢mn+/ b
where ¢y = ¢2(YH) " Teor.

Proof. 1t suffices to give the proof for Z = 0. The proof relies on the integration by parts formula
stating that we have, for any two continuous semimartingales, say X and Y,

Vo (dXy - Y (XY )) = d(XGYT) — X dY
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provided that Y is strictly positive. By applying this formula to processes X = Y>! and Y = Y31,
we obtain

(V7Y = () Ty YR = dv () T = v dy S
The relative wealth V,2(¢) = Vi(¢)(Y;3) ™! of a strategy ¢ € ®(0) satisfies

V3(6) = V() + /0 62 dY;

t
— V3(6) + / 2 (Y3 1eo ay,,
0

t
[,
0
where we denote ¢y = ¢2(Y;>!) e, O

Remark 4.2.1 The financial interpretation of the auxiliary process Y will be studied below. Let
us only observe here that if Y* is a local martingale under some probability Q then Yisa Q-local
martlngale (and vice versa, if Y is a Q local martingale under some probability Q then Y* is a
Q-local martingale). Nevertheless, for the reader’s convenience, we shall use two symbols Q and Q,
since this equivalence holds for continuous processes only.

Remark 4.2.2 It is thus worth stressing that we will apply Proposition 4.2.3 to pre-default values of
assets, rather than directly to asset prices, within the setup of a semimartingale model with a common
default, as described in Section 4.1.1. In this model, the asset prices may have discontinuities, but
their pre-default values follow continuous processes.

4.3 Martingale Approach

Our goal is to derive quasi-explicit conditions for replicating strategies for a defaultable claim in a
fairly general setup introduced in Section 4.1.1. In this section, we only deal with trading strategies
based on the reference filtration F and the underlying price processes (that is, prices of default-free
assets and pre-default values of defaultable assets) are assumed to be continuous. Therefore, our
arguments will hinge on Proposition 4.2.3, rather than on a more general Proposition 4.2.1. We
shall also adapt Proposition 4.2.2 to our current purposes.

To simplify the presentation, we make the standing assumption that all coefficient processes are
such that the SDEs, which appear in what follows, admit unique strong solutions and all Doléans
exponentials (the Radon-Nikodym derivatives) are true martingales under respective probabilities.

4.3.1 Defaultable Asset with Zero Recovery

In this section, we shall examine in some detail a particular model where the two assets, Y and Y2,
are default-free and satisfy, for ¢ = 1, 2,

dYy =Y (pip dt + 050 dW,),

where W is a one-dimensional Brownian motion. The third asset is a defaultable asset with zero
recovery, so that
dY? = Ytd_ (lug,t dt + 03,t th - th) .

Since we will be interested in replicating strategies in the sense of Definition 4.1.2, we may and do
assume, without loss of generality, that the coefficients i+, 05+, 1 = 1,2, are F-predictable, rather
than G-predictable. Recall that, in general, there exist F-predictable processes fi3 and o3 such that

pailicry = u3ilp<ry, 03:lpi<ry =03 l<q).
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We assume throughout that Yj > 0 for every i, so that the price processes Y!, Y2 are strictly
positive and the process Y3 is non-negative and has strictly positive pre-default value.

Default-Free Market

It is natural to postulate that the default-free market with two traded assets, Y'! and Y2, is arbitrage-
free. To be more specific, we choose Y'! as a numéraire and we require that there exists a probability
measure P!, equivalent to P on (£, Fr), and such that the process Y2! is a Pl-martingale. The
dynamics of processes (Y1)~ and Y21 are

d(Y,H) ™t = ()T ((0F s — pa) dt — o1 dW), (4.17)
and
de’l = YtQ’l((m,t —pit+o1(o1e —0o24)) dt + (02 — 01,t) th),

respectively. Hence the necessary condition for the existence of an EMM P! is the inclusion A C B,
where A = {(t,w) € [0,T] xQ: 014(w) = 024(w)} and B = {(t,w) € [0,T] x Q: p1¢(w) = po(w)}.
The necessary and sufficient condition for the existence and uniqueness of an EMM P! reads

Es {5T (/0'9udwu>} —1 (4.18)

where the process 6 is given by the formula, for every ¢ € [0, T,

M1t T M2

0y =01, y
O1,t — 02t

)

(4.19)

where, by convention, 0/0 = 0. Note that in the case of constant coefficients, if o1 = o9 then the
considered model is arbitrage-free only in the trivial case when us = uy.

Remark 4.3.1 Since the martingale measure P! is unique, the default-free model (Y'!,Y?) is com-
plete. However, this assumption is not necessary and thus it can be relaxed. As we shall see in
what follows, it is typically more natural to assume that the driving Brownian motion W is multi-
dimensional.

Arbitrage-Free Property

Let us now consider also a defaultable asset Y. Our goal is now to find a martingale measure Q' (if
it exists) for relative prices Y2! and Y3!. Recall that we postulate that the hypothesis (H) holds
under P for filtrations F and G = F V H. The dynamics of Y3! under P are

Ayt = Yt?ll{(us,t — e+ 01 (01 — 03,0))dt + (03, — 01,0) AWy — th}'

Let Q! be any probability measure equivalent to P on (£, Gr) and let 1 be the associated Radon-
Nikodym density process, so that
dQ'|g, = n: dP|g,, (4.20)

where the process 77 is a G-martingale under P and satisfies
dny = me— (0 AWy + G dMy) (4.21)

for some G-predictable processes 6 and (.
From Girsanov’s theorem (cf. Theorem 3.4.1), the processes W and M , which are given by the

expressions

t
0
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and AT
J/\jt = Mt - / 'YuCu du, (423)
0

are G-martingales under Q.

To ensure that Y21 is a Q'-martingale, we postulate that conditions (4.18) and (4.19) are
satisfied. Consequently, for the process Y>! to be a Q'-martingale, it is necessary and sufficient
that a process ( satisfies

M1t — ,u2,t(

O3, — O1,t)-
01t — 02t

VeCt = Pzt — M1, —

To ensure that Q' is a probability measure equivalent to P, we require that the inequality ¢; > —1
is valid. Then the unique martingale measure Q! is given by formula (4.20) where 1 solves (4.21),

so that
0 ]0’ ]

We are in a position to formulate the following result.

Proposition 4.3.1 Assume that the process 0 given by (4.19) satisfies (4.18) and

1 _
G =— (Ms,t — e — Pie ot (03,6 — Ul,t)> > -1 (4.24)
Yt O1,t — 02t
Then the market model M = (Y, Y2 Y3, ®) is arbitrage-free and complete. The dynamics of relative
prices under the unique martingale measure Q! are

AYP =Y (024 — 010) dWS,
AYP =Y (03,0 — 014) AW, — dM).

Since the coeflicients u; ¢+, 0;+, @ = 1,2, are F-adapted, the process W is an F-martingale (hence,
a Brownian motion) under Q!. Therefore, by virtue of Proposition 3.5.1, hypothesis (H) holds under
Q', and the F-intensity of default under Q' equals

ﬁt = ’)’t(l + Ct) =7+ (,LLS,t — M1t — M(JS,t - Ul,t)) .
01t — 02t

Example 4.3.1 We present an example where the condition (4.24) does not hold and thus arbitrage
opportunities arise. Assume that the coefficients are constant and satisfy pu; = o =01 =0, puz < —7vy
for a constant default intensity v > 0. Then

1
Yt3 = ﬂ{t<r}Y03 exp (O’th - §U§t + (ps + 7)t>

1
< Y03 exp <U3Wt - 2092,t> = Vi(9),

where V(¢) represents the wealth of a self-financing strategy (¢, ¢%,0) with ¢* = Z*. Hence the
arbitrage strategy would be to sell the asset Y2 and to follow the strategy ¢.

Remark 4.3.2 Let us stress once again, that the existence of an EMM is a necessary condition for
the model viability, but the uniqueness of an EMM is not always a natural condition to be imposed.
In fact, when constructing a model, we should be mostly concerned with its flexibility and ability
to reflect the pertinent risk factors, rather than with its mathematical completeness. In the present
context, it would be natural to postulate that the dimension of the underlying Brownian motion
coincides with the number of traded risky assets.
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Hedging a Survival Claim

We first focus on replication of a survival claim (X,0,7), that is, a defaultable claim represented by
the terminal payoft X1 (7.}, where X is an Fr-measurable random variable. For the moment, we
maintain the simplifying assumption that W is one-dimensional. As we shall see in what follows,
it may lead to certain pathological features of a model. If, on the contrary, the driving noise is
multi-dimensional, most of the analysis remains valid, except that the model completeness is no
longer ensured, in general.

Recall that Y3 stands for the pre-default price of Y3, defined as follows (see (4.3))
AP = Y2 ((fise + ) dt + &30 dWr)

with Y3 = Yg. This strictly positive, continuous, F-adapted process enjoys the property that V3 =
T2 Y. Let us denote the pre-default values relative to the numéraire Y3 by V;"* = Y;/(Y{?)~ ) for
i =1,2 and let us introduce the pre-default relative price Y* of the synthetic asset Y2 by setting

AV = gy Yf’g 51,3
¢ = aXy =

t

= Yf’?’((uz,t — g+ o34(01 — U2,t)) dt + (o2t —01t) th)~

We postulate that o1  — o2+ # 0. It is useful to note that the process Y defined in Proposition 4.2.3
satisfies
dy, = ((,u2 ¢ — e+ 0s¢(010 — 024)) dt + (02,0 — 01¢) th)-

We will show that when « given by (4.16) is deterministic, the process Y has the financial interpre-
tation as the credit-risk adjusted forward price of Y2 relative to Y''. Therefore, it is more convenient
to work with the process Y* when dealing with the general case, but to use instead the process Y
when analyzing a model with deterministic volatilities.

Consider an F-predictable self-financing strategy ¢ satisfying the balance condition ¢}Y,! +
?Y,? = 0, and the corresponding wealth process

3
)= B = ¢y

Let us set V;(¢) := ¢3Y;3. Since the process V (¢) is F-adapted, it is rather clear that it represents the
pre-default price process of the portfolio ¢, in the sense that the equality 1.3 Vi(¢) = ]l{t<7}‘~/t(¢)
is valid for every t € [0,T]. We shall call the process ‘N/t(QS) the pre-default wealth of ¢. Consequently,
the process V3(¢) := Vy(¢)(Y) ™! = ¢3 is termed the relative pre-default wealth.

_ Using Proposition 4.2.1, with suitably modified notation, we find that the F-adapted process
V3(¢) satisfies, for every t € [0, T,

t
V) = Vo) + | dar.
0
Define a new probability Q* on (£, Fr) by setting

dQ* = nr dP,

where dn; = n;0; dW; and
po — pig + 03,(01,0 — 02t)
o1t — 02 '

o = (4.25)
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The process (Y;*, ¢ € [0,T]) is a (local) martingale under Q* driven by a Brownian motion. We shall
require that this process is in fact a true martingale; a sufficient condition for this is that

T ~ 2
/ EQ* ()/;2’3(0'2’,5 - Jl,t)) dt < oo.
0

From the predictable representation theorem for the Brownian filtration, it follows that for any
random variable X € Fp, such that the random variable X (inf’)_1 is square-integrable under Q*,
there exists a constant z and an F-predictable process ¢? such that

X=Y} (x + o2 df/j) : (4.26)

10,71

We now deduce from Proposition 4.2.2 that there exists a self-financing strategy ¢ with the pre-
default wealth V;(¢) = Y,2V;? for every t € [0, T], where we set

t
VEi=a+ / o2 dYyr. (4.27)
0

Moreover, the balance condition ¢}Y,! + ¢?Y,? = 0 is satisfied for every ¢ € [0,7]. Since, clearly,
Vr(¢) = X, we have that

V() = ¢3Y7 = Lireny02Y7 = LiranyVi(6) = Lirany X,
We conclude that the strategy ¢ replicates the survival claim (X, 0, 7). In particular, we have that

Vi(¢) = 0 on the random interval [7,T A 7].

Definition 4.3.1 We say that a survival claim (X,0,7) is attainable if the process V3 given by
(4.27) is a martingale under Q*.

The following result is an immediate consequence of (4.26) and (4.27).

Corollary 4.3.1 Let X € Fr be such that X(f/ﬁ)_l is square-integrable under Q*. Then the
survival claim (X,0,7) is attainable. Moreover, the pre-default price 7(X,0,7) of the survival
claim (X,0,7) is given by the following conditional expectation, for every t € [0,T],

i(X,0,7) = ¥ Eg- (X(Y7) ' | F). (4.28)
The process %(X,O,T)(f’:g)_l is an F-martingale under Q*.

Proof. Since X (177:5)_1 is square-integrable under Q*, we know from the predictable representation
theorem for the Brownian filtration that the process ¢? in formula (4.26) is such that

o ( / ' <¢%>2d<f/*>t) < .

Therefore, the process V3 given by (4.27) is a true martingale under Q*. We conclude that the
survival claim (X,0,7) is attainable.

Now, let us denote by m(X,0,7) the price at time ¢ of the survival claim (X,0,7). Since ¢ is
a replicating strategy for the claim (X,0,7), we have that Vi(¢) = m(X,0,7) for every t € [0,T].
Consequently, for every t € [0, T,

]l{t<7—}%t(X7 0, T) = ]l{t<‘r}‘7%(¢) = ]l{t<7'}i>t3 E@* (‘772) |‘Ft)
= ]l{t<'r}Y;53 Eq- (X(szé)_l ‘ ]:t)~
This proves equality (4.28). |

In view of the last result, it is justified to refer to Q* as the pricing measure relative to Y3 for
attainable survival claims.
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Remark 4.3.3 It can be proved that there exists a unique absolutely continuous probability mea-
sure Q on (€2, Gr) such that we have

Lo X - X
Y2 Eq <{TY<3} ‘ gt) =LY, Egr <§~,3 ’ft)
T T

However, this probability measure is manifestly not equivalent to Q*, since its Radon-Nikodym
density process vanishes after 7 (for a related result, see the paper by Collin-Dufresne et al. [51]).

Example 4.3.2 We provide here an explicit calculation of the pre-default price of a survival claim.
For simplicity, we assume that X = 1, so that the claim represents a defaultable zero-coupon bond.
Also, we set v, = v = const, p;y =0, and 0;+ = 0y, i = 1,2,3. Straightforward calculations yield
the following pricing formula

70(1,0,7) = Y3~ (rtzod)T

We see that here the pre-default price 7y(1,0,7) depends explicitly on the intensity «, or rather
on the drift term in dynamics of the pre-default value of a defaultable asset. Indeed, from the
practical viewpoint, the interpretation of the drift coefficient in dynamics of Y2 as the real-world
default intensity is questionable, since, within the present setup, the default intensity never appears
as an independent variable; indeed, it is merely one component of the drift term in dynamics of the
pre-default value of Y3.

Note also that we deal here with a model in which three traded assets are driven by a common
one-dimensional Brownian motion. No wonder that this model enjoys the nice property of market
completeness, but, at the same time, it also exhibits an undesirable property that the pre-default
values of all three assets are perfectly correlated.

As we shall see later, if traded primary assets are judiciously chosen then, typically, the pre-
default price (and hence the price) of a survival claim will not depend explicitly on the default
intensity process.

Remark 4.3.4 From the practical perspective, it seems natural to consider a given market model
as an acceptable model if its implementation does not require estimation of drift parameters of
pre-default prices, at least for the purpose of hedging and valuation of a sufficiently large class of
defaultable contingent claims of interest. It is worth recalling that we do not postulate that the
drift coefficients are market observables. Since the default intensity can formally be interpreted as a
component of the drift term in dynamics of pre-default prices, in an acceptable model there should
be no need to estimate this quantity. From this perspective, the model considered in Example 4.3.2
may serve as an example of an ‘unacceptable’ model, since its implementation requires the knowledge
of the drift parameter in dynamics of Y3.

Let us stress that we do not claim that it is always possible to hedge derivative assets without
using the drift coefficients in dynamics of traded assets; we merely argue that one should strive to
develop market models in which this knowledge is not essential.

Hedging a Recovery Process

Let us now briefly study the situation where the promised payoff equals zero and the recovery payoff
is paid at time 7 and equals Z, for some F-adapted process Z. Put another way, we consider a
defaultable claim of the form (0, Z, 7). Once again, we make use of Propositions 4.2.1 and 4.2.2. In
view of (4.13), we need to find a constant z and an F-predictable process ¢? such that

"7 <13 4 >
Yr=— | rd¥y :x+/ o7 dYy".
0o Yy 0
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Similarly as before, we conclude that, under suitable integrability conditions on %7, there exists ¢
such that diy; = ¢? dY;*, where 1, = Eq- (¢ | F;). We now set

73 ! 2 * 4 ZS v 1,3
Ve=xz+ ¢, dY, + ~13dYu’,
0 o Yy’

so that, in particular, V3 = 0. Then it is possible to find processes ¢! and ¢> such that the strategy
¢ is self-financing and it satisfies: Vi(¢) = V;3Y? and Vi(¢) = Z; + ¢}Y;? for every t € [0,T). It is
thus clear that V;(¢) = Z, on the event {T' > 7} and Vr(¢) = 0 on the event {T' < 7}.

4.3.2 Hedging with a Defaultable Bond

Of course, an abstract semimartingale model considered until now furnishes only a generic framework
for a construction of acceptable models for hedging of default risk. A choice of traded assets and
specification of their dynamics need to be examined on a case-by-case basis, rather than in an abstract
semimartingale setup. We shall address these important issues by examining a few practically
appealing examples of defaultable claims and the corresponding models.

For the sake of concreteness, we postulate throughout this section that Y,! = B(t, T) is the price
of a default-free ZCB with maturity T, whereas Y;> = D°(¢,T) is the price of a defaultable ZCB
with zero recovery, that is, a defaultable asset with the terminal payoff Y} = L¢r<-y at maturity 7'

We postulate that the dynamics under P of the default-free ZCB are
dB(t,T) = B(t,T)(u(t,T) dt + b(t,T) dW;)

for some F-predictable processes u(t,T) and b(t,T) and we select the process Y,;! = B(t,T) as
a numéraire. Since the prices of the other two assets are not given a priori, we may take any
probability measure Q equivalent to P on (£2,G7) to play the role of Q!.

In such a case, the probability measure Q' is commonly referred to as the forward martingale
measure for the date T and is denoted by Q. Hence the Radon-Nikodym density of Q with respect
to P is given by (4.21) for some F-predictable processes § and ¢, and the process

t
WtT:Wt—/ O, du, Yte[0,T],
0

is a Brownian motion under Q7. Under Qp the default-free ZCB is governed by
dB(t,T) = B(t,T)(f(t,T) dt + b(t, T) dW;)
where [i(t,T) = u(t,T) + 6;b(¢,T).

Let now T stand for the F-hazard process of default time 7 under Qr, so that ft =—In(1- ﬁt)7
where F, = Qr(r < t|F). Assume that hypothesis (H) is valid under Qp so that, in particular,
the process Tis increasing. We define the price process of the defaultable ZCB with zero recovery
by the formula

D(t,T) := B(t,T) Eq, (L{r<r} | Gt) = Ljpary B(t, T) Eq, (7717 | ).

It is then easily seen that Y;>' = DO(¢t,T)(B(t,T))"" is a Qp-martingale and the pre-default
price D°(t,T) equals
D°(t,T) = B(t,T)Eq, (" "7 | 7).

The next result examines the basic properties of the auxiliary process f(t7 T), which is given as,
for every ¢ € [0, 7],

0(t,T) = V' = DO(t, T)(B(t,T)) " = Eq, (™17 | 7).
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~

The quantity I'(¢,T) can be interpreted as the conditional probability under Qr that default will
not occur prior to the maturity date T', given that we observe F; and we know that the default has
not yet happened. We will be interested in its volatility process 5(t,T), which is implicitly defined
by the following result.

Lemma 4.3.1 Assume that the F-hazard process T of 7 under Qr is continuous. Then the process

~

L'(t,T), t € [0,T], is a continuous F-submartingale and
dU(t, T) = T(t, T)(dT; + B(t,T) dW]) (4.29)

for some F-predictable process B(t,T). The process f(t,T) is of finite variation if and only if the

hazard process I is deterministic. In this case, we have f(t,T) =l I,

Proof. We have
f(t, T) = EQT (eftifT |ft) = eftLt,

where we set L, = Eg, (e‘fT |.7-"t). Hence f(t,T) is equal to the product of a strictly positive,

increasing, right-continuous, F-adapted process el and a strictly positive, continuous F-martingale
L. Furthermore, there exists an F-predictable process §(¢,T) such that L satisfies

dL; = L,B(t, T) dW;\

with the initial condition Ly = Egq,. (e*fT). Formula (4.29) now follows by an application of It&’s

formula and by setting 8(¢,T) = e*ftb\(t,T). To complete the proof, it suffices to recall that a
continuous martingale is never a process of finite variation, unless it is a constant process. O

Remark 4.3.5 It can be checked that (¢, T) is also the volatility of the process

I(t,T) =Ep(e" 17| 7).

Assume that ft = fot u du for some F-predictable, non-negative default intensity process 7 under
Qr. Then we have the following auxiliary result, which yields, in particular, the volatility process
of the defaultable ZCB.

Corollary 4.3.2 The dynamics under Qr of the pre-default price ﬁo(t,T) are
dD°(t,T) = D°(t, T) (A(t, T) + b(t, T)B(t, T) +7¢) dt
+ DO, T) (b(t,T) + B¢, T))d(t,T) dW/.

Equivalently, the price D°(t,T) of the defaultable ZCB satisfies under Qr

dD°(t,T) = D°(t, T) <(ﬁ(t, T) + b(t, T)B(t, T))dt + d(t, T) dW; — th).

where we denote d(t,T) = b(t,T) + B(¢,T).

It is worth noting that the process (¢, T) can be expressed in terms of market observables, in

the sense, that it can be represented as the difference of volatilities d(¢,T") and b(t,T) of pre-default
prices of traded assets.
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Credit-Risk-Adjusted Forward Price
Assume that the price Y2 satisfies under the statistical probability P
dY? = Y7 (2, dt + o AWY) (4.30)

with F-predictable coefficients p and o. Let Fy2(¢t,T) = Y,2(B(t,T))~! be the forward price of Y22.
For an appropriate choice of 6 (see 4.25), we shall have that

dFy:(t,T) = Fy=(t,T) (o — b(t,T)) dW}".
Therefore, the dynamics of the pre-default synthetic asset lN/t* under Q7 are
AYy =Y (o, — b(t,T)) (dW] — B(t,T) dt),
and the process Y; = Y;>'e=® (see Proposition 4.2.3 for the definition of a) satisfies
AV, = Y, (o1 — b(t, T)) (dWT — B(t, T) dt).

Let @ be an equivalent probability measure on (£2,Gr) such that Y (or, equivalently, }N/*) is a
Q-martingale. By virtue of Girsanov’s theorem, the process W given by the formula, for ¢ € [0, 7],

t
W, =w/ - / B(u,T) du,
0

is a Brownian motion under @ Thus, the forward price Fy2(t,T') satisfies under @
dFy2(t,T) = Fy2(t,T) (o — b(t, T)) (dW; + B(¢, T) dt). (4.31)

It appears that the valuation results are easier to interpret when they are expressed in terms
of forward prices associated with vulnerable forward contracts, rather than in terms of spot prices
of primary assets. For this reason, we shall now examine credit-risk-adjusted forward prices of
default-free and defaultable assets.

Definition 4.3.2 Let Y be a Gr-measurable claim. An F;-measurable random variable K is called
the credit-risk-adjusted forward price of Y if the pre-default value at time ¢ of the vulnerable forward
contract represented by the claim 1;7.-4(Y — K) equals 0.

Lemma 4.3.2 The credit-risk-adjusted forward price By (t,T) of an attainable survival claim (X,0,7),
which is represented by a Gr-measurable claimY = X1 pory, equals 7:(X, 0, 7)(D°(t,T))~t, where
7:(X,0,7) is the pre-default price of (X,0,7). The process ﬁy(t,T), t € [0,T], is an F-martingale
under Q.

Proof. The forward price is defined as an F;-measurable random variable K such that the claim
Lrery(XTrery — K) = Xlypeqy — KD°(T,T)

is worthless at time ¢ on the event {t < 7}. It is clear that the pre-default value at time ¢ of this
claim equals 7;(X,0,7) — KD°(¢,T). Consequently, we obtain Fy (t,T) = 7;(X,0,7)(D°(t,T))" .
O

Let us now focus on default-free assets. It is clear that the credit-risk-adjusted forward price of
the bond B(t,T) equals 1. To find the credit-risk-adjusted forward price of Y2, let us write

Fy2(t,T) := Fy2(t,T) e*T =% = Y2 leor o, (4.32)
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where « is given by (see (4.16))
t
ap = / (ou — b(u,T))ﬂ(u,T) du (4.33)
0

— /O (00 — b(u, T)) (d(u, T) — b(u, T)) du.

Lemma 4.3.3 Assume that o given by (4.33) is a deterministic function. Then the credit-risk-
adjusted forward price of Y2, denoted as Fy»(t,T), is given by (4.32) for every t € [0,T].

Proof. According to Definition 4.3.2, the price Fys (t,T) is an Fi-measurable random variable K,
which makes the forward contract represented by the claim D°(T,T)(Y,2 — K) worthless on the set

{t < 7}. Assume that the claim Y2 — K is attainable. Since D°(T,T) = 1, from equation (4.28) it
follows that the pre-default value of this claim is given by the conditional expectation

D(t, T)Eg (Y7 — K | 7).
Consequently,
Fy(t,T) = Eg (Y7 | 1) = Bg(Fy=(T,T) | ) = Fy2(t,T) >,
as was claimed. .

It is worth noting that the process Fy- (t,T) is a (local) martingale under the pricing measure

@, since it satisfies R R e
dFy2(t,T) = Fy2(t,T)(or — b(t, T)) dW4. (4.34)

Under the present assumptions, the auxiliary process Y introduced in Proposition 4.2.3 and the
credit-risk-adjusted forward price Fyz(t,T) are closely related to each other. Indeed, we have
Fy2(t,T) = Yie*T, so that the two processes are proportional.

Vulnerable Option on a Default-Free Asset
We shall now analyze a vulnerable call option with the payoff
C% = 1{T<T}(YT2 - K)+

for a constant strike K. Our goal is to find a replicating strategy for this claim, which is interpreted
as a survival claim (X, 0,7) with the promised payoff X = Cr = (Y7 — K)*, where Cr is the payoff
of an equivalent non-vulnerable option. The method presented below is quite general, however, so
that it can be applied to any survival claim with the promised payoff X = G(Y?) for some function
G : R — R satisfying mild integrability assumptions.

We assume that ;! = B(¢,T), Y2 = D°(¢,T) and the price of a default-free asset Y2 is governed
by (4.30). Then

Cf =Vrery (Y7 = K)* = Lirery (Y7 — KY7)Y,

We are going to apply Proposition 4.2.3. In the present setup, we have Yt2’1 = Fy2(t,T) and
Y: = Fy2(t,T)e”*. Since a vulnerable option is an example of a survival claim, in view of Lemma
4.3.2, its credit-risk-adjusted forward price satisfies Fpa(t,T) = C3(D°(¢, T))~".

Proposition 4.3.2 Suppose that the volatilities o,b and § are deterministic functions. Then the
credit-risk-adjusted forward price of a vulnerable call option written on a default-free asset Y2 equals

Foa(t,T) = Fy2(t, T)N(dy (Fy2(t,T),t,T)) — KN(d_(Fy=(t,T),t,T))
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where
Inz—InK + 102(t,T)

v(t,T)

d:t (Za t, T) -
and
T
V2t T) = / (0w — b(u, T))? du.
t
The replicating strategy ¢ in the spot market satisfies,for every t € [0,T] on the event {t < T},

QS}B(taT) = *QﬁY;‘?a
¢§ = 50(t’T)(B(t’T))_lN(d+(t7T))€aT_m7
AP, - .

where dy (t,T) = dy (Fy2(t,T),t,T).

Proof. In the first step, we establish the valuation formula. Assume for the moment that the option
is attainable. Then the pre-default value of the option equals, for every t € [0, T],

Cf = DO(t, T)Eg ((Fy=(T,T) — K)* | )
= D°(t,T) Eg((Fy=(T.T) — K) | 7).
In view of (4.34), the conditional expectation above can be computed explicitly, yielding the claimed

valuation formula.

To find the replicating strategy and establish attainability of the option, we consider the Ito
differential dFa(t,T) and we identify terms in (4.27). It appears that

dFca(t,T) = N(dy(t,T)) dFy2(t,T) = N(dy(t,T))e" dY; (4.35)
= N(dy(t,T)Y e dYy,

so that the process ¢? in (4.26) equals
6 = VPN (e (1. T))eor =,

Moreover, ¢! is such that ¢! B(t, T) + ¢2Y2 = 0 and ¢3 = CZ(D°(t, T)) . It is easily seen that this
proves also the attainability of the option. O

Let us examine the financial interpretation of the last result.

First, equality (4.35) shows that it is easy to replicate the option using vulnerable forward
contracts. Indeed, we have

Foa(T, T) = X G )+ / ! N(d,(t,T)) dFy=(t,T)

-~ D0, T

so that it is enough to invest the premium C¢ = C¢ in defaultable ZCBs of maturity T’ and take, at
any instant ¢ prior to default, N(d4(¢,T")) positions in vulnerable forward contracts. It is apparent
that if default occurs prior to 7', all outstanding vulnerable forward contracts become void.

Second, it is worth stressing that neither the arbitrage price, nor the replicating strategy for a
vulnerable option, depend explicitly on the default intensity. This remarkable feature is due to the
fact that the default risk of the writer of the option can be completely eliminated by trading in
defaultable zero-coupon bond with the same exposure to credit risk as a vulnerable option.

In fact, since the volatility 3 is invariant with respect to an equivalent change of a probability
measure, and so are the volatilities o and b(¢,T), the formulae of Proposition 4.3.2 are valid for any
choice of a forward measure Qr equivalent to P (and, of course, they are valid under P as well).
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The only way in which the choice of a forward measure Q7 impacts these results is through the
pre-default value of a defaultable ZCB.

We conclude that we deal here with the volatility based relative pricing a defaultable claim. This
should be contrasted with more popular intensity-based risk-neutral pricing, which is commonly
used to produce an arbitrage-free model of traded defaultable assets. Recall, however, that if traded
assets are not chosen carefully for a given class of survival claims, then both hedging strategy and
pre-default price may depend explicitly on values of drift parameters that appear in our market
model and which, in turn, can be linked to the default intensity (see Example 4.3.2).

Remark 4.3.6 Assume that the promised payoff X = G(Y?) for some function G : R — R. The
pricing formula of Proposition 4.3.2 leads to the conjecture that the credit-risk-adjusted forward
price Fy (t,T) of the survival claim Y = 17, G(Y7) satisfies the equality

Py (t,T) = w(t, Fy=(t,T)),
where the pricing function w solves the PDE
dw(t,z) + (o — b(t, T))*2°0..w(t,z) =0

with the terminal condition w(T, z) = G(z). Let us mention that the PDE approach is studied in
some detail in Section 4.4 below.

Remark 4.3.7 Proposition 4.3.2 is still valid if the driving Brownian motion is two-dimensional,
rather than one-dimensional. In an extended model, the volatilities o¢, b(t,T') and 5(¢,T) take values
in R? and the respective products are interpreted as inner products in R3. Equivalently, one may
prefer to deal with real-valued volatilities, but with correlated one-dimensional Brownian motions.

Abstract Vulnerable Swaption

In this section, we relax the assumption that Y is the price of a default-free bond. We now let Y!
and Y? to be arbitrary default-free assets, with dynamics

dYy =Y (i dt + 050 dWy), i=1,2. (4.36)
We still take the defaultable zero-coupon bond with zero recovery and the price process Y;? =

DO(t,T) to be the third traded asset.

We maintain the assumption that the model is arbitrage-free, but we no longer postulate that
it is complete. In other words, we postulate the existence an EMM Q!, as defined in subsection on
the arbitrage-free property, but not the uniqueness of Q.

We take the first asset as the numéraire, so that all prices are expressed in units of Y!. In
particular, Ytl’1 = 1 for every t € R, and the relative prices Y?! and Y3 satisfy under Q! (cf.
Proposition 4.3.1)

AV =Y 00 — 010) AW,
A2 = Y2 (03, — 01,4) dW; — dMy).

It is natural to postulate that the driving Brownian noise is two-dimensional. In such a case, we
may represent the joint dynamics of relative prices Y2! and Y>! under Q' as follows

Y2 = Y2 (094 — 014) AW},
Y =Y (030 — 01,0) AWE — dM,),

where W', W? are one-dimensional Brownian motions under Q!, such that d(W?', W?2), = p; dt for
a deterministic instantaneous correlation coefficient p taking values in [—1,1].
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We assume from now on that the volatilities o;, i = 1,2, 3 are deterministic. Let us set
_ ~ t
Q= <1n Y2,1’ In Y3’1>t = / pu((f?,u - Ul,u)(UB,u - Ul,u) du, (437)
0

and let @ be an equivalent probability measure on (€2, Gr) such that the process }Aft = Yf’le’af

is a @—martingale. To clarify the financial interpretation of the auxiliary process Y in the present
context, we introduce the concept of credit-risk-adjusted forward price relative to the numéraire Y.

Definition 4.3.3 Let Y be a Gr-measurable claim. An F;-measurable random variable K is called
the time-t credit-risk-adjusted Y -forward price of Y if the pre-default value at time ¢ of a vulnerable
forward contract, represented by the claim

Lren (Y)Y = KY}) = Ligen (Y ()™ = K),

equals 0.

The credit-risk-adjusted Y '-forward price of Y is denoted by ﬁy‘yl (t,T) and it is also interpreted
as an abstract defaultable swap rate. The following auxiliary results are easy to establish, by arguing
along the same lines as in Lemmas 4.3.2 and 4.3.3.

Lemma 4.3.4 The credit-risk-adjusted Y *-forward price of a survival claim 'Y = (X,0,7) equals
Fypyi(,T) = 7(X,0,7)(D°(t, 7)),

where X' = X(Y})~! is the price of X in the numéraire Y and 7,(X',0,7) is the pre-default value
of a survival claim with the promised payoff X*.

Proof. Tt suffices to note that for Y = 173 X we have
Lireny(Y(Y7) ™' = K) = Lipeny X' = KD*(T,T),

where X1 = X (Y})™!, and to consider the pre-default values. O

Lemma 4.3.5 The credit-risk-adjusted Y -forward price of the asset Y? equals
ﬁY2|Y1 (t, T) _ Yf’l QT — }//\;:eOtT,

where «, assumed here to be deterministic, is given by formula (4.87).

Proof. It suffices to find an F;-measurable random variable K for which
DO(t,T)Eg(Y2(Y4) ™ = K| F) =0.
From the last equality, we obtain K = ﬁy2‘yl(t, T), where
Fyapa (t,T) = By (Y2 | ) = Y[ eor =t = ¥, eo7
We have used here the facts that ¥, = Y le o is a Q-martingale and « is deterministic. g

We are in a position to examine a vulnerable option to exchange default-free assets with the
payoff
Cf = Lirery (V) T (VF = KYP)T = Tgpeny (Y7 — K)*. (4.38)

The last expression shows that the option can be interpreted as a vulnerable swaption associated
with the assets Y'! and Y2. It is useful to observe that

Cﬁfli’ _ ]l{T<7'} (Y'Zg K)+

Yi o vh \y} o
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so that, when expressed in units of the numéraire Y, the payoff becomes

ot = DOYNT, T (Y - K)T,
where C&' = Cd(v;})~! and DO1(¢,T) = D°(t,T)(Y;})~! stand for the prices relative to the
numéraire Y1,

It is clear that we deal here with a model analogous to the model examined in previous subsections
in which, however, all prices are expressed in units of the numéraire asset Y'!. This observation allows
us to directly deduce the valuation formula from Proposition 4.3.2.

Proposition 4.3.3 Let us consider the market model (4.36) with a two-dimensional Brownian mo-
tion W and deterministic volatilities o;, i = 1,2,3. The credit-risk-adjusted Y '-forward price of a
vulnerable call option, with the terminal payoff given by (4.38), equals

Foapy1 (t,T) = FyN(dy (Fy, t,T)) — KN(d—(F,.t,T)),
where we write Fy = ﬁyz"yl(t,T) and

Inz—InK + 102(t,T)
u(t, T)

d+ (Z, t, T) =

with
T
v (t,T) = / (090 — 01.4)% du.
t
The replicating strategy ¢ in the spot market satisfies, on the event {t < T},
¢%Y;51 = _¢?Y;527 ¢t2 = ﬁo(t’T)(Y;tl)_lN(dJr(taT))eaT_at’ ¢?50(t7T> = éﬁ

where d+ (t, T) = d+ (ﬁleyl (t, T), t, T) .
Proof. The proof is analogous to that of Proposition 4.3.2 and thus it is omitted. ]

It is worth noting that the payoff (4.38) was judiciously chosen. Suppose instead that the option
payoff is not defined by (4.38), but it is given by an apparently simpler expression

Cf = Lpery (Y7 — KY7)T.
Since the payoff C% can be represented as follows
Cf = GV}, Y} Y]) = YRV~ KY)*,

where a(yl,yg, y3) = y3(y2 — Ky1)T, we deal with an option to exchange the second asset for K
units of the first asset, but with the payoff expressed in units of the defaultable asset Y. When
expressed in relative prices, the payoff becomes

C%’l = 1{T<T}(YZ%,1 - K)".

where 17,4 = DT, T)Y}. It is thus rather clear that it is not longer possible to apply the same
method as in the proof of Proposition 4.3.2.

4.3.3 Defaultable Asset with Non-Zero Recovery

In this section, we still postulate that Y'' and Y2 are default-free assets with price processes
dyy =Y} (,ui,t dt + o4 th),
where W is a one-dimensional Brownian motion. We now assume, however, that
dY? = Y2 (ug dt + o3 dW; + k3 dM;)

with k3 > —1 and k3 # 0. We assume that Y > 0, so that Y,> > 0 for every t € R,. We shall
briefly describe the same steps as in the case of a defaultable asset with zero recovery.
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Arbitrage-Free Property

As usual, we need first to impose specific constraints on model coefficients, so that the model is
arbitrage-free. In general, an EMM Q! exists if there exists a pair (6, ¢) such that, for i = 2, 3,

K1
].-|—I<61.

KR; — Ry
1+I<61

Oi(o; —o1) + G& =p1 — pi +01(0; —01) + & (ki — K1)

To ensure the existence of a solution (6, () on the event {7 < ¢} under the present assumptions, we

impose the condition
H1— p2 M1 — 43
o————-=01——,
g1 — 02 01 — 03
that is,
(o3 — 02) + p2(o1 — 03) + ps(oz —01) = 0.

Since k1 = k2 = 0, on the event {7 > ¢}, we have to solve the following equations
0i(02 — 01) = p1 — p2 + o1(02 — 01),
0¢(03 — 01) + Gyks = pn — pz + o1(03 — o1).
If, in addition, (o3 — 01)k3 # 0, we obtain the unique solution

M1 — H2 H1 — p3
- =01 —
01 — 09 01— 03
¢=0> -1,

9201—

so that the martingale measure Q! exists and is unique.

Observe that, since ¢ = 0, the default intensity under Q' coincides here with the default intensity
under the real-life probability Q. It is interesting to note that, in a more general situation when all
three assets are defaultable with non-zero recovery, the default intensity under Q! coincides with
the default intensity under the real-life probability Q if and only if the process Y! is continuous.
For more details, the interested reader is referred to Bielecki at al. [14] where the general case is
studied.

4.3.4 Two Defaultable Assets with Zero Recovery

We shall now assume that we have only two assets and both are defaultable assets with zero recovery.
This case was recently examined by Carr [44], who studied an imperfect hedging of digital options.
Note that here we present results for replication, that is, perfect hedging.

We shall briefly outline the analysis of hedging of a survival claim. Under the present assumptions,
we have, for i =1, 2,
dY; =Y} (piy dt + o5 dWy — dMy), (4.39)

where W is a one-dimensional Brownian motion, so that
Vi =1uan V), Y2 =TgonYE
with the pre-default prices governed by the SDEs
AV} =Y ((pie + 7o) dt + 070 dW3). (4.40)

The wealth process V associated with the self-financing trading strategy (¢!, $?) satisfies, for every
t e 0,17,

t
Vi=v) (Vol +/ & deﬁl) 7
0
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where V2! = Y2/Y;!. Since both primary traded assets are subject to zero recovery, it is clear that
the present model is incomplete, in the sense, that not all defaultable claims can be replicated.

We shall check in what follows that, under the assumption that the driving Brownian motion W
is one-dimensional, all survival claims satisfying mild technical conditions are hedgeable, however.
In the more realistic case of a two-dimensional noise, we will still be able to hedge a large class of
survival claims, including options on a defaultable asset and options to exchange defaultable assets.

Hedging a Survival Claim

For the sake of expositional simplicity, we assume in this subsection that the driving Brownian
motion W is one-dimensional. Arguably, this is not the right choice, since we deal here with two
risky assets, so that they will be perfectly correlated. However, this assumption is convenient for
the expositional purposes, since it ensures the model completeness with respect to survival claims.
We will later relax this temporary assumption so it is fair to say that this assumption is not crucial.

We shall now argue that in a market model with two defaultable assets that are subject to
zero recovery, the replication of a survival claim (X,0,7) is in fact equivalent to replication of an
associated promised payoff X using the pre-default price processes.

Lemma 4.3.6 If a trading strategy ¢', i = 1,2, based on pre-default values }N/i, i=1,2, is a repli-
cating strategy for an Fr-measurable claim X, that is, if ¢ is such that the process

Vi(9) = 61Y + 67117
satisfies, for everyt € [0,T],
dVi(¢) = ¢1 dY}! + ¢ A7,
Vr(9) = X,
then for the process Vi(¢) = 1Y, + ¢2Y;? we have, for every t € [0,T],

dVy(¢) = ¢ dY,' + &7 dY2,
VT(()b) = ]1{T<T}X-

This means that the strategy ¢ replicates the survival claim (X,0, 7).

Proof. It is clear that Vi(¢) = 1< Vi(¢) = ]l{t<7}‘~/t(¢). From the equality
O Y + 07 AV = —(0 V! + 6fV7) dHy + (1= Hi) (67 AV + 67 dY?)

it follows that B B
o1 dY}' + ¢ dYP = —Vi(¢) dHy + (1 — Hy_)dVi(¢),

that is, B
o dY;' + 67 dY? = d(1 <y Vi(8)) = dVi().

It is also easily seen that the equality Vr(¢) = X1 {7,y holds. O

Combining the last result with Lemma 4.2.1, we see that a strategy (¢', ¢?) replicates a survival
claim (X,0,7) whenever we have

T
VZ. (m—I—/ 2 deJ) - X
0
for some constant = and some F-predictable process ¢2, where, in view of (4.40),

d?tll — ?;2,1 ((,uz,t — M1+ ULt(Ul,t — 0’2)75)) dt + (0’2,,5 — 0’17,5) th) .
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We introduce a probability measure Q, equivalent to P on (2,Gr), and such that Y21 is an F-

martingale under Q. It is easily seen that the Radon-Nikodym density 7 satisfies, for ¢ € [0, T7,

dQ|g, = mdP|g, =& (/ Gdes> dP|g,
0

with
 pog — pig +o1(or — 02)

)

0
O1t — 02

provided, of course, that the process 0 is well defined and satisfies suitable integrability conditions.
We shall show that a survival claim is attainable if the random variable X (Y})™! is Q-integrable.

Indeed, the pre-default value ‘7t at time ¢ of a survival claim equals
Ve = Y Eg(X (V7)™ | )

and, from the predictable representation theorem, we deduce that there exists a process ¢? such
that

t
Bg(X(7) ™! | ) = Bg(X(T) ™) + [ atave
The component ¢! of the self-financing trading strategy ¢ = (¢!, ¢?) is then chosen in such a way
that, for every ¢ € [0, T,
oY + 1Y =V
To conclude, by focusing on pre-default values, we have shown that the replication of survival claims

can be reduced here to classic results on replication of (non-defaultable) contingent claims in a
default-free market model.

Option on a Defaultable Asset

In order to get a complete model with respect to survival claims, we postulated in the preceding
subsection that the driving Brownian motion in dynamics (4.39) is one-dimensional. This assumption
is questionable, since it clearly implies the perfect correlation between risky assets. However, we may
relax this restriction and work instead with the two correlated one-dimensional Brownian motions.
The model will no longer be complete, but options on a defaultable asset will still be attainable.

The payoff of a (non-vulnerable) call option written on the defaultable asset Y2 equals
Cr= (Y~ K) =Ly (V7 — K)7,

so that it is natural to interpret this contract as a survival claim with the promised payoff X =
(Y2 - K)*.

To deal with this option in an efficient way, we consider a model in which
d)/tl = }/ti_ (,U:i,t dt + Oit thZ - th),

where W' and W?2 are two one-dimensional correlated Brownian motions with the _instantaneous
correlation coefficient p;. More specifically, we assume that Y;! = D°(¢,T) = ]l{t<T}DO(t,T) repre-

sents a defaultable ZCB with zero recovery, and Y;? = ]1{t<7}}~/,52 is a generic defaultable asset with
zero recovery. Within the present setup, the payoff can also be represented as follows

Cr = (Y7 — KY7)* = g(Y7,Y7),

where g(y1,y2) = (y2 — Ky1)T, and thus it can also be seen as an option to exchange the second
asset for K units of the first asset.
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The requirement that the process ¥;>' = Y2(Y,})~! is an F-martingale under Q implies that
vt =y ((U%Pt —014) AW} + 02,0\ 1 = p? de)?

where W = (W', W?) follows a two-dimensional Brownian motion under Q. Since Vi =1, a
replication of the option reduces to finding a constant z and an F-predictable process ¢? satisfying

T
@ +/ o7 AV = (Y7 — K)T.
0

To obtain closed-form expressions for the option price and replicating strategy, we postulate that
the volatilities o1, 09 and the correlation coefficient p are deterministic. Let

Fy=(t,T) = Y2(D°(t,T)) "
and N -

Fo(t,T) = Cy(D°(t,T))~*
stand for the credit-risk-adjusted forward price of the second asset and of the option, respectively.

The proof of the following valuation result is fairly standard and thus it is omitted.

Proposition 4.3.4 Assume that 01,02 and p are deterministic. Let Y be a defaultable zero-coupon
bond with zero recovery. Then the credit-risk-adjusted forward price of the option written on a
defaultable asset Y? equals

Fe(t,T) = Fy2(t, T)N (d1 (Fy2(t,T),t,T)) — KN (d_(Fy2(t,T),t,T)).
Equivalently, the pre-default price of the option equals
5t = i;tQN(d-f-(ﬁYQ (ta T)7 i, T)) - Kﬁo(ta T)N(d— (}?Y2 (ta T)7 t, T))7

where
Inz—InK + 102(t,T)

v(t,T)

d:l:(zvtaT) =

and -
112(75, T) = / (aiu + ag’u — 2pu01,u02,u) du.
t

Moreover the replicating strategy ¢ in the spot market satisfies, for every t € [0,T] on the event

{t <7},
¢y = —KN(d_(Fy2(t,T),t,T)), ¢? = N(dy(Fy2(t,T),1,T)).

4.4 PDE Approach

In the remaining part of this chapter, in which we follow Bielecki et al. [14] (see also Rutkowski and
Yousiph [135]), we shall take a different perspective. We assume that trading occurs on the time
interval [0,7] and our goal is to replicate a contingent claim, which settles at time T, and has the
form

Y = G(Y%7 YZ%’ Yﬁ, Hr) = ]l{Tz-r}gl(Yil7 YZZ’ Yia) + 11{T<7'}90(Y7’117 Y’lgv Yj"s)

We do not need to assume here that the coefficients in the dynamics of primary assets are F-
predictable. Since our goal is to develop the PDE approach, it will be essential to postulate a
Markovian character of a model. For the sake of simplicity, we use the notation with constant
coefficients, so that we write, for i = 1,2, 3,

dYtZ = Yti_ (,LL,‘ dt + o; AWy + k; th)-

The assumption of constant coefficients is rarely, if ever, satisfied in practically relevant models of
credit risk. It is thus important to stress that it is postulated here mainly for the sake of notational
convenience and the results established in this section cover also the non-homogeneous Markov case
in which p;p = pi(t, Y, Y2, Y2  Hy ), 040 = 03 (8, YL Y2 Y2 Hy ), ete.
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4.4.1 Defaultable Asset with Zero Recovery

We first assume that Y and Y2 are default-free, so that x1 = o = 0, and the third asset is subject
to total default, that is, k3 = —1 and thus

dY? =Y7 (usdt + o3 dW, — dMy).

We work throughout under the assumptions of Proposition 4.3.1. This means that any Q!-integrable
contingent claim Y = G(Y}, Y2 Y3; Hy) is attainable and its arbitrage price equals, for every
t e 0,17,

m(Y) = Y} Equ (Y (V)| Gy): (4.41)

The following auxiliary result is thus rather obvious.

Lemma 4.4.1 The process (Y1, Y2 Y3 H) has the Markov property with respect to the filtration G
under the martingale measure Q. Consequently, for any attainable claim Y = G(Y}, Y2, Y2 Hry)
there exists a pricing function v : [0,T] x R3 x {0,1} — R such that m,(Y) = v(t, Y}, Y2, Y3 Hy).

We introduce the pre-default pricing function v(-;0) = v(t,y1,y2,y3;0) and the post-default
pricing function v(-;1) = v(¢, y1, y2, ys; 1).

In fact, since we manifestly have that Y,> = 0 if H, = 1, it suffices to study the post-default
function v(t, y1,y2;1) = v(t,y1,¥2,0;1). We denote

H1 — M2
01— 02

o = i — 0y b= (us — pa)(o1 — 02) — (p1 — p3) (o1 — 03).
Let v > 0 be the default intensity under P and let { > —1 be given by (4.24).

Proposition 4.4.1 Assume that the functions v(-;0) and v(-;1) belong to the class C*2([0,T] x
R2,R). Then v(t,y1,y2,ys;0) satisfies the PDE

2 3
1
O (-;0) + E a;y:0;v(-;0) + (az + (yz93v(-;0) + B E 00,9y 0;;v(-;0)
i—1

ij=1

—ayv(-;0) + (7 - ) [o(t, y1,92;1) — v(t, Y1, y2,43;0)] =0

01— 02

with the terminal condition v(T,y1,y2,y3;0) = G(y1,y2,y3;0). Furthermore, the function v(t,y1,ys2;1)
satisfies the PDE

2 2
O(-51) + ; a;y;0v(- ;1) + % ”ZZI 0:0;Y:y;0:;v(-; 1) —aqv(-;1) =0
with the terminal condition v(T, y1,y2;1) = G(y1,y2,0;1).
Proof. For simplicity, we write C; = m¢(Y"). Let us define
Av(t,y1,92,93) = v(t, y1,y2; 1) — v(t, Y1, 2,93 0).
Then the jump AC; = C; — C;_ can also be represented as follows
Lrmy (Y Y2 1) = o6, YL Y2 YE50)) = Limy Ao(t, Y Y2 V).

We write 0; to denote the partial derivative with respect to the variable y; and we typically omit
the variables (¢,Y,",Y2,Y;?  H;_) in expressions 0;v, d;v, Av, etc. We shall also make use of the
fact that for any Borel measurable function g we have

t t
/ g(u,YUQ,Y,f’?)du = / g(u,Yf,Yi’) du
0 0
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since Y,? and Y;?_ differ only for at most one value of u (for each w). Let & = 1{;,17. An application
of It6’s formula yields

3 3
1 S
dCy = O dt + Z@ﬂ) dYy + 5 Z 030 Y, Y Oy dt
i=1 3,j=1
+ (A0 + Y7 o50) a,
3 1 8 o
= at’U dt + Z@w d}/tz + 5 Z UinY;z,nlaijU dt

i=1 ij=1

+ (AU + th:i(??,’l)) (th + Et dt),

and this in turn implies that

dCy = dydt + ZY’ o(pi dt + oy dW;) + Z 00 Y Y] Oijvdt
=1 1,j=1
+ AvdM, + (A + Y Ogo )¢ dt

3 3
— {(%v + Z‘uiyti_a,;fu + % Z JinYti_Ytj_aij”} dt
i=1 i,j=1
3
(AU + Ytg_&w) & dt + (Z crin_ﬁiv) dW, + Av dM;.

i=1
The It6 integration by parts formula and (4.17) yield for C; = Cy(Y,}) ™!

d@:ag_(( ul—l—al)dt—olth) (Y1)~ (8tv+z3:ulY 61})

1=1

3
1 ) )
_1{2 Z UijtZ,Y?,@jU + (Av + Yf’agv)ft} dt
i,j=1
3
> eV owdWy + (V)T AvdM,

i=1

3
- (Y;{)_lal Zath’L@v dt.

i=1

Using (4.22)—(4.23), we obtain

d@ = @_(( p1+od — 010) dt — o th> ZMY O;vdt
1=1
1< .
(Yl - { 5 Z O’jY?,YYtJ,BZ'j’U‘i‘ (A’U"‘the’aj’l))ft}dt
ZJZY dyw dW, + Zam 00;v dt

i=1 i=1

3
) loy Z aiifti_aiv dt.

i=1

+ (Y1) AvdM, + (VL) G Avdt — (Y,
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This means that the process C admits the following decomposition under Q!

dCy = Co(— pu + 0} — 010 dt + (Y1)~ ZMY Ay dt
i=1

3
1 . .
+ (}Ql)_l{atv + 3 Z 0,0 Y. Y 0;5v + (Av + Yf@gv)ft} dt
ij=1
3 .
Y oY 00wt + (VL) TG Av dt
i=1
3 .
— (YY) oy Z oY} ;v dt + a Q'-martingale.

=1

From (4.41), it follows that the process Cisa martingale under Q. Therefore, the continuous finite
variation part in the above decomposition necessarily vanishes, and thus we get

0=Cr-(V,\1) ' (= + 07 —010) + Z,quav

rdy o S i VY004 (B0 + Yo0m) & !

i,j=1
3 .
Y oY 00w + (VL) TG A — (VL) o Zaly Oiv.
i=1
Consequently, we have that

0=0Ci_ (—ul—i—af—alﬁ)

+ 0w + ZM,YWU—F Z 0;0;Y} Y 8”114— (AU+Y 631))5

=1 1]1

3 3
+ Z aiY;ieaiv + (& Av — oy Z Uthiaiv.

i=1 i=1
Finally, we conclude that
2 3
O + Z Oéz'Ytiaw + (s + &) 1@35'311 + % Z Cfi(TththjaijU
i=1 i,j=1

— Oélctf + (1 + C)gtA’U = 0

Recall that & = 1.y It is thus clear that the pricing functions v(-,0) and v(-;1) satisfy the
PDEs given in the statement of the proposition. O

It should be stressed that in what follows we only examine the form of a replicating strategy
prior to default time.

Proposition 4.4.2 The replicating strategy ¢ for the claim Y is given by formulae

¢§Yt37 = —A’U(t,Ytl,Y?,YfL) = U(t7Ytl,Yt2,Yt:i;0) - v(tvy;f17Yt25 1)7
3
¢%Y22(02 — 01) = —(0’1 - O’g)A’U — 01V + ZY;&O}@{U,
i=1
YL = v — 9FYE - Y7,
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Proof. Let us sketch the proof. As a by-product of our computations, we obtain

3
dCy = —(Y,)lorwdW, + ()Y iV 00 dW, + (Y,') 7' AvdD,.

=1

The self-financing strategy that replicates Y is determined by two components ¢2, ¢> and the fol-
lowing relationship

dCy = ¢7 AV + ¢} AV
= QS?Y?’I(UQ — 01) th + (ZS?Y?:l ((03 - 0'1) th - d_]/\jt)

By identification, we thus obtain ¢3V;>" = (V;!)~1Av and

3
(ZS?Y;Q(O'Q — 0'1) — (03 — Ul)A’U = 70'1015 + ZY?_O’laZ’l)

i=1
This yields the required formulae. O

Corollary 4.4.1 In the case of a defaultable claim with zero recovery, the hedging strategy satisfies
the balance condition ¢}Y,' + ¢2Y,2 =0 for every t € [0,T].

Proof. A zero recovery corresponds to the equality G(y1,y2,ys3, 1) = 0. We now have v(t,y1,y2;1) =
0 and thus necessarily
?Yt:i = U(t7 Ytlﬂ Yt27 Yt:i’ 0)

for every t € [0, 7). Hence the equality ¢1Y;' + ¢?Y;? = 0 holds for every t € [0, T]. The last equality
is the balance condition for Z = 0; it ensures that the wealth of a replicating portfolio jumps to zero
at default time. |

Hedging with the Savings Account
Let us now study the particular case where Y is the savings account, i.e.,
Ay} =rY dt, Yy =1.
Of course, this corresponds to p; = r and o; = 0. Let 7 = r + 7, where 7, which equals

N o3
7=7(1+€)=7+u3—r+0—2(r—u2),

represents the default intensity under the martingale measure Q'. The quantity 7 defined above
has a rather natural interpretation as the risk-neutral credit-risk adjusted short-term interest rate.
Straightforward calculations yield the following corollary to Proposition 4.4.1.

Corollary 4.4.2 Assume that o2 # 0 and
dY,} = rY}!dt,
dY;Q = Y;Q (/_Lg dt + o9 th),
dY? =Y (psdt + o3 dWy — dMy).

Then the function v(-;0) satisfies

Opv(t, Y2, y3; 0) + 1y2020(t, Y2, y3; 0) + Ty303v(t, Y2, y3; 0) — 70 (t, Y2, y3; 0)
3
1 .
+3 > oioyiy;0i0(t y2,y3;0) + Fu(t, a3 1) = 0
i,j=2
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with v(T,ya,y3;0) = G(y2,y3;0) and the function v(-;1) satisfies
Opv(t, yo; 1) + ry202v(t, yo; 1) + %nggaggv(t, ya2; 1) —ro(t,y2;1) =0
with v(T,y2; 1) = G(y2,0;1).

In the special case of a survival claim, the function v(-;1) vanishes identically since the value of
the claim after default is obviously zero, and thus the following result can be established.

Corollary 4.4.3 The pre-default pricing function v(-;0) of a survival claim'Y = ]l{T<T}G(Y7%, Y3)
is a solution of the following PDE

Oy (t, Y2, y3; 0) 4+ 1y2020(t, Y2, y3; 0) + Fysd3v(t, y2, y3; 0)

3
1 ~
+ 3 E 0:0;Yiy;30i0(t, y2,y3;0) — Tv(t, y2,y3;0) = 0
ij=2

with the terminal condition v(T, y2,ys3;0) = G(ya,ys3).
The replicating strategy ¢ satisfies, on the event {t < T},

3
1 .
¢§ = TYE Zz:; UiY;tzfai'U(tv Yt2’ Yt:i’ 0) + o3v(t, Yt27 Yf’f’ 0)7
¢ = (V1) h(t, Y2, Y25 0),
or = " (Co— IV + 67YY),
where C is the price of Y, that is, Cy = e " T~ Equ (Y |G,).

Example 4.4.1 Consider a survival claim Y = 1{T<T}g(Y7%), that is, a vulnerable claim with a
default-free underlying asset. Its pre-default pricing function v(-;0) does not depend on y3 and
satisfies the following PDE

Dyv(t, y2; 0) + ry2020(t, y2; 0) + 305Y50220(t, Y25 0) — Fo(t, y2;0) = 0

with the terminal condition v(7, y2;0) = ¢g(y2). One can check that the solution to this PDE can be
represented as follows

v(t,y) = e~ (T—r)(T'=1) v;”? (t,y) = e~ (T—1) v;,ag (t,y),

where the function vg?? is the price of the default-free claim g(Y#) when the dynamics of price
processes (Y1, Y?) are given by the Black-Scholes model with the interest rate r and the volatility
parameter os.

4.4.2 Defaultable Asset with Non-Zero Recovery
We now assume that the price of a defaultable asset is governed by the SDE
dYP = Y2 (uz dt + o3 AWy + k3 dMy)
with k3 > —1 and k3 # 0. We assume that Y > 0, so that the inequality Y,> > 0 is valid for every

t € Ry. We shall briefly describe the same steps as in the case of a defaultable asset with zero
recovery.
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Arbitrage-Free Property

Assume that the prices Y, Y2, Y3 of traded assets are governed by the following equations
dY; = rY,!dt,
dY? = Y7 (p2 dt + o5 dW),
dY? =Y7 (usdt + o3 AWy + k3 dM,),

where we postulate that oo # 0 and o3 # 0.
The existence of an EMM for this model was examined in Section 4.3.3. Recall that in order to
ensure the existence of an EMM, on the event {t > 7}, we need to impose the following condition
r— 2 T — 3

- b

(o) g3

that is,
7’(03 — 0'2) — U203 + H302 = 0.
Furthermore, on the event {t < 7}, we obtain the following equations
0t02 =T — U2,
Oro3 + Geyks =1 — pg + 01

If, in addition, (o2 — 01)k3 # 0, we obtain the unique solution

g9 g3
C=0>—1,

GZT_MQ_T_NS

b

so that the martingale measure Q' for Y2! and Y! exists and is unique.

Pricing PDE and Replicating Strategy

We are in a position to derive the pricing PDEs. For the sake of simplicity, we assume that Y! is
the savings account, so that the foregoing result is a counterpart of Corollary 4.4.2. For the proof
of Proposition 4.4.3, the interested reader is referred to Bielecki et al. [14].

Proposition 4.4.3 Let 09 # 0 and let the price processes Y1, Y2 Y3 satisfy

ay,! =ry!dt,

dY? = }/;2 (,UQ dt + g9 th),

dY}? =Y} (usdt + o5 AWy + k3 dMy).
Assume, in addition, that oo(r — us3) = o3(r — ug) and k3 # 0, k3 > —1. Then the price of a
contingent claim Y = G(Y2, Y3 Hr) can be represented as m(Y) = v(t, Y2, Y2, Hy), where the
pricing functions v(-;0) and v(-;1) satisfy the following PDEs

0y (t, y2,y3;0) 4+ 7y2020(t, Y2, y3; 0) 4+ y3 (r — K3y) O3v(t, y2,93;0)
3

1
—ru(t,y2,y3;0) + B .22 0i05YiY;0iv(t, y2,y3; 0)
1,)=

+ v (v(t, y2,y3(1 + K3); 1) — v(t, y2,3;0)) =0

and

Opu(t, Y2, Y35 1) + 1y2020(t, Y2, Y35 1) + 1y303v(t, Y2, y3; 1) — 70(t, Yo, 935 1)
3
1
+3 Z 0;0;Yiy;0iv(t, y2,y3;1) =0
i,j=2
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subject to the terminal conditions
o(T,y2,93;0) = G(y2,93;0),  v(T,y2,y35:1) = G(y2,y351).

The replicating strategy ¢ satisfies, on the event {t < 7},

3
1
9 = Syr 2 owdw(t Y2 Y H,)
to=2
g,
— O_QT;}/Q(U(L Y;27}/;?L(1 + Kg); 1) — ’U(t7)/t27 }/t377 0)>7
t
1
¢? = h}3Y3 (U(t7}/t2,}/;37(1 + :‘ig); ]_) _ v(t’n27ni;0)),
t—

¢ = e (Co— Y] + 9)YY),

where C'is the price of Y, that is, C; = e "(T—1) Eqg: (Y | Gy).

Hedging of a Survival Claim

We shall now illustrate Proposition 4.4.3 by means of examples. As a first example, we will examine
hedging of a survival claim Y of the form

Y = G(Ylga Y’léa HT) = ]l{T<T}g(YT3)

Then the post-default pricing function v(-; 1) vanishes identically and the pre-default pricing function
v(-;0) solves the PDE

Ovu(t, y2,y3;0) + 1y2020(t, Y2, Y35 0) + y3 (r — K3y) O3v(t, Y2, y3;0)
3

1
* 2 Z 0,09y 0i50(t, Y2, y3;0) — (r +7)v(t, y2,93;0) = 0
ij=2

with the terminal condition v(7T,y2,v3;0) = g(y3). Let us denote o« = r — K37y and 8 = (1 + k3). It
is not difficult to check that the function

U(tu Y2,Y3; 0) = e,B(T—t)v;X,O's (t7 yd)

is a solution of the above equation, where the function w(t,ys) = vg+72(t, ys) is the solution of the
following version of the Black-Scholes PDE

Oyw + ay30y, w + 203Y30,,y,w — aw =0

with the terminal condition v®73(T,ys) = g(y3), that is, the price of the default-free claim g(Y3)
when the dynamics of (Y!,Y?) are given by the Black-Scholes model with the interest rate r = «
and the volatility os.

Let C; be the current value of the contingent claim Y, so that
Cy = ]1{t<'r}€5(T_t)Ug’(73 (t, V).
The hedging strategy for this survival claim satisfies, on the event {t < 7},

1 57—t ao C
Yy = e PITIRT (1Y ) = =
GV = 7 (Yoo T 00,y (1Y) — 0}V

Co — B3V + G,

o1Y;
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Hedging of a Recovery Payoff

As another illustration of Proposition 4.4.3, we shall now consider the claim G(Y3, Y32, Hr) =
Li7>-19(Y7), that is, we assume that recovery is paid at maturity and equals g(Y?). We argue that
the post-default pricing function v(-;1) is independent of y3. Indeed, the post-default pricing PDE

aﬂ)(t, Y2,Y3; 1) + TyaQIU(tu Y2,Y3; 1) + %O—SyQaQZU(t7 Y2,Y3; 1) - ’f”l}(t, Y2,Y3; 1) =0

with the terminal condition v(7’, y2,y3;1) = g(y), admits a unique solution vy (t,yz2), which is the

price of g(Y?) in the Black-Scholes model with the interest rate r and the volatility o2. Prior to
default, the price of the claim can be found by solving the following PDE

Opv(t, y2,y3;0) + ry2020(t, Y2, y3; 0) + y3(r — K3y)O30(t, y2, ys; 0)

3
1
*3 > 0i0iy; 0i50(t Y, ys; 0) — (r+7)v(t, y2, ys; 0) = =072 (¢, y2)
i,j=2

with the terminal condition v(T, y2,ys3;0) = 0. It is not difficult to check that
’U(t7 Y2,Y3; 0) = (1 - e_’Y(T_t)>’U;702 (t7 y2)

It could be instructive to compare this result with Example 4.4.1.

4.4.3 Two Defaultable Assets with Zero Recovery

We shall now assume that only two primary assets are traded, and they are defaultable assets with
zero recovery. We postulate that, for i = 1,2,

A} =Y, (pidt + o; dW, — dM,).

This means that Y = ]l{t<T})~/ti, t = 1,2, with the pre-default prices governed by the SDEs, for
i1=1,2, B B
dY} =Y ((ui +) dt + o; dWy).

In the case where the promised payoff X of a survival claim ¥ = X1 7.,y is path-independent, so
that — o~

Y = Xlirery = GOYV7, YR) lrary = G(Y7, Y7 ) Lin<ry
for some function G, it is possible to use the PDE approach in order to value and replicate a survival
claim prior to default. Under the present assumptions, we need not to examine the balance condition,
since, if default event occurs prior to the maturity date of the claim, the wealth of the portfolio will
fall to zero, as it should in view of the equality Z = 0.

From the martingale approach presented in Section 4.3.4, we already know that hedging of a
survival claim ¥ = X7,y is formally equivalent in the present framework to replication of the
promised payoff X = G(Y},Y?) using the pre-default values Y! and Y2 of traded assets.

We shall find the pre-default pricing function v(t, y1,y2;0), which is required to satisfy the ter-
minal condition

U(Tv Y1, Y2; O) = G(ylv y2)7
as well as the replicating strategy (¢!, ¢?) for a survival claim. The replicating strategy ¢ is such
that for the pre-default value C of the considered claim Y we have

ét = v(t, i;t1> ﬁQ; 0) = gbtlﬁl + ¢t2}~/;52’
and _ B _
dCy = ¢! dY}! + ¢2 dV 2. (4.42)
The following result furnishes the pre-default pricing PDE and an explicit formulae for the replication
strategy for a survival claim.
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Proposition 4.4.4 Assume that o1 # o2. Then the pre-default pricing function v = v(t, y1,y2;0)
satisfies the PDE

v + 1 (ul + - 01M>01v+yz(uz +7—02M)82v
09 — 01 02 — 01

1 2 — [
+3 (y%U%GHU + y5050200 + 21/11/2010251211) = (Ml +v—o01 %)U
2 — 01

with the terminal condition v(T,y1,y2) = G(y1,y2). The replicating strategy satisfies
Y 7Y =0t YY)
and ~ o _ o o
Y;Slo—lalv(ta Y;fl’ Ytz) + }/;20'2821)(15, Ytlv Yt2) - le(ta Y;sla Ytz)

¢2}72 —
t-t 9 — 01

Proof. Let us sketch the derivation of the pricing PDE and the replicating strategy. By applying
the Ito formula to v(t, Y}, Y;?) and comparing the diffusion terms in (4.42) and in the It6 differential

do(t, Y}, Y2), we find that
Y101010 + y202020 = ¢l y101 + * Y202, (4.43)
where ¢' = ¢'(t,y1,y2), i = 1,2 is a replicating strategy. Since we have
¢y = v(t, y1,y2) — v, (4.44)
we deduce from (4.43) that
Y101010 + Y202000 = v0 + $*ya(00 — 01),

and thus the function ¢? equals

4101010 + Y202020 — voy

*Ys (4.45)

09 — 01
Furthermore, by identification of drift terms in (4.43), we obtain

v+ y1 (1 + )01 + y2(p2 + v)02v

1
+ 3 (1/%0%8110 + y3050200 + 2y1y20102812v)

= ¢yi (1 + ) + O2yalpe + 7).

Upon elimination of ¢ and ¢?, we arrive at the stated PDE. Formulae (4.44) and (4.45) yield the
claimed equalities for the replicating strategy. O

Recall that the historically observed drift terms in dynamics of traded assets are fi; = u; + 7,
rather than p;. The pre-default pricing PDE derived in Proposition 4.4.4 can thus be represented
as follows

. o — i1 ~ fio — i1
5tv+y1(u1—01'u Z)31U+y2(u2—02M M)azv
1

02 — 02 — 01

1 N ~ o~
t3 (yfafanv + y3050000 + 2y1y20102812v> _— (Nl _ 01/;251> .
201

It is worth noting that the pre-default pricing function v does not depend on default intensity. In
order to further simplify the pre-default pricing PDE for a survival claim, we will make an additional
assumption about the corresponding payoff function G.
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Specifically, we suppose, in addition, that the payoff function G of our claim is such that
G(y1,y2) = v19(y2/y1) for a certain function g : Ry — R or, equivalently, that the equality
G(y1,y2) = y2h(y1/y=2) holds for some function h : Ry — R. In that case, it is enough to focus on
the relative pre-default prices defined as follows

Co=C(YH™, Y =Y

The corresponding pre-default pricing function v(¢, z), which is defined as the function such that
the equality C; = v(t, Yf’l) holds for every ¢ € [0, 7], satisfies the following PDE

1 ~
aﬂ) + 5(0’2 — 0'1)222622’0 =0

with the terminal condition v(T, z) = g(z).

We thus conclude that the pre-default price C, = ?’tlﬁ(t, 17;2’1) does not depend directly on the
drift coefficients fi; and jip. Therefore, in principle, one should be able to derive an expression for
the price of the claim in terms of market observables, that is, the prices of the underlying assets,
their volatilities and the correlation coefficient. Put another way, neither the default intensity nor
the drift coefficients of the underlying assets appear as independent parameters in the pre-default
pricing function.

Let us conclude this chapter by mentioning that we have presented here only some special cases
of market models and pricing PDEs considered in papers by Bielecki et al. [14] and Rutkowski and
Yousiph [135].
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Chapter 5

Modeling Dependent Defaults

Modeling of dependent defaults is the most important and challenging research area with regard to
credit risk and credit derivatives. We describe the case of conditionally independent default time,
the industry standard copula-based approach, as well as the Jarrow and Yu [95] approach to the
modeling of default times with dependent stochastic intensities. We conclude by summarizing one
of the approaches that were recently developed for the purpose of modeling joint credit ratings
migrations for several firms. It should be acknowledged that several other methods of modeling
dependent defaults, proposed in the literature, are not examined in this text.

Valuation of basket credit derivatives covers, in particular:

e the first-to-default swaps (e.g., Duffie [62], Kijima and Muromachi [105]) — they provide a
protection against the first default in a basket of defaultable claims,

e the kth-to-default claims (e.g., Bielecki and Rutkowski [22]) — a protection against the first &
defaults in a basket of defaultable claims.

Modeling issues arising in the context of dependent defaults include:

e conditionally independent default times (Kijima and Muromachi [105]),
e simulation of correlated defaults (Duffie and Singleton [67]),

e modeling of infectious defaults (Davis and Lo [56]),

e asymmetric default intensities (Jarrow and Yu [95]),

e copulae (Laurent and Gregory [114], Schénbucher and Schubert [137]),
e dependent credit ratings (Lando [108], Bielecki and Rutkowski [21]),

e dependent credit migrations (Kijima et al. [104]),

e modeling defaults via the Marshall-Olkin copula (Elouerkhaoui [71]),

e modeling of losses for a large portfolio (Frey and McNeil [78]).

5.1 Basket Credit Derivatives

Basket credit derivatives are credit derivatives deriving their cash flows (and thus their values) from
credit risks of several reference entities (or prespecified credit events).

Standing assumptions. We assume that:

169
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e we are given a collection of default times 7,79, ..., 7, defined on a common probability space
(2,6,Q),

e Q(r; =0) =0 and Q(r; > t) > 0 for every ¢ and ¢,

e Q(r; = 7;) = 0 for arbitrary ¢ # j (in a continuous time setup).

For a given collection 71, 7o, ..., 7, of default times, we define the ordered sequence (1) < 7(2) <

- < T(n), Where 7(;) stands for the random time of the kth default. Formally, we set
T(1) = min {7y, 7,...,Tn}
and, recursively, for k = 2,3,...,n
T(k) = min {Ti =12,....n, 7 > T(k—l)}-

In particular, 7(,) represents the moment of the last default, that is,

T(n) = MAX{T1,T2, ..., Tn}

5.1.1 The kth-to-Default Contingent Claims

We set H} = 1>+, and we denote by H’ the filtration generated by the process H?, that is, by the
observations of the default time 7;. In addition, we are given a reference filtration F on the space
(©,G,Q). The filtration F is related to some other market risks, for instance, to the interest rate
risk. Finally, we introduce the enlarged filtration G by setting

G=FVH'VH?V...VH".
Note that the o-field G; models the total information available to market participants at time ¢.

A general kth-to-default contingent claim, which matures at time 7', is formally specified by the

following covenants:
o if 74y = 7; < T for some i = 1,2,...,n then the claim pays at time 7(;) the amount Zi(k),
where Z? is an F-predictable recovery process,

e if 7(4) > T then the claim pays at time T an Fr-measurable promised amount X.

5.1.2 Case of Two Credit Names

For the sake of notational simplicity, we shall frequently consider the case of two reference credit
names. In that case, the cash flows of considered contracts can be described as follows.
Cash flows of a first-to-default claim (FTDC):
o if 7y = min {7, »} = 7; < T for i = 1,2, the claim pays at time 7; the amount Zf.i,
e if min{r, 72} > T, it pays at time T the amount X.
Cash flows of a last-to-default claim (LTDC):
o if 7o) = max {7, 2} = 7; < T for i = 1,2, the claim pays at time 7; the amount Zﬁi,

e if max {r, 72} > T, it pays at time T the amount X.

We recall that the savings account B equals

Bt:exp(/otrudu),

and the probability measure Q is interpreted as a martingale measure for our model of the financial
market, which is assumed to include defaultable securities. Consequently, the price B(t,T) of a
zero-coupon default-free bond maturing at T equals, for every ¢ € [0, T,

B(t,T) = BiEq(B;" |Gy).
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Pricing of FTDC and LTDC

In general, the ex-dividend price at time ¢ of a defaultable claim (X, Z, 7) is given by the risk-neutral
valuation formula
G)

where D is the dividend process, which describes all cash flows associated with a given defaultable
claim. Consequently, the ex-dividend price at any date t € [0,T] of an FTDC is given by the
expression

S, = BtE@</]tT] B;'dD,

St(l) = Bt EQ (B‘f:lZ‘fl'l]l{Tl<T2,t<T1§T} ‘ gt)
+ Bt EQ (B;1Z32]]'{7'2<7'1,t<7'2§T} ‘ gt)

+ BiEo(Br ' Xlror,y | G1):
Similarly, the ex-dividend price of an LTDC equals, for every t € [0, T,

St(z) = Bt EQ (B;I:LZ,,l-l]l{Tg<T1,t<T1§T} ‘ gt)
+ By EQ (Bglzzz]l{rl<727t<T2§T} ‘ gt)

+ B Eq (B;1X1{T<'r(2)} ‘ gt) :

Both expressions above are merely special cases of a general formula. The goal is to either derive
more explicit representations under various assumptions about 71 and 75 or to provide ways of
efficient calculation of involved expected values by means of Monte Carlo simulation (using perhaps
an equivalent probability measure).

5.2 Conditionally Independent Defaults

The concept of conditional independence of default times with respect to a reference filtration F is
defined as follows.

Definition 5.2.1 The random times 7;, i = 1,2, ..., n are said to be conditionally independent with
respect to F under Q if we have, for any 7' > 0 and any ¢1,...,t, € [0,T],

n

Q(Tl >t1,...,Th >tn|~7:T) ZHQ(Ti >ti|]:T)-

i=1
Let us comment briefly on Definition 5.2.1.

e Conditional independence has the following intuitive interpretation: the reference credits
(credit names) are subject to common risk factors that may trigger credit (default) events.
In addition, each credit name is subject to idiosyncratic risks that are specific for this name.

e Conditional independence of default times means that once the common risk factors are fixed
then the idiosyncratic risk factors are independent of each other. This means that most
computations can be done similarly as in the case of independent default times.

e It is worth stressing that the property of conditional independence is not invariant with respect
to an equivalent change of a probability measure (for a suitable counterexample, see Section
5.7).
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5.2.1 Canonical Construction

Let I'", i = 1,2,...,n be a given family of F-adapted, increasing, continuous processes, defined on
a probability space (Q,F,P). We make the standard assumptions that T} = 0 and T’ = co. Let
(ﬁ, F , @) be an auxiliary probability space with a sequence &;, i = 1,2,...,n of independent random
variables uniformly distributed on [0,1]. We define the random times 71, ..., 7, by setting

7(0,0) =inf {t € Ry : TH@) > —In& (@)}

for every elementary event (&, &) belonging to the product probability space (Q,G, Q) = (Qx (AZ, Foo®
F,P®P). We endow the space (€2, G, Q) with the filtration G =FVH' v --- v H".

Proposition 5.2.1 Let the random variables &1, . . ., &, be independent and uniformly distributed on
[0,1]. Then the process I'* is the F-hazard process of ; and thus, for any s > t,

Q(7i > s| Fy VHI) = Lpery Eg (e | ).

We have that Q(r; = 1;) = 0 for every i # j and the default times T1,...,7, are conditionally
independent with respect to F under Q.

Proof. Tt suffices to note that, for ¢t; < T,

Q(Tl >t1,...,Th >tn|~7:T) :Q(Ftll > —lnfl,...,F?j” > —ln§n|.7:T)

The details are left to the reader. O

Recall that if I} = [, '~i du then ~' is the F-intensity of 7;. Intuitively,

0

Q(ri € [t,t+dt] | Fy VHY) ~ Ly dt.

5.2.2 Hypothesis (H)

If hypothesis (H) holds between the filtrations F and G then it also holds between the filtrations F
and FV H“ V...V H* for any i1, ...,7,. However, there is no reason for hypothesis (H) to hold
between FVH* and G. Note that, if hypothesis (H) holds then one has, for every t; < ... <t, <T,

Q(Tl >t1,...,7’n >tn|~7:T) :Q(Tl >t1,...,7’n >tn|foo)
It is not difficult to check that hypothesis (H) holds when the random times 71, ..., 7, are given by

the canonical construction of Section 5.2.1.

5.2.3 Independent Default Times

We shall first examine the case of default times 7, ..., 7, that are independent under Q. Suppose
that for every i = 1,2,...,n we know the cumulative distribution function F;(t) = Q(r; < t) of the
default time of the ith reference entity. The cumulative distribution functions of 7(1) and 7(,) are

and
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More generally, for any ¢ = 1,2,...,n we have
Foy(t) =Q(ry <t) =Y > [[Fe, T = Fr, (),
m=iwell™ jer lgn
where TI"™ denote the family of all subsets of {1,2,...,n} consisting of m elements. Suppose, in

addition, that the default times 7,...,7, admit intensity functions ~;(¢),...,vn (), so that the
processes

) tAT;
H} — / ~i(u) du
0

are H'-martingales. Recall that Q(7; > t) = e~ Jo vy du 14 ig easily seen that, for every t € R,

n

Qray > 1) = [[ Qi > t) = e~ Jo n(wde,

i=1

where (1)(t) = 71(t) + ... + 7a(t) for every t € R. Therefore, the process

(1) t/\T(l)
H - / Y1y (u) du
0

follows an H(")-martingale, where the filtration H(!) is generated by the process Hgl) =o(1) A t).
By similar computations, it is also possible to find the intensity function () of the kth default time
T(k) for every k =2,3,...,n.

Let us consider, for instance, a digital default put of basket type. To be more specific, we postulate
that a contract pays a fixed amount (e.g., one unit of cash) at the moment 7y of the kth default
provided that 7y < T'. If the interest rate is non-random then its value at time 0 equals

So = Eq(B; 'liry,<}) /] B, dF ) (u).

)

If default times 7, ..., 7, admit intensity functions 71, ...,~, then

T T
SO = / B;l dF(k;) (U) = / qul'Y(k;) (u)e* fou ’Y(k)(’U) dv du
0 0

5.2.4 Signed Intensities

Some authors (see, e.g., Kijima and Muromachi [105]) examine credit risk models in which the
negative values of “default intensities” are allowed. In that case, the process chosen to model the
“default intensity” does not play the role of the actual default intensity, in particular, the process

tAT
My = H; — / Ve dt
0

is not necessarily a martingale. Negative values of the “default intensity” process clearly contradict
the usual interpretation of the intensity as the conditional default probability over an infinitesimal
time interval.

Nevertheless, for a given collection I', i =1,2,...,n of F-adapted, continuous processes, with
Iy = 0, which are defined on (Q,F,P), one can construct random times 7;, ¢ = 1,2,...,n on the
enlarged probability space (2,G, Q) by setting

m=inf{t€R, :Ti>—Ing&}. (5.1)

Let us denote f% = max ,<; ;. Observe that if the process I'" is absolutely continuous then so is

the process T, In that case, the actual intensity of 7; is obtained as the derivative of T with respect
to the time variable. The following result examines the case of signed intensities.
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Lemma 5.2.1 Random times 7;, 1 = 1,2,...,n given by (5.1) are conditionally independent with
respect to F under Q. In particular, for any T > 0 and every ty,...,t, <T,

n ~
n i

Q(Tl>t1,...,Tn>tn|fT):H€_Fii =e izlrti.
i=1

5.3 Valuation of FTDC and LTDC

Pricing of a first-to-default claim or a last-to-default claim is straightforward under the assumption
of conditional independence of default times as manifested by the following result in which, for
notational simplicity, we consider only the case of two credit names. As usual, we do not state
explicitly integrability conditions that should be imposed on a recovery process Z and a terminal
payoff X.

Proposition 5.3.1 Let the default times 7;, j = 1,2 be F-conditionally independent. Assume that
the recovery Z = Z' = Z? is an F-predictable process and the terminal payoff X is Fr-measurable.
(i) If hypothesis (H) holds between F and G and processes F*, i = 1,2 are continuous then the price
at time t = 0 of the first-to-default claim with Z' = Z? = Z equals

T
S — E@(/ B, Z,e~ Tt g1l +12) + B%lXG(T”), (5.2)
0

where we denote
Gg}) = Q(T(l) > T|.7:T) = @(7‘1 > T|.7:T) Q(TQ > T|.7:T) = 67(F;+F§").

(ii) In the general case, let
F!=Q(m; <t|F)=N;+C} :Nt’—&-/ ¢, du,
0

where N* is a continuous F-martingale. Then we have

T
sEY = IE@(/O By Zu (" T (OL + 02) du + d(N', N?),) + B XGY)

where X!, = ¢t (1 — Fi)~1.

Proof. To simplify the notation, we will only consider the case where B = 1. A computation of the
expectation Eg(X ]l{T(1>>T}) is straightforward. Thus, let us focus on the evaluation of the expected
value

EQ(ZT]I{TST})7
where, for brevity, we denote 7 = 7(1) = 71 A T2.

From Lemma 3.1.3, we know that if Z is F-predictable then

Eq(Z-1r<ry) = E@(/ Zu dFu)v

10,77
where F,, = Q(7 < u|F,). For 7 = 11 A 19, the conditional independence assumption yields

1-F,=Q(r >u, o >ul|F,) =Q(r1 > ul|Fy) Q(ra > u| Fu)
=(1-F)(1-F).
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Case (i). Under the assumption that hypothesis (H) holds between filtrations F and G* for i = 1,2,
the processes F* are continuous and increasing. Consequently,

dF, = e TudF? + e o dF} = e~ TutTo) g(TL 4 T2),
and this in turn yields

T
EQ(ZTlAT2]l{Tl/\7'2<T}) = EQ(/O Zue_(ri+l“i) d(F’llL + Fi))

Case (ii). In the general case, the Doob-Meyer decomposition of the process F* is F* = N® + ("
and, under our assumptions, the process

) tAT; )
- / A du
0

is a G'-martingale, where we write A\, = ¢f (1 — F!)~!. We now have
dF, = ¢ TudF? + ¢ "o dF} + d(N', N?),,.

Since N! and N? are martingales, it follows that
T
Bo(Zrnntimansery) =Ba( [ Zufe ™03+ et dCh 4 ', v),))
0

T
- E@</ Zu(e" DL 4 ) du+ (N, N?),)),
0
as required. O

The valuation formula (5.2) can be easily extended to the case of an arbitrary date t € [0, 7.
This is left as an exercise for the reader.

5.4 Copula-Based Approaches

As already mentioned in Section 2.6, the classic concept of a copula function provides a conve-
nient tool for producing multidimensional probability distributions with predetermined univariate
marginal distributions.

Definition 5.4.1 A function C : [0, 1]™ — [0,1] is called a copula function if the following conditions
are satisfied:

(i) C(1,...,1,v,1,...,1)=v; forany i = 1,2,...,n and any v; € [0,1],

(ii) C is an n-dimensional cumulative distribution function.

The following well known theorem, due to Sklar, underpins the theory of copula functions. For
the proof of this result and further properties of copula functions, see Nelsen [127].

Theorem 5.4.1 For any cumulative distribution function F on R™ there exists a copula function
C such that F(xy,...,2,) = C(F1(21),..., Fo(zy)) for every xy,...,2, € R, where F; is the ith
marginal cumulative distribution function. If, in addition, the function F is continuous then C' is
unique.

Let us first give a few examples of copula functions:
(i) the product copula C(vy,...,v,) = I ;v;, which corresponds to the independence,
(ii) the Gumbel copula, which is given by the formula, for 6 € [1, c0),

Gl ) o (- [S ] ),

i=1
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(iii) the Gaussian copula, which is given by the expression
C(v1y...,vp) = Ny (N_l(vl)7 .. ,N_l(vn)) ,

where Ny} is the cumulative distribution function for the n-variate central Gaussian distribution
with the linear correlation matrix 3 and N~ is the inverse of the cumulative distribution function
for the univariate standard Gaussian distribution.

(iv) the Student t-copula, defined as

Cvry...,vp) = vs (t;l(vl), o ,t;l(vn)) ,

where O] 5, stands for the cumulative distribution function of the n-variate t-distribution with v
degrees of freedom and with the linear correlation matrix ¥ and ¢! is the inverse of the cumulative
distribution function of the univariate Student ¢-distribution with v degrees of freedom.

5.4.1 Direct Approach

In a direct application, we first postulate that a (univariate marginal) cumulative distribution func-

tion F; for each random variable 7;, i = 1,2,...,n is given. A particular copula function C' is then
chosen in order to introduce an appropriate dependence structure of the random vector (71, ..., 7).
The joint probability distribution of the random vector (71, ...,7,) is given as

Q(Tl S tl,...,’rn S tn) = C(Fl(tl),,Fn(tn))

The direct copula-based approach has an apparent shortcoming of being essentially a static approach,
in the sense that it makes no account of the flow of market information, which can be represented
by some reference filtration.

5.4.2 Indirect Approach

A less straightforward application of copula functions relies on an extension of the canonical construc-
tion of conditionally independent default times. In the approach described below, the dependence
between the default times is enforced both through the dependence between the marginal hazard
processes I'', i = 1,2,...,n and through the choice of a copula function C. For this reason, it is
sometimes referred to as the double correlation case.

Assume that the joint probability distribution of (£1,...,&,) in the canonical construction is
given by an n-dimensional copula function C. Similarly as in Section 5.2.1, we postulate that the
random vector (£1,...,&,) is independent of F and we set

7:(@,@) =inf {t e Ry : Ti(&) > —In&(@)}.
We have that, for any T' > 0 and arbitrary t¢q,...,t, <T,
Q(Tl >t1,...,7‘n>tn|.7:T):C(Ktll,...,K;;),

where we denote K} = e~ T, Schénbucher and Schubert [137] show that the following equality holds,

for arbitrary s < ¢ on the event {73 > s,...,7, > s},
O(KL, ... Ki,...,Km)
. " . - E s ) ) s g ‘ ).
Q> 116 = Bo (A |

Consequently, assuming that the derivatives 7} = dd—I} exist, the ith survival intensity equals, on the

event {my >t,..., 7, >t},

lo] 1 n

2 O(KLLLKY 9

~ ov; to [l ” ~i 1

A = K CKL. KD ——%K,f—avilnC(Kt,...7Kf),




5.5. ONE-FACTOR GAUSSIAN COPULA MODEL 177

where ! is understood as the following limit
bV zlhi%h_l(@(t < <t+h|Fm >t T >t).

It appears that, in general, the survival intensity of the ith name jumps at time ¢ if the jth name
defaults at time ¢ for some j # 4. In fact, it can be shown that

il O}, K

2 KL Ky

L) _ o gt
A = Ky

where A7 is defined as follows

Nbd :E%h”@(t<n <t+h|Fome >tk #j,15 =t).

Schénbucher and Schubert [137] examine the behavior of survival intensities after defaults of some
names. Let us fix s, and let t; < sfori=1,2,....k<nandt; >sfori=k+1,k+2,...,n. They
show that

@(Ti>ti,i:k—|—1,...,n|fs,7'j:tj,jzl,...,k,n>s,i:k—|—1,...,n)
k
Eo (gl C(KL, - Kb KIS KD | 7))

ok 1 k okl
soae O, KE KT KT

Unfortunately, in this approach it is difficult to control the jumps of intensities, otherwise than
by a judicious choice of the copula function C.

5.5 Omne-factor Gaussian Copula Model

Laurent and Gregory [114] examine a simplified version of Schénbucher and Schubert [137] approach,
corresponding to the trivial reference filtration F (we thus deal here with the direct approach). The
marginal default intensities 3' are deterministic functions and the marginal distributions of defaults
are given by the expression

Qri>t)=1-Ft)=e Jo7 (Wdu,

They derive closed-form expressions for certain conditional default intensities by making specific
assumptions regarding the choice of a copula C.

Let us describe the one-factor Gaussian copula model, proposed by Li [118], which was adopted by
the financial industry as a benchmark model for valuing traded and bespoke tranches of collateralized
debt obligations (see Section 5.8.2). Let us set

Xi=pV +v1-pV,

where V and V;, i = 1,2,...,n are independent, standard Gaussian variables under Q and the corre-
lation parameter p belongs to (—1,1). Let C be the copula function corresponding to the distribution
of the vector (X1,...,X,), that is, let C' be given by the expression, for every vy,...,v, € [0,1],

Cv1,...,v0) = QX1 < N7 Hv1),..., X, < N1 (vy)).

We define the default times 7, ¢ = 1,2,...,n by the formula

t
Ti :inf{t €R, : / 3 (u) du > —ln&}
0
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or, equivalently,
T, = 1nf{t S R+ 01 7Fz(t) < 51}7

where the uniformly distributed random barriers are defined by the equality £ = 1 — N(X;). It is
worth noting that the random vectors (Xy,...,X,), (&1,...,&) and (71,...,7,) share a common
Gaussian copula function C'; this follows from the monotonicity of the transformations involved.

Moreover, the following equality is valid, for every i = 1,2,...,n and every t € R,
N (Fi(t) - pV}

V1 —p?

(<t ={6>1-F()} = {w <

By the conditional independence of Xy, ..., X, with respect to the common factor V', which repre-
sents the market-wide (or systematic) credit risk, we thus obtain, for every t1,...,t, € Ry,
n
N-YE(t)) —
@(angh...,mgtn):/HN (Filt)) — 00 1) do,
Ri=1 1—p?

where n is the probability density function of V. It is worth noting that the components V; are
aimed to represent the firm-specific (or idiosyncratic) part of the credit risk for individual names in
a credit portfolio. For numerical issues arising in implementations of the Li model, see Joshi and
Kainth [102] and Chen and Glasserman [47].

5.6 Jarrow and Yu Model

Jarrow and Yu [95] (see also Yu [144]) approach can be considered as another attempt to develop a
dynamic approach to dependence between default times by modeling directly the contagion effect.
For a given finite family of reference credit names, Jarrow and Yu [95] propose to make a distinction
between primary and secondary firms. At the intuitive level, the rationale for their approach can be
summarized as follows:

e the class of primary firms encompasses these entities whose probabilities of default are influ-
enced by macroeconomic conditions, but not by the credit risk of counterparties; the pricing of
bonds and other defaultable securities issued by primary firms is feasible through the standard
intensity-based methodology,

e it is thus sufficient to focus on defaultable securities issued by a secondary firm, that is, a firm
for which the intensity of default depends explicitly on the status of some other firms.

Let {1,2,...,n} represent the set of all firms in our model and let F stand for some reference
filtration. Jarrow and Yu [95] formally postulate that:

e for any firm from the set {1,2,...,k} of primary firms, the ‘default intensity’ depends only on
a reference filtration FF,

e the ‘default intensity’ for any credit name that belongs to the class {k + 1,k + 2,...,n} of
secondary firms may depend not only on the filtration F, but also on the status (default or
no-default) of the primary firms.

5.6.1 Construction of Default Times
First step. We first construct default times for all primary firms. To this end, we assume that we

are given a family of F-adapted ‘intensity processes’ !, ..., \¥ and we produce a collection 71, ..., 7y
of F-conditionally independent random times through the canonical method, that is, we set

Ti:inf{tERJr:/t)\Zduz_lngi}
0
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where &, 1 =1,2,..., k are mutually independent and identically distributed random variables with
the uniform distribution on [0, 1] under the martingale measure Q.

Second step. In the second step, we are going to construct default times corresponding to secondary
firms. To this end, we assume that:

e the probability space (€2, G, Q) is large enough to support a family &, i =k+1,k+2,...,n of
mutually independent random variables, with uniform distribution on [0, 1],

e these random variables are independent not only of the filtration F, but also of the already
constructed in the first step default times 7, ..., 7 of primary firms.

The default times 7;, ¢ =k + 1,k + 2,...,n are also defined by means of the standard formula

Ti:inf{teRJr: /tAZduz—lngi}_
0

However, the ‘intensity processes’ A\’ for 4 = k + 1,k + 2,...,n are now given by the following
expression

k
7 7 7,0
)‘t:/u‘t—’_ E Vi ]l{th}v
=1

where p¢ and v are F-adapted stochastic processes. In case where the default of the jth primary
firm does not affect the ‘default intensity’ of the ith secondary firm, we set v*7 = 0.

Let G =FVH!' V...V H" stand for the enlarged filtration and let F=FVvH+v...VH" be
the filtration generated by the reference filtration F and the observations of defaults of secondary
firms. Then:

e the default times 7q,..., 7 of primary firms are conditionally independent with respect to F,

e the default times 71,...,7; of primary firms are no longer conditionally independent when we
replace the filtration F by F,

e in general, the default intensity of a primary firm with respect to the filtration F differs from
the intensity A’ with respect to F.

5.6.2 Case of Two Credit Names

To illustrate the credit contagion effect, we will now consider the case of only two credit names, A
and B say, and we postulate that A is a primary firm, whereas B is a secondary firm.

Let the constant process A\; = A1 represent the F-intensity of default time for firm A, so that

t
n:inf{teR+: / A;duletz—lngl},
0

where &; is a random variable independent of F with the uniform distribution on [0,1]. For the
second firm, the ‘default intensity’ is assumed to satisfy

)\? = )\2]1{t<‘r1} + a2]l{t271}

for some positive constants Ao and as. We set

t
Tg:inf{tER_,_: / /\iduZ—lnfg},
0

where &5 is a random variable with the uniform probability distribution, independent of F, and such
that & and & are mutually independent. The following result summarizes properties of processes
A' and A2,
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Lemma 5.6.1 The following properties hold:

(i) the process A is the hazard process of T with respect to F,

(ii) the process A? is the hazard process of o with respect to F Vv H!,

(iii) the process A is not the hazard process of 71 with respect to FV H? if the inequality Ao # a
holds.

Assume for simplicity that » = 0. We wish to price a defaultable zero-coupon bond with the
default time 7; and with constant recovery payoff ;. We thus need to compute the following
conditional expectation, for i = 1,2,

DY (t,T) = Eq(L{r,>7y + 6l (<t} | Gr), (5.3)

where G, = H} V HZ. To this end, we will first find the joint probability distribution of the pair
(71, 72). Let us denote G(s,t) = Q(my > 8,72 > t). We write A = \; + Ag — a2 and we assume that
A #£0.

Lemma 5.6.2 The joint distribution of (11,72) under Q is given by, for every 0 <t <'s,
Q(Tl > S5, Ty > t) = e_Als_Azt

and, for every 0 < s <t,

1
Q(Tl > 8, Ty > t) = Z)\le_azt (e_SA _ e—tA) + e_()‘1+>‘2)t,

Proof. Let v; = —In§&;. For t < s, we have A\? = Ayt on the set {s < 71}. The equalities

{r1>stn{m >t} ={A <1} N{AZ <} = {Ais <Y1} N { ot < 9o}
and the independence of 1, and 5 lead to

Q(r1 > 8,7 >t) = e~ AsT At
In particular, by setting t = 0, we obtain the equality Q(7; > s) = e~*1* for every s € R,.
For t > s, we have that

{n>sin{n>t}={{t>n>stn{n>t}} U {{n >t}n{r>1t}}

and
{t>m>synN{m >t} = {t>7>s}N{A? <}
= {t>7m>stN{ham +a(t — 1) < o}

The independence between 1)1 and 15 implies that the random variable 7; is independent of ¥ (note

that 7 = (A1) "1¢1). Consequently,

Q(t > T > 8,T2 > t) = EQ (1{t>‘r1>s}e_(>\271+a2(t_7-1)))

t
= / e~ (autaz(t-—u) y o=Xiu gy,

1
— )\ —aot ( —(>\1+>\2—O¢2)S _ —(A1+)\2—a2)t) .
7>\1 Iy P 1€ e e
Denoting A = A1 + Ay — aw, it follows that
1
Q(ry > s, >t) = Z)\le_”t (e‘As — e_At) + e~ (M)t

In particular, for s = 0, we obtain

1
A
This completes the proof. O

Q(re >t) = </\1 (efo‘zt — ef()‘1+)‘2)t) + Aef()‘ﬁ)‘z)t) )
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Bonds with Non-Zero Recovery
In view of (5.3), to find the price D‘ls1 (t,T), it suffices to compute

Q(Tl >T|Ht2)

Q> T|Ge) = Q> T |Hy VHE) = Ljsery Q(ri > t|HF)
7

Observe that

0 G(T G(T
Q> T|G) = Lygeny (11{%72} (T, ) ( 7t)>.

2
—— 4+ 1
0,Gtm) UG

Similarly, valuation of D32 (t,T) follows from the computation of

Q(r2 > T|H})

Qr > T1G) = Li<r) Gy 5 ¢ 1700)

where, by symmetry, we have that

nG(m, T G(t,T
Q2 > T1Gy) = Ljraryy (M»mm + 1{t<ﬂ}G((tt))> '

By straightforward computations, we obtain the following pricing result for defaultable bonds
with non-zero recovery.

Corollary 5.6.1 The prices of defaultable bonds equal, for every t € [0,T
D(lSl (t7 T) = 1{1&27—1}51 + ]1{t<7—1} (eiAl(Tft) + 51(1 _ e*)\l(T*t)))

and

D2, T) = 8y + (1 — 82)Lpery {]l{tzﬁ}eazat)

1

R U vy v, (/\16*“2”’” + (N — az)e*(M“”(T*“) }

Bonds with Zero Recovery

Assume that A1 +Xs —as # 0 and that the bond is subject to the zero recovery scheme. We maintain
the assumption that » = 0 so that B(t,T) = 1 for t < T. Therefore, we have DJ(¢t,T) = Q(r2 >
T |H; V'H?) and thus the general formula yields

Q(r2 > T |H})

Dg(t,T) = ]l{t<7'2} m

The following pricing result is an immediate consequence of Corollary 5.6.1.

Corollary 5.6.2 Assume that the recovery do = 0. Then Da(t,T) = 0 on the event {t > 12}. On
the event {t < 72} we have

1
=1 Y
{t<m} AL+ Ao — o

—+ ]l{t27'1} 67062(T7t) .

DY(t,T) (Ale—az(T—t) + (- a2>e—(,\1+,\2)(T—t)>
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5.7 Kusuoka’s Model

Following Kusuoka [106] (see also Bielecki and Rutkowski [21]), we will argue that the assumption
that some firms are classified as primary, while some other are considered to be secondary, is of
no relevance from the point of view of modeling. For simplicity, we make the following standing
assumptions:

e we set n = 2, that is, we consider the case of two credit names,

e the interest rate r equals zero, so that B(t,T) =1 for every t < T,

e the reference filtration F is trivial,

all corporate bonds are subject to the zero recovery scheme.

In view of the model symmetry, it suffices to analyze a bond issued by the first firm. By definition,
the price of this bond at time ¢ € [0, 7] equals

DY(t,T) = Q(r > T | Hy V H).

Of course, this value is based on the complete information, as modeled by the full filtration G =
H'VH?2. For the sake of comparison, we will also evaluate the corresponding values, which are based
on the assumption that only a partial observation is available; specifically, we will compute

DY, T)=Q(n > T|H}), DYt T)=Q(n >T|H).

5.7.1 Model Specification

We follow here Kusuoka [106]. Under the original probability measure P the random times 7;, i = 1,2
are assumed to be mutually independent random variables with exponential laws with parameters
A1 and Ao, respectively.

For a fixed T > 0, we define a probability measure Q equivalent to P on (2, G) by setting

dQ

@ =N, P—a.s.,

where the Radon-Nikodym density process (7, t € [0,T]) satisfies
2
m=1+ Z/ Nu—tl, dM,
i—1 710,t]

where in turn the processes M' and M? are given by
. . tAT; .
0

where we write, as usual, H} = 1{;>,}, and the G-predictable processes ' and x* are given by the
following expressions

[e%
li% = ]l{t>7—2} (/\71 — 1)

and o
it =1 (5 1)

for some constants «; > 0 for i = 1,2. Note that the inequality x* > —1 holds for i = 1,2. It is
not difficult to check, using Girsanov’s theorem, that the G-intensities (cf. Section 3.6) of 7, and 7
under QQ are given by the expressions

A =M1jcr,y +arlyso,y
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and
A = Nolpicry + @zliisn)

We focus on 71 and we denote A} = fg AL du. Let us make few observations. First, we note that
the process A! is H2-predictable and the process

tATL
M=} - [ Ndu=H] - A
0

is a G-martingale under Q, so that the process A! is a version of G-intensity of 7 under Q. In general,
the process A! is not the H2-intensity of 71 under Q, since we have

Q1 > s|H} VHE) # Lpyeryy Eglehi:

H).

It is also interesting to observe that the process Al is the H2-intensity of 71 under a probability
measure Q, which is equivalent to P and is given by

aQ
dTP’_nT’ P-a.s.,

where the Radon-Nikodym density process (7, t € [0,T]) satisfies
R
10,¢]

It can be checked that the following equality is satisfied, for every s > t,

~ 1 a1
Q(Tl > S|Hg \/H?) = ]l{t<Tl}E@<6At A

H3).
Recall that the processes A! and A2 have jumps provided that a; # \;.

The next result shows that the processes A! and A\? specify the transition intensities, so that the
model can be dealt with as a two-dimensional Markov chain (for related results and applications,
see Lando [108], Herbertsson [85], and Shaked and Shanthikumar [139]).

Proposition 5.7.1 Fori=1,2 and every t € Ry we have
Aizg%h*(@(t<n <tdh|m >t m>t),
a; zlg%h*@(mn <t+h|m>t <t

agzlg{%h_l(@(t<72§t+h|7'2>t, T < t).

5.7.2 Bonds with Zero Recovery

We now present the bond valuation result in Kusuoka’s [106] model. We focus on the bond price
DY(t,T); an analogous formula is valid for DI(¢, T') as well. Recall that we consider corporate bonds
with zero recovery.

Proposition 5.7.2 The price DY(t,T) equals, on the event {t < 71},

1
DY(t,T) = Lgrery P (/\Qefal(Tft) + (A — al)efA(T’t)>

_|_ ]l{tZTz} e—al(T_t)’

where A = A\ + Ao. Furthermore,

)\QC_C”T + ()\1 — al)e_’\T

- B
Di(t,T) = Lip<ryy Age—t + (A — g )e~ M
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and

D A—as (M — al)e_)‘(T—t) + Age—a(T=1)
DY(t,T) =1
1( ) ) {t<mo} \— oy )\1670‘*“2)15 n )\2 .
(A~ ag)ge (7=
age=a2)7 L N\(Ay — )

+ ]l{tZTQ} )\1

It is worth noting that:

e the prices DY(¢,T) and DY(t,T) correspond to the Jarrow and Yu price of the bond issued by
a secondary firm (cf. Corollary 5.6.2),

o the processes DY(t,T) and DY(t, T)) represent ex-dividend prices of the bond issued by the first
firm and thus they vanish after the default time 7,

e the second remark does not apply to the process D (¢, T).

5.8 Basket Credit Derivatives

We will now describe the mainstream basket credit derivatives, focusing in particular on the recently
developed standardized instruments, the credit default swap indices, and related contracts, such
as collateralized debt obligations and first-to-default swaps. For various methods of valuation and
hedging of basket credit products, we refer to Andersen and Sidenius [4], Cont and Minca [54], Cont
and Kan [53], Brasch [29], Brigo [34], Brigo and Alfonsi [36], Brigo and El-Bachir [37], Brigo and
Morini [38, 126], Brigo et al. [39], Burtschell et al. [41, 42], Di Graziano and Rogers [61], Duffie and
Garleanu [63], Frey and Backhaus [76, 77], Giesecke and Goldberg [83], Herbertsson [86], Ho and
Wau [88], Hull and White [89, 90, 91], Laurent et al. [113], Laurent and Gregory [114], Pedersen [130],
Rutkowski and Armstrong [134], Sidenius et al. [140], Wu [143] and Zheng [145].

5.8.1 Credit Default Index Swaps

A credit default index swap (CDIS), also known as a CDS indez, is a static portfolio of n equally
weighted credit default swaps with standard maturities, typically five or ten years. Standard ex-
amples of a CDIS are iTraxx and CDX. A credit default index swap usually matures few months
before the underlying CDSs. The CDSs in the pool are selected from among those with highest
trading volume in the respective industry sector. Credit default index swaps are issued by a pool of
licensed financial institutions, which are called the market makers. At time of issuance of a CDIS,
the market makers determine an annual rate, known as the index spread, to be paid out to investors
on a periodic basis. The index spread, denoted by kg, is constant over the lifetime of a CDIS. Let
us summarize the main provisions of a CDIS.

e We assume that the face value of each reference entity is one. Thus the total notional of a
CDIS equals n. The notional on which the market maker pays the spread, henceforth referred
to as residual protection, is reduced by 1 after each default. For instance, after the first default,
the residual protection is revised from the original value n to n — 1.

e By purchasing a CDIS, an investor assumes the role of a protection seller, so that the market
makers play the role of protection buyers. As the protection seller, an investor agrees to absorb
all losses due to defaults in the reference portfolio, occurring between the time of inception 0
and the maturity 7. In case of default of a reference entity, an investor makes the protection
payment to a market maker in the amount of 1 — 4§, where § € [0,1] is a constant recovery rate,
which is pre-determined in a given CDIS (typically, it equals to 40%).

e In exchange, the protection seller receives from a market maker a periodic fixed premium on
the residual protection at the annual rate of kg, which equals the fair CDIS spread at the
inception date.
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e A CDIS is also traded after its issuance date. Recall that whenever one of reference entities
defaults, its weight in the index is set to zero. Therefore, by purchasing one unit of an index
at time ¢, an investor owes protection only on those names that have not yet defaulted prior
to time ¢. If the quotation of the market CDIS spread at time ¢ differs from the index spread
fixed at issuance, i.e., k; # Kg, the credit-risky present value of the difference is settled through
an upfront payment.

The provisions of a single-name CDS correspond to the CDIS with n = 1, except for the fact
that, by the market convention, a buyer of a single-name CDS is the protection buyer, rather than
the protection seller.

We denote by 7; the default time of the ith name in the index portfolio and by H*? the process

defined as H} = 1>,y for every i = 1,2,...,n. Also, we set No = n and we write
n
N, = Ny — ZH; (5.4)
i=1

to denote the residual protection (or the reduced nominal) at time t € [0,T].

Let t;,7 = 0,1,...,J with tx = 0 and ¢t; = T denote the tenor of the premium leg payments
dates. The discounted cumulative cash flows associated with a CDIS are as follows

J n J
B . B
Premium leg = kg E B—O(NO - E ng) = Ko E B—ONt].
j=1 "ti i=1 j=1 "ti

and
. ” BO i
Protection leg = (1 — ¢) E B Hi.

N T
i=1 °

5.8.2 Collateralized Debt Obligations

Collateralized debt obligations (CDO) are credit derivatives backed by portfolios of assets. If the
underlying portfolio is made up of bonds, loans or other securitised receivables, the collateralized
debt obligation is known as the cash CDO. Alternatively, the underlying portfolio may consist of
credit derivatives referencing a pool of debt obligations. In the latter case, a CDO is said to be
synthetic.

Because of their recently acquired popularity, we focus our discussion on standardized synthetic
CDO contracts backed by CDS indices. We begin with an overview of the covenants of a typical
synthetic collateralized debt obligation.

e The time of issuance of the contract is 0 and its maturity is 7. The notional of the CDO
contract at any date t after issuance is equal to the residual protection N; of the reference
CDS index (cf. formula (5.4))

e The credit risk (that is, the potential loss due to credit events) borne by the reference pool is
layered into various standardized risk levels, with the range in between two adjacent risk levels
called a CDO tranche. The lower bound of a tranche is usually referred to as attachment point
and the upper bound as detachment point. The credit risk is originally sold in these tranches
to protection sellers. For instance, in a typical CDO contract on iTraxx, the credit risk is split
into the equity tranche (0 — 3% of the total losses), four mezzanine tranches (corresponding to
3—6%,6—9%,9 — 12% and 12 — 22% of the total losses respectively), and the senior tranche
(over 22% of the total losses). At issuance, the notional value of each tranche is equal to the
CDO notional weighted by the respective tranche width.

e The tranche buyer sells partial protection to the pool owner, by agreeing to absorb the pool’s
losses comprised in between the tranche attachment and detachment point. This is better
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understood by an example. Assume, for instance, that at time 0 the protection seller purchases
the 6 —9% tranche with a given notional value. One year later, consequently to a default event,
the cumulative loss breaks through the attachment point, reaching 8%. The protection seller
then fulfills his obligation by disbursing two thirds (= SZS:SZS) of a currency unit. The tranche
notional is then reduced to one third of its pre-default event value. We refer to the remaining
tranche notional as residual tranche protection.

e In exchange, as of time ¢ and up to time T, the CDO issuer (protection buyer) makes periodic
payments to the tranche buyer according to a predetermined rate — termed tranche spread — on

the residual tranche protection. Returning to our example, after the loss reaches 8%, premium
payments are made on % (= gg;:gg;) of the tranche notional, until the next credit event occurs

or the contract matures.

We denote by L; and U, the lower and upper attachment points for the Ith tranche and by &}
the corresponding spread. It is convenient to introduce the percentage loss process

1 -6~ Ny — N,
Qt: ZHt:(lffs)Toa

where Ny = n is the number of credit names in the reference portfolio and the residual protection
Ny is given by (5.4). Finally, denote by C; = U; — L; the width of the Ith tranche; in particular, for
the first (i.e., equity) tranche we have C; = U since Ly = 0.

Purchasing one unit of the Ith tranche at time 0 generates the following discounted cash flows
N
. _ 0 asl
Premium leg = ]E_l B, Ny,

where N/ is the residual tranche protection at time t, that is,
N! = N, (Ol — min (Cy, max (Q; — Ly, 0))).

The discounted cash flows of the protection leg are

n B )
Protection leg = (1 — 9) Z B—OH}]I{LKQWSUL}.

i=1 T

The equity tranche of the CDO on iTraxx or CDX is quoted differently; specifically, it is quoted in
terms if an upfront rate, say $, on the total tranche notional, in addition to 500 basis points (5%
rate) paid annually on the residual tranche nominal. The discounted premium leg cash flows of the
equity tranche are thus given by the expression

J
B
KkoNoCo + .05 B—O Ny

j=1 tj

or, more explicitly,

J
B
1 0 .
konCo + .05]'21 B—tJ n(CO — min (Cp, Qtj)).
Additionally to standard traded tranches of a CDO, some non-standard tranches — commonly referred
to as bespoke tranches — are traded over-the-counter. Typically, a credit risk model is first calibrated

to market quotes for standard tranches, and subsequently it is used to value bespoke tranches.
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5.8.3 First-to-Default Swaps

A kth-to-default swap is a basket credit instrument backed by a portfolio of single name CDSs. Due
to the rapid growth in popularity of credit default swap indices and the associated derivatives, the
kth-to-default swaps have become rather illiquid. Currently, such products are typically customized
contracts between a bank and its customer, and hence they are relatively bespoke to the customer’s
credit portfolio.

For this reason, in the sequel we focus our attention on first-to-default swaps issued on the iTraxx
index, which are the only ones with a certain degree of liquidity. Standardized first-to-default swaps
are now issued on each of the iTraxx sector sub-indices. Each first-to-default swap is backed by an
equally weighted portfolio of five single name CDSs in the relative sub-index, chosen according to
some liquidity criteria. Let us describe the main provisions of a first-to-default swap (FTDS).

e The time of issuance of the contract is 0 and the maturity is 7.

e By investing in a first-to-default swap, the protection seller agrees to absorb the loss produced
by the first default in the reference credit portfolio.

e In exchange, the protection seller is paid a periodic premium, known as FTDS spread, up to
maturity 7" or the moment of the first default, whichever comes first. We denote the FTDS
spread at time 0 by k.

Recall that by ¢;,5 = 0,1,...,J with ¢y = 0 and ¢t; = T we denote the tenor of the premium leg
payments dates. As usual, we denote by 7(;) the random time of the first default in the pool. The
discounted cumulative cash flows associated with a first-to-default swap are as follows

J
Premium leg = kg Z — ]l{tjgf(l)}

J

By
o B

and
. By
Protection leg = (1 — 5)37() Lir <my-
T(1

It is worth stressing that the market convention stipulates that the notional corresponding to each
credit name in the reference credit portfolio is equal. Moreover, the recovery rate is assumed to be
constant, that is, the recovery rate does not depend on a particular credit name.

5.8.4 Step-up Corporate Bonds

As of now, step-up corporate bonds are not traded in baskets; however, they are of our interest since
they offer protection against credit events other than defaults, for instance, the downgrade of the
rating of the reference name.

Step-up corporate bonds are coupon-bearing bond issues for which the amounts of coupon pay-
ments depend on the credit quality of the bond’s issuer. As the name of the bond suggests, the
coupon payment increases when the credit quality of the issuer declines.

In practice, the above-mentioned credit quality is reflected by a credit rating assigned to an issuer
by at least one specialized ratings agency (such as: Moody’s KMV, Fitch, or Standard & Poor’s).
The provisions linking the cash flows of the step-up bonds to the credit rating of an issuer have
different step amounts and different rating event triggers. In some cases, a step-up of the coupon
requires a downgrade to the trigger level by both rating agencies. In other cases, there are step-up
triggers for actions of each rating agency. Under this specification, a downgrade by one of agencies
will trigger an increase in the coupon regardless of the rating from the other agency.

Provisions also vary with respect to step-down features which, as the name suggests, trigger a
lowering of the coupon if the company regains its original rating after a downgrade. In general, there
is no step-down below the initial coupon for ratings exceeding the initial rating.
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Let X; stand for some indicator of the issuer’s credit quality at time ¢. Assume that t;, j =
1,2,...,J are coupon payment dates and denote by c; = ¢(X¢,_,) the coupon amount at time ;.
The time ¢ discounted cumulative cash flows of a step-up bond are given by the expression

B B
(1-— HT)B—; +/] ](1 - H )Bt dC,, + recovery payment
t, T u

where we denote by C' the process given by the expression C; = th<t cj.

5.8.5 Valuation of Basket Credit Derivatives

Computation of the fair spread at time t for a basket credit derivative involves evaluating the
conditional expectation under the martingale measure Q of the associated discounted cash flows.
In the case of CDS indices, CDOs and FTDSs, the fair spread at time ¢ is such that the value of
the contract at time ¢ is exactly zero, i.e., the risk-neutral conditional expectations of discounted
cumulative cash flows of the premium and protection legs are identical.

The following expressions for fair spreads or values at time ¢ € [0, T] can be easily derived from
the discounted cumulative cash flows given in the preceding subsections (note, however, that Z;I:l

now stands for ) j] 1,¢,>¢ and we assume that the CDO tranches were issued at time 0):

%)

Eo( X -0 - 1i)|6)

e the fair spread of a single name CDS on the ith credit name

(1 - 8:) B (= () — )

T __
Ry =

e the fair spread of a CDIS
( 6>E@(zz LB - 1) | 6)
Bo(S A (-2 ) [6)
the fair spread of the ith tranche of a CDO

(1= 8)Bo( iy £-(HE — H) (1, <q,, <o) ‘Qt)
Bo (371 2n(Cr— min (G, max (Q, — 11,0))) [ G1)]

e the fair upfront rate of the equity tranche of a CDO

Ry =

l
Ky =

n

TEER IS ey
,%EQ( %n(co—mm(Co,Qt 4.).

the fair spread of a first-to-default swap

(1-96) IEQ< ]1{7(1)<T} ’ gt)

Eo 337, L g
Q( i=1 B, Lit;<rayy | Gt

the fair value of a step-up corporate bond
By

B
E ((1 — Hr)— + / (1— H,)=tdC, + recovery payment ‘ Qt).
T 1¢,7T) Bu

Ry =

Depending on the dimensionality of the problem, the above conditional expectations will be
evaluated either by means of Monte Carlo simulation or through some other numerical method.
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5.9 Modeling of Credit Ratings

We will now give a brief description of a generic Markovian market model that can be efficiently
used for valuation and hedging basket credit instruments. The model presented below is a special
case of a general approach examined in Bielecki et al. [11]. Some preliminary empirical studies of
this model and its extensions are reported in Bielecki et al. [23, 24].

For related methods and models, the interested reader is referred to, e.g., Albanese and Chen [1],
Chen and Filipovié [45], Frey and Backhaus [76, 77], Jarrow et al. [93], Kijima and Komoribayashi
[103], and Kijima et al. [104].

Let the underlying probability space be denoted by (€2, G, G, Q), where Q is a risk-neutral measure
inferred from the market via calibration and G = HV F is a filtration containing all information
available to market agents. The filtration H carries information about evolution of credit events,
such as changes in credit ratings or defaults of respective credit names. An additional filtration F
is called a reference filtration; it is meant to contain the information pertaining to the evolution of
relevant macroeconomic variables.

We consider n credit names and we assume that the credit quality of each reference entity falls to
the set £ ={1,2,..., K} of K rating categories, where, by convention, the category K corresponds
to default.

Let X% i = 1,2,...,n be some stochastic processes defined on (£2,G,Q) and taking values in
the finite state space K, where the process X' represents the evolution of credit ratings of the ith
underlying entity. Then we define the default time 7; of the ith credit name by setting

7 =inf{teR, : X] = K}.

We postulate that the default state K is absorbing, so that for each credit name the default event
can only occur once.

We denote by X = (X!, X2 ..., X") the joint credit ratings process for a given portfolio of n
credit names. The state space of X is thus X = K™ and the elements of X will be denoted by .
We postulate that the filtration H is the natural filtration of the process X, whereas the reference
filtration F is generated by an R%-valued factor process Y, which represents the evolution of other
relevant economic variables, like interest rates or equity prices.

5.9.1 Infinitesimal Generator

Under the standing assumption that the factor process Y is R%-valued, the state space for the process
M = (X,Y) equals X x R At the intuitive level, we wish to model the process M = (X,Y) as a
combination of a Markov chain X modulated by a Lévy-type process Y and a Lévy-type process Y
modulated by a Markov chain X.

For this purpose, we start by making a general postulate that the infinitesimal generator A of
M is given by the expression

d d
Af(l',y) = % Z alm(xa y)alamf(x7y) + Zbl(x7 y)alf(l',y)
l,m=1 =1

+ y(z,y) /Rd (f(@,y+g(@,y,9) — fla,y) Az, y; dy’)

+ > Az asy) f(@,y),

z'eX

where A(z,z';y) > 0 for every x = (21, ®2,...,2,) # (2], 25,...,2]) =2’ and

)\(.I}i;@/) = - Z A(xa‘fI;y)'

' e€X, x'#x
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Here 0; denotes the partial derivative with respect to the variable y;. The existence and uniqueness
of a Markov process M with the generator A will follow (under appropriate technical conditions)
from the classic results regarding solutions to martingale problems.

We find it convenient to refer to X (Y, respectively) as the Markov chain component of M (the
Jump-diffusion component of M, respectively). At any time ¢, the intensity matrix of the Markov
chain component is given as Ay = [A(z,2';Y})]z.orex. The jump-diffusion component satisfies the
SDE

dY:f = b(Xta }/t) dt + U(Xt7 }/t) th + / g(Xt—7 }/t—v yl) ﬂ-(Xt—v 1/;5—7 dylv dt)7
Rd
where, for any fixed (z,y) € X x RY, m(z, y; dy’, dt) is a Poisson measure with the intensity measure
(2, y)(x,y; dy’)dt and o(z,y) satisfies the equality o(x,y)o(z,y)" = a(x,y).

Remarks 5.9.1 If we take g(z,y,y’) = v’ and we suppose that the coefficients o = [0;],b = [b;], v
and the measure II do not depend on z and y then the factor process Y is a Poisson-Lévy process
with the characteristic triplet (a,b,v), where the diffusion matrix is a(z,y) = o(z,y)o(z,y)T, the
drift vector equals b(x,y) and the Lévy measure v satisfies v(dy) = yI1(dy).

In order to proceed further with the analysis of the model, we need to provide with more structure
the Markov chain component of the infinitesimal generator A. To this end, we make the following
standing assumption.

Assumption (M). The infinitesimal generator of the process M = (X,Y) has the following form

d d
1
Af(.y) =5 D am(@.9)00nf(x.y) + Y bi(z,9)0f(x,y)
l,m=1 =1
+(2,y) /Rd (f(,y +g(z,y.9) = fz,y)L(z, y;dy') (5.5)
+ 0 N2y f(y),
=1 gi'eiC

where we use the shorthand notation 2 = (1,2, ..., 2—1, %}, Tis1,. .., 2,). Note that 2% is simply
the vector = (x1, 2, ...,x,) with the ith coordinate z; replaced by x}.

In the case of two reference credit entities (that is, when n = 2), the infinitesimal generator A
becomes

d d
Af(xvy) = % Z alm(xvy)alamf(xvy) =+ Zbl(mvy)alf(wvy)
l,m=1 =1

+(z,y) /Rd (flz,y+9(z,y,9) — fz,y) (2, y; dy')

+ > M@ ey @y + Y N abiy) f(ah,y),

z’'lekl z'2ekC

where z = (21, 73), 't = (2], 72) and 2/ = (21, z}). Returning to the general form, we have that,

for © = (21, 22) and 2’ = (2}, z}),

M (x,2'ly), if @9 = b,
Mz, 2'5y) = N(x,2%5y), if = 2],
0, otherwise.

Similar expressions can be derived for the case of an arbitrary number of underlying credit names.
Note that the model specified by (5.5) does not allow for simultaneous jumps of credit ratings X*
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and X for i #4'. This is not a serious lack of generality, however, since the ratings of both credit
names may still change in an arbitrarily small time interval. The advantage is that, for the purpose
of simulation of paths of process X, rather than dealing with K™ x K™ intensity matrix [A(z, z"; y)],
it will be sufficient to deal with n intensity matrices [\!(x, 2'%;9)] of dimension K x K (for any fixed
y). Within the present setup, the current credit rating of the credit name ¢ has a direct influence on
the level of the transition intensity for the current rating of the credit name ', and vice versa. This
property, known as frailty, is likely to contribute to the default contagion effect.

Remarks 5.9.2 (i) It is clear that we can incorporate in the model the case when at least some
components of the factor process Y follow Markov chains themselves. This feature is important, as
factors such as economic cycles may be modeled as Markov chains. It is known that default rates
are strongly related to business cycles.

(ii) Some of the factors Y!, Y2, ... Y% may represent cumulative duration of visits of processes X*
in particular rating states. For example, we may set

t
le/ ]l{lelzl}du-
0

so that by (7,y) = l;1—1}(2) and the corresponding components of coefficients o and g equal zero.

(iii) In the area of structural arbitrage, the so-called credit—to—equity models and/or equity—to—credit
models are studied. The market model presented in this section nests both types of interactions.
For example, if one of the factors is the price process of the equity issued by a credit name, and
if credit migration intensities depend on this factor (either implicitly or explicitly), then we have a
equity—to—credit type interaction. If the credit rating of a given name impacts the equity dynamics
for this name (and/or some other names), then we deal with a credit—to—equity type interaction.

Let H} = Lgi>r,y forevery i = 1,2,...,n and let the process H be defined as H; = S H T
can be observed that the process S = (H, X,Y) is a Markov process on the state space {0,1,...,n} X
X x R? with respect to its natural filtration. Given the form of the infinitesimal generator of the
process (X,Y), we can easily describe the infinitesimal generator of the process (H, X,Y"). To this
end, it is enough to observe that the transition intensity at time ¢ of the component H from the
state H; to the state Hy + 1 is equal to Y | X(Xy, K; Xt(l), Y}), provided that Hy < n (otherwise,
the transition intensity equals zero), where we write X\" = (X},...,X/~', X/*1 .. X7) and we
set N (zy, f; 2 y) = No(x, 2% ).

5.9.2 Transition Intensities for Credit Ratings

One should always strive to find a right balance between the realistic features of a financial model
and its complexity. This issue frequently nests the issues of functional representation of a model, as
well as its parameterization. In what follows, we present an example of a particular model for credit
ratings, which is rather arbitrary, but is nevertheless relatively simple, and thus it should be easy
to estimate and/or calibrate.

Let X, be the average credit rating at time ¢, so that
1 n
X;=-)Y X}
t n Z t
i=1
Let £ = {i1,i2,...,i5} be a subset of the set of all credit names, where n < n. We consider £
to be a collection of “major players” whose economic situation, reflected by their credit ratings,

effectively impacts all other credit names in the pool. The following exponential-linear regression
model appears to be a plausible model for the ratings transitions intensities

d
In X (2, 2" y) = aio(@s o)) + Y ona(wi, 2f)yn + Bio(ai, x))h
=1
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+ 3 Biklwi, 2wy + Bilwi, )T + Biws, 7)) (i — ), (5.6)
k=1

where h represents a generic value of Hy, so that h = Y | 1¢xy(z;). Similarly, Z stands for a

. - -1 n
generic value of Xy, that is, = > " | 2.

The number of parameters involved in (5.6) can easily be controlled by the number of model
variables, in particular, the number of factors and the number of credit ratings, as well as structure
of the transition matrix (see Section 5.9.9 below). In addition, the reduction of the number of
parameters can be obtained if the pool of all n credit names is partitioned into a (small) number of
homogeneous sub-pools. All of this is a matter of a practical implementation of a specific Markovian
model of credit ratings.

Assume, for instance, that there are n << n homogeneous sub-pools of credit names, and the
parameters «, 3,0 and 3 in (5.6) do not depend on x;,z;. Then the migration intensities (5.6) are
parameterized by 7(d + 7 + 4) parameters.

5.9.3 Conditionally Independent Credit Migrations
Suppose that the transition intensities A’(z,2'%;y) do not depend on the vector
33(1) = (331,.%2, ey Lj—1, Tj41y - - - ,xn)

foreveryi =1,2,...,n. In addition, assume that the dynamics of the factor process Y do not depend
on the migration process X. It turns out that in this case, given the structure of our generator as
in (5.5), the credit ratings processes X*, i = 1,2,...,n, are conditionally independent given the
sample path of the factor process Y.

We shall illustrate this point in the case of only two credit names in the pool (i.e., for n = 2) and
assuming that there is no factor process, so that conditional independence really means independence
between migration processes X! and X?2. For this, suppose that X' and X? are independent Markov
chains, each taking values in the state space K and with the infinitesimal generator matrices A' and
A2, respectively. It is clear that the joint process X = (X!, X?) is a Markov chain on K x K. An
easy calculation reveals that the infinitesimal generator of the process X is given as

A=A @Idg +Idg ® A?,

where Idf is the identity matrix of size K and ® denotes the matrix tensor product. This result is
consistent with the structure (5.5) in the present case.

5.9.4 Examples of Markovian Models

We will now present three pertinent examples of Markovian market models.

Markov Chain Credit Ratings Process

In the first example, we assume that there is no factor process Y and thus we only deal with a ratings
migration process X. In this situation, an attractive and efficient way to model credit ratings is to
postulate that X is a birth-and-death process with absorption at state K. The intensity matrix A is
here tri-diagonal. Let us write p;(k, k') = Q(Xs1s = k' | Xs = k).

The transition probabilities p;(k, k") are known to satisfy the following system of ordinary dif-
ferential equations, for t € R, and k' =1,2,..., K,

dpt(]., k/)

dt = 7)‘(172)171&(1)‘]{/) +>‘(1a2)pt(2a k/)a
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dp(k, k'
K] Nk = e = 1K) — (A = 1) 4+ MGk, K+ D)pulh, )
+ Ak, k+ Dpe(k + 1,k

for k =2,3,..., K — 1, whereas for k = K we simply have that

dp:(K, k)
dt

with the initial conditions po(k, k") = 1,—s1. Once the transition intensities A(k, k') are specified,

the above system can be easily solved. Note, in particular, that p,(K, k") = 0 for every t if ¥’ # K.

The advantage of this representation is that the number of parameters can be kept relatively small.

:O7

A more flexible credit ratings model is obtained if we allow for jumps to the default state K
from any other state. In that case, the intensity matrix is no longer tri-diagonal and the ordinary
differential equations for transition probabilities take the following form, for ¢ € Ry and k' =
1,2,...,K,

) L2 A K1, K) AL 22 K) AL KK K)
% =Nk, k— Dpe(k—1,K) — Ak, k—1) + Xk, k+1))p (k, k')

+ )‘(kv K)pt(ka k/)+>‘(k7 k+1)pt(k+1v k,)—’_)‘(ka K)pt(Kv k/)

fork=2,3,...,K—1and for k=K
dp (K, k")
et
dt

with initial conditions po(k, k') = 1 p—p}-

Remark 5.9.1 Some authors model migrations of credit ratings using a proxy diffusion, possibly
with a jump to default. The birth-and-death process with jumps to default furnishes a Markov chain
counterpart of such proxy diffusion models. The nice feature of the Markov chain model is that,
at least in principle, the credit ratings are here observable state variables, whereas in the case of a
proxy diffusion model they are not directly observable.

Diffusion-type Factor Process

We will now extend the Markov chain process by adding a factor process Y. We may postulate, for
instance, that the factor process follows a diffusion process and that the generator of the Markov
process M = (X,Y) takes the following form

d d
Af(ac,y) = % Z alm(x,y)alamf(xvy) + Zbl(xa y)alf(xa y)
l,m=1 =1
+ Z )\(:ux/;y)(f(x/,y) _f(xay))
z' e, x'#x

Let ¢(t,z,y,2’,y’) be the transition probability of M, specifically,
ot z,y, 2",y ) dy = QXeyy =2, Yoy €dy' | Xy = 2,Y, = y).
In order to determine the function ¢, one needs to examine the Kolmogorov equation of the form
dv(s,z,y)
ds

For the generator A of the present form, the corresponding equation (5.7) is commonly known as
the reaction-diffusion equation (see, for instance, Becherer and Schweizer [9]). Let us mention that
a reaction-diffusion equation is a special case of a more general integro-partial-differential equation,
which was extensively studied in the mathematical literature.

+ Av(s,z,y) = 0. (5.7)
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Forward CDS Spread Model

Suppose now that the factor process Y; = k(t,Ts, Tar) is the forward CDS spread (for the definition
of k(t,Ts,Trr), see Section 5.9.6 below). We now postulate that the generator of M = (X,Y) is

Afoy) = 2@ TIEYD LS A () Fn ),

2 dy?
' e, ' #x
so that the forward CDS spread process satisfies the following SDE
dr(t,Ts, Ty ) = 6k(t, Ts, Tar)o (Xy) dWy

for some Brownian motion process W, where o(x) = \/a(x). Note that in this example (¢, Ts, Thr)
is a conditionally log-Gaussian process given a particular sample path of the credit ratings process
X. Therefore, we are in a position to make use of Proposition 5.9.1 below to value a credit default
swaption.

5.9.5 Forward Credit Default Swap

Let us first examine two examples of a single-name credit derivative. We assume that the reference
asset is a corporate bond maturing at time U and we consider a forward CDS with the maturity
date Thy < U and the start date Ts < Tys. If default occurs prior to or at time Ts the contract
is terminated with no exchange of payments. Therefore, the two legs of this CDS are manifestly
Tg-survival claims and thus the valuation of a forward CDS is not much different from valuation of
a spot CDS.

Protection Leg

Assume that the notional amount of the bond equals 1 and denote by § a deterministic recovery rate
in case of default. Under the assumption that the recovery is paid at default time 7 of the reference
credit name, the value at time t of the protection leg of a forward CDS is equal to, for every t < Ty,

P, =P(t,Ts,Tn) = (1 — 6) By Eq(L g <r<ryy By | My).

The valuation of the protection leg relies on computation of this conditional expectation for a given
term structure model. In particular, if the savings account B is a deterministic function of time
then the computation reduces to the following integration

T

By Eq (Lirs<r<myy By | M) = Bt/ B Q(r € du| My).
Ts

Premium Leg

Let us denote by t; < to < ... <t the tenor of premium payments, where Tg < t; < --- <ty < Thy.
We assume that the premium accrual covenant is in force, so that the cash flows associated with the

premium leg are
J J P
—ti
H( Z Lty <ry Ly, () + Z ]l{tj—1<TStj}]l‘f(t)ﬁ>'
i=1 i=1 7o

where « is the fixed CDS spread. Consequently, the value at time ¢ € [0,7s] of the premium leg
equals kA;, where A; = A(t,Ts, TM) equals

B T —
A= EQ(]l{TS<T} Z [ Lig,<ry + Bt 1{tj,1<r<t]}7t — ”Mt)
t; T j—1

Under the assumption that B is deterministic and the conditional distribution Q(7 < s|M,) is
known, this conditional expectation can be evaluated.
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5.9.6 Credit Default Swaptions

We consider a forward CDS swap starting at Ts and maturing at T, > Tg, as described in the
previous section. Our next goal is to examine valuation of the corresponding credit default swaption
with expiry date T' < Ts and the strike CDS spread K. The swaption’s payoff at its expiry date T’
equals

(Pr— KA7)",
and thus the swaption’s price equals, for every ¢ € [0, 7],
BiEqg (B! (Pr - KAr) | M,)
—1 +
= B, Eq (BT Ar(k(T, Ts, Tay) — K) ‘ Mt),

where the process k(t, Ts, Th) = Pi/As, t € [0, Ts], represents the forward CDS spread.

Note that the random variables P, and A; are strictly positive on the event {7 > T} for t <T <
Ts and thus the forward CDS spread k(t,Ts,Ths) enjoys this property as well.

Conditionally Gaussian Case
In order to provide a more explicit representation for the value of a CDS swaption, we assume that

B is deterministic and the forward CDS spread is conditionally log-Gaussian under Q. It is worth
recalling that an example of such a model was presented in Section 5.9.4.

Proposition 5.9.1 Suppose that, on the event {T > T} and for arbitrary t < t; < --- < tx, < T,
the conditional distribution

Qb T, Tar) < iy m = 1,2, k| (M) v FF)
is lognormal, Q-a.s. Let us denote by o(u, Ts,Tar), u € [t,T], the conditional volatility of the process

k(u,Ts, Tnr), u € [t, T, with respect to the o-field o(My) V Fz. Then the price of a CDS swaption
equals, for every t € [0,T],

BiEq (B;'(Pr— KAr)" | M,)
= B,Eq (H{T>T}ATB;1 {HtN(d+(t, T)) — KN(d_(t, T))} ( Mt),

where we denote ky = k(t, Ts, Tar),

In &t
do(t,T) = —K 4 VT

and

T
vip =v(t,T,Ts, Tn)* = / o(u, Ts, Thr)? du.
t
Proof. We start be noting that
B, Eq (B;l (Pr— KAr)" ‘ Mt)
— BiEq (1rory By (Pr — KAr) | My)
— B,Eqg (]l{T>T}B;1]E@ ((PT — KAr) " |o(My) v f{f) ’Mt)

= BiEq (1(rsry Ar By B ((kr — K) " |o(M) v FY) [ My)
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In view of the present assumptions, we also have that
+
]E@ ((/QT — K) ’O’(Mt) \/.7:1)«()

In &t In &t
— N K U ey DK UT )
Ut, T 2 U, T 2

By combining the above equalities, we arrive at the stated formula. O

5.9.7 Spot kth-to-Default Credit Swap

Let us now examine the valuation of credit derivatives with several underlying credit names within
the present framework. Feasibility of closed-form computations of relevant conditional expectations
depends to a large extent on the type and amount of information one wishes to utilize. Typically, in
order to efficiently deal with exact calculations of conditional expectations, one will need to amend
specifications of the underlying model so that information used in calculations is given by a coarser
filtration, or perhaps by some proxy filtration.

In this subsection, we will discuss the valuation of a generic kth-to-default credit swap relative to
a portfolio of n reference corporate bonds. The deterministic notional value of the ith constituent
bond is denoted by N; and the corresponding deterministic recovery rate equals J;.

The maturities of the bonds in the portfolio are 17,75, ..., T,, whereas the maturity of the swap
is Thy < min {7y, T5,...,T,}. Let us consider, for instance, a plain-vanilla basket CDS written on
such a portfolio of corporate bonds under the convention of the fractional recovery of par value.

This means that, on the event {’T(k) < Ty}, the protection buyer receives at time Tk the
cumulative compensation
> (1-6)N;
1ELY

where Ly is the (random) set of all constituent credit names that defaulted in the time interval
10, 7(y]. This means that the protection buyer is protected against the cumulative effect of the first
k defaults. Recall that, in view of the model assumptions, the possibility of simultaneous defaults
is excluded.

Protection Leg

The cash flows associated with the protection leg are given by the expression

Z (1- 5i)Ni]1{T(k)§TM}]lT(k)(t)7

1ELY

so that the value at time t of the protection payment leg is equal to

& -
Pt( ) — P (t,TM) = BiEg (1{t<'r(k)§TM}BT(i) Z (1 n 6i)Ni
1€Ly

Mt).

In general, this conditional expectation will need to be evaluated numerically by means of Monte
Carlo simulations.

A special case of a kth-to-default credit swap is when the protection buyer is protected against
losses associated with the kth default only. In that case, the cash flow associated with the default
protection leg is given by the expression

n

(1 - 6L(k))NL(k)]l{T(k)STM}]lT(k)(t) = Z(l - 67;)N7:]1{H7—73:k}]l{TiST]\/I}ILTi (t)v

i=1
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where (¥) stands for the identity of the kth defaulting credit name. Under the assumption that the
numéraire process B is deterministic, we can represent the value at time t of the protection leg as
the following conditional expectation

P =37 BB (Mgrer <ryy Lo, =1y B (1= ) N;

=1

n T
:ZBt(l_éz)N'L/ B;lQ(Hu:k‘T,=U7Mt)Q(TZEdU|Mt)
i=1 t

)

Note also that the conditional probability Q(H, = k|7 = wu,M;) can be approximated by the
following expression
Q(H, = k;,)(é_6 #* K,X{i = K| M)

Q(X’ZL—S 7é Kv XZ/ =K | Mt)

QH, =k|m=u,M) =~

Therefore, if the number n of credit names is small, so that the Kolmogorov equations for the
conditional distribution of the process (H, X,Y") can be solved, the value of Pt(k)
analytically.

can be approximated

Premium Leg

Let t1 <ty < ... < t; denote the tenor of premium payments, where 0 =5 < t; < --- <ty < Ty.
Under the assumption that the premium accrual covenant is in force, the cash flows associated with
the premium leg of the kth-to-default CDS admit the following representation

J J
t—1;_
k 1
K( ) <Z ]l{tj<7(k)}]ltj (t) + Z ]]'{tj—1<7'(k)§tj}]]"r(k) (t) tj . t]j 1 )»
7j=1 7j=1 -

where ) is the fixed spread of the kth-to-default CDS. Consequently, the value at time t of the

premium leg equals m(k)Agk), where

J
. B
AR = A (¢ Ty) = Eg (ll{t<7-(k)} > B*t Loty <o) ’ Mt)

j=i(t) Y
LB T(k) — tj—1
t Y=
+]E@<11{t<nk>} D (T ‘Mt),
j=ie) 77w 7o

where j(t) is the smallest integer such that ¢;4) > t. Again, in general, the above conditional
expectation will need to be approximated by simulation. And again, for a small portfolio size n,
if either exact or a numerical solution of relevant Kolmogorov equations can be derived, then an
analytical computation of the expectation can be done, at least in principle.

5.9.8 Forward kth-to-Default Credit Swap

A forward kth-to-default credit swap has an analogous structure to a forward CDS. The notation
used here is consistent with the notation that was introduced in Sections 5.9.5 and 5.9.7.

Protection Leg

The cash flow associated with the protection leg of a forward kth-to-default credit swap can be
expressed as follows

Z (1- 6i)Ni]l{Ts<T(k)STM}]1"'(k) ().
1€Ly
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Consequently, the value of the protection leg equals, for every t € [0, Ts],

P = pW (¢, Tg, Thy) = B, Eq (]I{TSQ(MSTM}B;(; (1—6;)N;
1E€ELY

Mt>.

Premium Leg

As before, let t; < to < ... < t; be the tenor of premium payments, where Tg < t; < --- <ty < Th.
Under the premium accrual covenant, the cash flows associated with the premium leg are

J J
t—ti_1
A <Z Lty <ruyy Lty (t) + Z Lty <r <ty ey () ; ) ’
=1

= tj — tj_l

where £(*) is the fixed spread. Thus, the value at time ¢ of the premium leg is K(k)Agk), where the
random variable Agk) = AW (t,Tg, Tyy) is given by the expression

' B B T—t
t t —lj—1
Eq (ﬂ{t«m} [E :BT. Liarn +) 5 ﬂ{tﬂmmsmﬁ} ‘Mt)
j=1 """t j=1"T -

We have only presented here two examples of credit derivatives with several reference credit
names. Computations of arbitrage prices and fair spreads for other examples of basket credit deriv-
ative involve evaluating the conditional expectations presented in Section 5.8.5. The choice of a
particular model for the valuation of a given class of basket credit derivatives should be motivated
by arguments regarding its practical relevance as well as its mathematical tractability. In the next
section, we will examine some issues arising in this context.

5.9.9 Model Implementation

Let us now briefly discuss some issues related to the model implementation. As already mentioned,
when one deals with basket products involving several reference credit names, direct computations
may not be feasible, since the cardinality of the state space K for the migration process X is
equal to K™. Thus, for example, in case of K = 18 rating categories, as in Moody’s ratings,!
and in case of a portfolio of n = 100 credit names, the cardinality of the state space K equals
18190, If one aims at closed-form expressions for conditional expectations, but K is large, then,
typically, it will be infeasible to work directly with information provided by the state vector (X,Y) =
(X1, X2 ..., X" Y) and with the corresponding infinitesimal generator A. An essential reduction in
the amount of information that can be effectively used for analytical computations will be required.
This goal can be achieved by reducing the number of rating categories; this is typically done by
considering only two categories: pre-default and default. However, this reduction may still not be
sufficient enough in some circumstances and thus further simplifying structural modifications to the
model may need to be called for. Some types of additional modifications — such as: homogeneous
grouping of credit names and mean-field interactions between credit names — were proposed in the
financial literature to address this important issue.

Recursive Simulation Procedure

When closed-form computations are not feasible, but one does not want to give up on potentially
available information, an alternative may be to carry approximate calculations by means of either
approximating some involved formulae and/or by simulating sample paths of underlying random
processes. We will briefly examine the Monte Carlo simulations approach.

IWe refer here to the following rating categories attributed by Moody’s: Aaa, Aal, Aa2, Aa3, Al, A2, A3, Baal,
Baa2, Baa3, Bal, Ba2, Ba3, B1, B2, B3, Caa, D(efault).
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In general, a simulation of the evolution of the process X will be infeasible, due to the curse
of dimensionality. However, by virtue of the postulated structure of the infinitesimal generator A
(see (5.5)), a simulation of the evolution of the process X reduces to a recursive simulation of the
evolution of processes X*, whose state spaces are only of size K each. To facilitate simulations even
further, we also postulate that each migration process X* behaves like a birth-and-death process
with absorption at default and with possible jumps to default from every intermediate state (see
Section 5.9.4).

Recall that we denote Xt(i) = (XL, XL XX,

Given the state (2(*), y) of the process (X9, Y), the intensity matrix of the ith migration process
is sub-stochastic and is given as

1 2 K—-1 K
1 A(1,1) A¥(1,2) 0 (1, K)
2 AH(2,1)  N¥(2,2) 0 \(2,K)
3 0 A (3,2) 0 N(3,K)
K-1 0 0 o A(K-1,K—-1) M{(K-1,K)
K 0 0 0 0

where we use the shorthand notation \f(z;,z}) = \'(z, 2'%; y).

Also, we find it convenient to write \’(z;, 2%z, y) = N(x,2"";y) in what follows. Then the
diagonal elements are given as follows, for z; # K,

N(@aiy) = Nz — 10, y) — X+ L2, y) - Nz Kia®,y)
=3 (Vorm = 1320, ) + X, + 1500, 9) + N (o, K52, )
1£i
with the convention that \(1,0;z(%),y) = 0 for every i = 1,2,...,n.

It is implicit in the above description that A\(K, xi;x(i),y) = 0 for any ¢ = 1,2,...,n and
z; = 1,2,..., K. Suppose now that the current state of the process (X,Y) is (z,y). Then the
intensity of a jump of the process X equals

n

Mz, y) = — Z N(, 25 y).

i=1
Conditional on the occurrence of a jump of X, the probability distribution of a jump for the com-
ponent X* i=1,2,...,n, is given as follows:

e the probability of a jump from z; to x; — 1 equals

; N(2i, 2 — 120 y)
. . . . (l) _ 1y Ve ) )
Di 371,371—1,.’17 YY) = )
( ) A y)

e the probability of a jump from z; to x; + 1 equals

; (i, i + 120 y)
pi(zi,x; + 120 y) = ,
( ) Ay)

e the probability of a jump from z; to K equals

)\i(xh K7x(l)7y)

(s K™ —
Di .’EZ,K,l' 7y -
( ) A, y)
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As expected, the following equality is valid

n

Z (pi(wi, i — ;2 y) + pi(wi, 0 + ;2 y) + pi(ai, K2 y)) = 1.
i=1

For a generic state © = (21,2, ...,2,) of the migration process X, we define the jump space
n
J(@) = |J{@i = 1,0), (@ + 1,4), (K, i)}
i=1

with the convention that (K + 1,4) = (K,i), where the shorthand notation (a,i) refers to the
ith component of X. Given that the process (X,Y) is in the state (z,y) and conditional on the
occurrence of a jump of X, the process X jumps to a point in the space J(z) according to the
probability distribution denoted by p(z,y) and determined by the probabilities p; described above.
Thus, if a random variable ¢ has the distribution given by p(z,y) then we have that, for any
(xf,1) € T (), ,

Q(C = (l‘;, Z)) = pi(xi’ x;; x(l)v Y).-

Simulation Algorithm

We conclude this section by presenting in some detail the simulation algorithm for the case when
the dynamics of the factor process Y do not depend on the credit ratings process X. The general
case appears to be much harder.

Under the assumption that the dynamics of the factor process Y do not depend on the process
X, the simulation procedure splits into two steps. In Step 1, a sample path of the process Y is
simulated; then, in Step 2, for a given sample path Y, a sample path of the process X is simulated.

We consider here simulations of sample paths over some generic time interval, say [t1,t2], where
0 < t; < ty. We assume that the number of defaulted names at time t; is less than k, that is
H,;, < k. We conduct the simulation either until the kth default occurs or until time 2, depending
on whichever occurs first.

Step 1: The dynamics of the factor process are now given by the SDE

dY, = b(Yy) dt + o(Y;) dW; +/

L9 y)n(Yiosdy, dt), ¢ € [t to].
R

Any standard procedure can be used to simulate a sample path of Y. Let us denote by Y the
simulated sample path of Y.

Step 2: Once a sample path of Y has been simulated, simulate a sample path of X on the interval
[t1,t2] until the kth default time.

We exploit the fact that, according to our assumptions about the infinitesimal generator A,
the components of the credit ratings process X do not have simultaneous jumps. Therefore, the
following algorithm for simulating the evolution of X appears to be feasible:

Step 2.1: Set the counter m = 1 and simulate the first jump time of the process X in the time
interval [tq,t2]. Towards this end, simulate first a value, say 71, of a unit exponential random
variable 1;. The simulated value of the first jump time, 77, is then given as

t
A —int {te fritd s [ A T)duz ),
ty
where by convention the infimum over an empty set is +oo. If 7¥ = 400, set the simulated

value of the kth default time to be 7(;) = 400, stop the current run of the simulation procedure
and go to Step 3. Otherwise, go to Step 2.2.
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Step 2.2: Simulate the jump of X at time 7{X by drawing from the distribution p(Xy,, f/?lx,) (see
the discussion in Section 5.9.9). In this way, one obtains a simulated value Xzx, as well as the
simulated value of the number of defaults Hzx. If Hzx < k then let m := m + 1 and go to
Step 2.3; otherwise, set 7(;) = 7 and go to Step 3.

Step 2.3: Simulate the mth jump of process X. Towards this end, simulate a value, say 7,,, of

a unit exponential random variable 7,,. The simulated value of the mth jump time 7% is

m
obtained from the formula

t
X =t {te Y0 [X MXpx | V) du> i},
Tm—1

In case T.X = 400, let the simulated value of the kth default time to be T(k) = +00; stop the
current run of the simulation procedure and go to Step 3. Otherwise, go to Step 2.4.

Step 2.4: Simulate the jump of X at time 7 by drawing from the distribution p(X?x_N}/}ﬁ)yg,).
In this way, produce a simulated value )?;7)5, as well as the simulated value of the number of

defaults ﬁ;x If f[;x <k, let m :=m+1 and go to Step 2.3; otherwise, set 7y = 7X and go
to Step 3.

Step 3: Calculate a simulated value of a relevant functional. For example, in case of the kth-to-

default CDS, compute
~(k ~ o~
M =1 (1 <7y <71 Bty B?(i) > (1—=6)N;
iEEAk

and

(k) J E J g %\(k) ti_q

(k t t — Y=

At1 = E : Al]l{tj<?(k)} + E : =~ ]l{tj71<?(k)gtj} Y )

B, = B t—t; 1
J=j(t1) "t J=j(t1) 7T

where, as before, the ‘hat’ indicates that we deal with simulated values.

Concluding Remarks

The issue of evaluating functionals associated with multiple credit migrations is prominent with
regard to measuring and managing of portfolio credit risk. In some segments of the credit derivatives
market, only the deterioration of the value of a portfolio of debts (bonds or loans) due to defaults
is essential. For instance, such is the situation regarding the tranches of both cash and synthetic
collateralized debt obligations, as well as the tranches of traded credit default swap indices, such as:
CDX and iTraxx.

It is rather apparent, however, that a valuation model reflecting the possibility of intermediate
credit migrations through other ratings classes, and not only defaults, is called for in order to better
account for changes in creditworthiness of the reference credit entities. Likewise, for the purpose of
managing risks of a debt portfolio, it is necessary to account for changes in value of the portfolio due
to intertemporal variations in credit ratings of constituent credit names. Needless to say that these
issues are currently intensively studied by academics and practitioners alike, and new approaches
are proposed and analyzed in financial literature.
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Appendix A

Poisson Processes

In some credit risk models, we need to model a sequence of successive random times. This can be
done by making use of the F-conditional Poisson process, which is also known as the doubly stochastic
Poisson process. The general idea is quite similar to the canonical construction of a single random
time. We start by assuming that we are given a stochastic process A, to be interpreted as the hazard
process, and we construct a jump process, with unit jump size, such that the probabilistic features
of jump times are governed by the hazard process A.

A.1 Standard Poisson Process

Let us first recall the definition and the basic properties of the Poisson process N with a constant
intensity A > 0.

Definition A.1.1 A process N defined on a probability space (2, G,P) is called the (standard)
Poisson process with intensity A with respect to the filtration G if Ny = 0 and for any 0 < s < t the
following two conditions are satisfied:

(i) the increment N; — N is independent of the o-field Gy,

(ii) the increment N;— N, has the Poisson law with parameter A(t—s); specifically, for any k =0, 1, . ..

we have . .
AR (t —
P(Ny = N, =k|Gs) =P(N; — Ny = k) = % e AE=9),

The Poisson process of Definition A.1.1 is termed time-homogeneous, since the probability law of
the increment Nyyp — Ngyp, is invariant with respect to the shift h > —s. In particular, for arbitrary
s < t the probability law of the increment N; — N, coincides with the law of the random variable
N;_s. Let us finally observe that, for every 0 < s < t,

Ep(N; — Ny | Gy) = Ep(N; — N,) = A(t — s). (A1)

It is standard to take a version of the Poisson process whose sample paths are, with probability
1, right-continuous stepwise functions with all jumps of size 1. Let us set 79 = 0 and let us denote
by 71,79, ... the G-stopping times given as the random moments of the successive jumps of N. For
any k=0,1,...

Tep1 =inf{t > 74 : Ny # N, } =inf {t > 7, : N, — N, = 1}.

One shows without difficulties that P(limg .o 7% = o0) = 1. It is convenient to introduce the
sequence (&, k € N) of non-negative random variables, where £, = 7, — 71 for every k € N. Let
us quote the following well known result.

203
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Proposition A.1.1 The random variables &, k € N are mutually independent and identically dis-
tributed, with the exponential law with parameter X\, that is, for any k € N we have, for every
teRy,

P(fk S t) = ]P)(Tk — Tk § t) =1- 6_)\t.

Proposition A.1.1 suggests a simple construction of a process IV, which follows a time-homogeneous
Poisson process with respect to its natural filtration FV. Suppose that the probability space (€2, G, P)
is large enough to support a family of mutually independent random variables &, k € N with the
common exponential law with parameter A > 0. We define the process N on (Q2,G,P) by setting
Ny =0if {t < &} and, for any natural k,

k k+1
Ny =k ifandonlyif Y &<t<) &

i=1 i=1

It can checked that the process IV defined in this way is indeed a Poisson process with parameter
A, with respect to its natural filtration FY. The jump times of N are, of course, the random times
=Y & k€N,

Let us recall some useful equalities that are not hard to establish through elementary calculations
involving the Poisson law. For any a € R and every 0 < s < t we have

Ep(eia(Nt—Ns) Qs) _ ]Ep(eia(Nt—NS)) — AE=s) (e =1

and
E]P(ea(N,,—NS) gs> — Ep(ea(Nt_NS)) — ek(t—s)(ea—l).

The next result is an easy consequence of (A.1) and the above formulae. The proof of the proposition
is thus left to the reader.

Proposition A.1.2 The following stochastic processes are G-martingales.
(i) The compensated Poisson process N defined as

N, = N, — \t.
(i) For any k € N, the compensated Poisson process stopped at Ty
MF = Ninr, — MEATL).
(iii) For any a € R, the exponential martingale M* given by the formula

M® = eaNtf)\t(eafl) _ ea]/\;tf)\t(e(”fafl)
r = = .

(iv) For any fixed a € R, the exponential martingale K given by the formula

K@ — eiaNt—)\t(em—l) _ eia]\A/t—)\t(em—ia—l)
P = = .

Remark A.1.1 (i) For any G-martingale M, defined on some filtered probability space (Q2, G, P),
and an arbitrary G-stopping time 7, the stopped process M;] = M, is necessarily a G-martingale.
Thus, the second statement of the proposition is an immediate consequence of the first, combined
with the simple observation that each jump time 74 is a G-stopping time.

(ii) Consider the random time 7 = 79, where 71 is the time of the first jump of the Poisson process
N. Then Nypr = Niar, = Hi, so that the process M" introduced in part (i) of the proposition
coincides with the martingale M associated with .

(iii) The property described in part (iii) of Proposition A.1.2 characterizes the Poisson process in
the following sense: if Ny = 0 and for every a € R the process M® is a G-martingale, then N
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is the Poisson process with parameter A. Indeed, the martingale property of M*® yields, for every

0<s<t,

EP(ea(Nths) gs) _ e)\(tfs)(eafl).

By standard arguments, this implies that the random variable N; — N is independent of the o-field
Gs and has the Poisson law with parameter A(t — s). A similar remark applies to property (iv) in
Proposition A.1.2.

Let us consider the case of a Brownian motion W and a Poisson process N that are defined
on a common filtered probability space (2, G,P). In particular, for every 0 < s < ¢, the increment
W, — Wy is independent of the o-field G; and has the Gaussian law N (0,t — s).

It might be useful to recall that for any real number b the following processes follow martingales

with respect to G:

—~ 132 . 132
Wy =W, —t, m)=eWemalit b= etWetabt,

Proposition A.1.3 Let a Brownian motion W with respect to G and a Poisson process N with
respect to G be defined on a common probability space (0, G,P). Then the processes W and N are
mutually independent.

Proof. Let us sketch the proof. For a fixed a € R and any ¢ > 0, we have

6iaNt =1+ Z (6iaNt . 6iaNt,) -1 +/ (eia o 1)6iaNu, quu
O<u<t 10,2]

t
=1+ / (€™ = D)™ dN, + A / (' — 1)er*Ne du,
10,¢] 0
On the other hand, for any b € R, the 1t6 formula yields
) v 1 t
W — 1 4 ib/ eWu qw,, — be/ ePWu dy.
0 2 Jo

The continuous martingale part of the compensated Poisson process Nis identically equal to 0 (since
N is a process of finite variation), and obviously the processes N and W have no common jumps.
Thus, using the It6 product rule for semimartingales, we obtain

t t
i@ ABW) _ 1+ib/ AN W) gr }bz/ i (aN+bW) g
)
0 0

t
+/ (eia o 1)ei(aNu,+bWu) dN, + )\/ (6ia . 1)ei(aNu+bWu) du.
10,¢] 0

Let us denote f, 4(t) = Ep(e’@Ne+PW2)) By taking the expectations of both sides of the last equality,
we get

Fan) = 14 /O (€% — 1) fup () du — %bQ /O Fas(u) du.

By solving the last equation, we obtain, for arbitrary a,b € R,
Bp (610N W) _ £,,(t) = M DB _ By (o) By (M),

Thus, for any ¢ € Ry the random variables W; and N, are mutually independent under P.

In the second step, we fix 0 < t < s and we consider the following expectation, for arbitrary real
numbers a1, as, by and bs,

f(t,s) = ]EP(ei(alNt+a2Ns+b1Wt+b2Ws)).
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Let us denote @1 = a1 + a9 and 51 = by + by. Then
f(t 8) _ EP(ei(ale,+02Ns+51Wt+b2Ws))

= Ep(E (1(a1Nt+a2(N3 N b1 Witba (Ws —W,)) |gt
= Ep (/@ Vet b Wi p (i(a2(Na=No)+b2(Wa= W) | g,
(

= Fp el (@1 Ny+b1 W) ]EP(ei(aQNt—le‘bZWt—s)))

= fay b, (t — 5) Ep (el(a‘thJrl;th))
- fa17b1 (t h S)f@1751 (t)a
where we have used, in particular, the independence of the increment N; — Ny (and Wy — W) of the

o-field G;, and the time-homogeneity of N and W. By setting by = by = 0 in the last formula, we
obtain

Ep(ei(a1Nt+a2Ns)) = far.0(t = 8) fay 0(t),

while the choice of a; = as = 0 yields

Ep(ei(blwt+bzws)) = fop, (T — S)fojal ().

It is not difficult to check that

fal,bl (t - s)fal’l;l (t) = fa1,0(t - S)fﬁl,O(t)fO,bl (t - S)foj,l (t)

We conclude that for any 0 < ¢ < s and arbitrary ay, as,b1,bs € R:

Ep (6i(a1NtJrastertherst)) = FEp (ei(athJrast))EP (ei(bIWt+b2Ws)).

This means that the random variables (V;, Ng) and (Wy, W) are mutually independent. By proceed-
ing along the same lines, one may check that the random variables (N, ..., Ny, ) and (We,,..., W)
are mutually independent for any n € N and for any choice of 0 <t < --- < t5,. (Il

Let us now examine the behavior of the Poisson process under a specific equivalent change of
the underlying probability measure. For a fixed T' > 0, we introduce a probability measure Q on
(Q,Gr) by setting

dQ
dP gy

where the Radon-Nikodym density process (1, t € [0,T7]) satisfies

=nr, P-as, (A.2)

dne = ek dN;, mo =1, (A.3)

for some constant x > —1. Since Y := kN is a process of finite variation, (A.3) admits a unique
solution, denoted as &(Y) or &(kN). Clearly, this solution can be seen as a special case of the
Doléans (or stochastic) exponential. By solving (A.3) in the path-by-path manner, we obtain

=&(kN) =" J] (+Av,)e 2 = [ 1+AvL),

O<u<t 0<u<t

where Y :=Y; — >, <, AY, is the path-by-path continuous part of Y. Direct calculations show
that -
N = e—nkt H (1 + HANu) — e—ﬁ)\t(l + K‘,)Nt — eNt 1H(1+K)—H/\t7

o<u<t

where the last equality is valid provided that k > —1. Upon setting a = In(1 + ) in part (iii) of
Proposition A.1.2, we obtain 7 = M¢; this confirms that the process 7 is a G-martingale under P.
We have thus proved the following result.
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Lemma A.1.1 Assume that k > —1. The unique solution n to the SDE (A.3) is an exponential
G-martingale under P. Specifically,

N = eNt In(1+K)—KAt _ eﬁt In(1+x)—=At(k—In(1+k)) _ Mtaa (A4)

where a = In(1+4 k). In particular, the random variable nr is strictly positive, P-a.s. and Ep(nr) = 1.
Furthermore, the process M® solves the following SDE

dMP = M (e —1)dN,, Mg =1.

We are in a position to establish the well-known result, which states that the process (Ny, t €
[0,T]) is a Poisson process with the constant intensity \* = (1 + ) under Q.

Proposition A.1.4 Assume that under P a process N is a Poisson process with intensity \ with
respect to the filtration G. Suppose that the probability measure Q is defined on (Q,Gr) through
(A.2) and (A.3) for some k > —1.

(i) The process (N, t € [0,T]) is a Poisson process under Q with respect to G with the constant
intensity \* = (1 + k).

(i) The compensated process (N, t € [0,T]) defined as

Nj = Ny — Xt = N; — (14 &)At = N; — kAL,

is a G-martingale under Q.

Proof. From Remark A.1.1(iii), we know that it suffices to find A\* such that, for any fixed b € R,
the process M?, given as
M} = NNt 1) gy e (0,77, (A.5)

is a G-martingale under Q. By standard arguments, the process M’ is a @Q-martingale if and only
if the product M®p is a martingale under the original probability measure P. But in view of (A.4),
we have

Mbn, = exp (Nt (b+In(1+k)) —t(kA + A" (e’ — 1)))

Let us write a = b+ In(1 + k). Since b is an arbitrary real number, so is a. Then, by virtue of part
(iii) in Proposition A.1.2, we necessarily have

KA+ A (e —1) = Ae* —1).

After simplifications, we conclude that, for any fixed real number b, the process M? defined by (A.5)
is a G-martingale under Q if and only if \* = (1 4+ k). In other words, the intensity A* of N under
Q satisfies A* = (1 4+ k). Also the second statement is clear. O

Assume that W is a Brownian motion and N is a Poisson process under P with respect to G.
Let 7 satisfy R
dne = i (0, AWy + £ dNy), 1o =1, (A.6)

for some G-predictable stochastic process 6 and some constant x > —1. A simple application of
the 1t6’s product rule shows that if processes n' and 7? satisfy the SDEs dn} = n}_6; dW; and

dn? = n?_k dN; then their product i, = nln? satisfies (A.6).

Taking the uniqueness of solutions to the linear SDE (A.6) for granted, we conclude that the
unique solution to this SDE is given by the expression:

¢ ¢
7 = exp (/ 0, dW,, — % / 62 du) exp (N In(1 + k) — KAL), (A7)
0 0

We leave the proof of the next result as an exercise for the reader.
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Proposition A.1.5 Let the probability Q be given by (A.2) and (A.7) for some constant k > —1
and a G-predictable process 0 such that Ep(nr) = 1.

(i) The process (Wt* =W — fot O,du, t € [O,T]) is a Brownian motion under Q with respect to the
filtration G.

(i) The process (N, t € [0,T]) is a Poisson process with the constant intensity A\* = (1 + k)A under
Q with respect to the filtration G.

(#ii) Processes W* and N are mutually independent under Q.

A.2 Inhomogeneous Poisson Process

Let A : Ry — Ry be any non-negative, locally integrable function such that fooo Au)du = oco. By
definition, the process N (with Ny = 0) is the Poisson process with intensity function X if for every
0 < s < t the increment N; — N, is independent of the o- ﬁeld G, and has the Poisson law with
parameter A(t) — A(s), where the hazard function A equals A(t fo

More generally, let A : R, — Ry be a right-continuous, increasing functlon with A(0) = 0 and
A(00) = 0co. The Poisson process with the hazard function A satisfies, for every 0 < s < t and every
k=0,1,...

_ k
P(N, — N, = k| Gy) = P(Ny — N, = k) = W o~ (A =A(s)).

Example A.2.1 The most convenient, and thus widely used, method of constructing a Poisson
process with a hazard function A runs as follows: we take a Poisson process N with the constant
intensity A = 1 with respect to some filtration G and we define the time- changed process N; := N At)-
The process N is easily seen to follow a Poisson process with the hazard function A with respect to
the time-changed filtration G, where Gy = G5 (y) for every t € R

Since for arbitrary 0 < s <t
Ep(N: — N; | Gs) = Ep(Ny — Ng) = A(t) — A(s),

it is clear that the compensated Poisson process Nt = N; — A(t) is a G-martingale under P. A
suitable generalization of Proposition A.1.3 shows that a Poisson process with the hazard function
A and a Brownian motion with respect to G follow mutually independent processes under P. The
proof of the next lemma relies on a direct application of the It6 formula and so it is omitted.

Lemma A.2.1 Let Z be an arbitrary bounded, G-predictable process. Then the process MZ, given

by the formula
t
MZ = exp (/ Zy ANy, — / (eZv —1) dA(u)),
10,¢] 0

is a G-martingale under P. Moreover, M?# is the unique solution to the SDE

dM? = M7? (¢?* —1)dN,, M{ =1.

In the case of a Poisson process with intensity function A, it can be easily deduced from Lemma
A.2.1 that for any Borel measurable function  : Ry —] — 1, 0o the process

Gt = exp (/]O,t] In(1 + k(u))dN, — /Ot K(u)A(u) du)

is the unique solution to the SDE d{; = (;_x(t )d]\Aft with 79 = 1. Using similar arguments as in the
case of a constant k, one can show that the unique solution to the SDE

d’l]t = MNt— <6t th + :‘ﬂ?(t) dj\\ft), No = ].,
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is given by the following expression

¢ ¢
1
me = Gexp ( / 0, AW, — - / 02 du). (A.8)
0 2 Jo
The next result generalizes Proposition A.1.5. Again, the proof is left to the reader.

Proposition A.2.1 Let Q be a probability measure, equivalent to P on (2, Gr), such that the density
process ) in (A.2) is given by (A.8). Then under Q and with respect to G we have that:

(i) the process (Wi =W, — fot 0. du, t € [0,T)) is a Brownian motion,

(1) the process (N¢, t € [0,T]) is a Poisson process with the intensity function \* given by X\*(t) =
1+ k(t)A(t),

(#ii) the processes W* and N are mutually independent under Q.

A.3 Conditional Poisson Process

We start by assuming that we are given a filtered probability space (2, G,P) and a certain sub-
filtration F of G. Let A be an F-adapted, right-continuous, increasing process with Ay = 0 and
Ao = 0. We refer to A as the hazard process. In some cases, we have A; = fg Ay du for some
F-progressively measurable process A with locally integrable sample paths. Then the process A is
called the F-intensity process.

We are in a position to state the definition of the F-conditional Poisson process, which is also
known as the doubly stochastic Poisson process. A slightly different, but essentially equivalent,
definition of a conditional Poisson process can be found in Brémaud [30] and Last and Brandt [110].

Definition A.3.1 A process N defined on a probability space (Q, G,P) is called the F-conditional
Poisson process with respect to G, associated with the hazard process A, if for any 0 < s < t and
every k =0,1,...

Ay — Ay)*
P(N; — Ny = k| Gy V Foo) = “T) e~ (e=ha) (A.9)

where Foo = 0(Fy 1 u € Ry).

At the intuitive level, if a particular sample path A.(w) of the hazard process is known, the
process N has exactly the same probabilistic properties as the Poisson process with respect to G
with the hazard function A.(w). In particular, it follows from (A.9) that

P(N; — Ny =k|GsVFs) =P(N: — Ny =k | Fo)s
i.e., conditionally on the o-field F, the increment N; — N is independent of the o-field G, for any
0<s<t.
Similarly, for any 0 < s <t <wu and every k =0,1,..., we have

Ay — AE
P(N; — Ny =k |G,V F,) = % e (), (A.10)

In other words, conditionally on the o-field F,, the process (N, t € [0,u]) behaves like a Poisson
process with the hazard function A.(w).

Consequently, for any n € N, any non-negative integers k1, ko, . . . , ky, and arbitrary non-negative
real numbers s; <t < 59 <ty <...< s, <t,, we have that

]P( ﬁ{Nti — N, = ki}) = Ep(ﬁ W e—(Ati—ASi)).
i=1 il

i=1
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Let us observe that in all conditional expectations above, the reference filtration IF can be replaced
by the filtration F* generated by the hazard process. In fact, the F-conditional Poisson process
with respect to G is also the conditional Poisson process with respect to the filtrations FY vV F and
FN v FA with the same hazard process.

We shall henceforth postulate that Ep(A;) < oo for every t € R.
Lemma A.3.1 The compensated process ﬁt = N; — Ay is a martingale with respect to G.

Proof. 1t is enough to notice that, for arbitrary 0 < s < t,
Ep(Ny | Gs) = Ep(Ep(Ny — Ay | Ga V Foo) | Gs) = Ep(N; — A4 | Gs) = N,

where, in the second equality, we have used the property of a Poisson process with a deterministic
hazard function. O

Given the two filtrations F and G and the hazard process A, it is not obvious whether we
may find a process N satisfying Definition A.3.1. To provide a simple construction of a conditional
Poisson process, we assume that the underlying probability space (€2, G, P), endowed with a reference
filtration F, is sufficiently large to accommodate for the following stochastic processes: a Poisson
process IV with the constant intensity equal to 1 and an F-adapted hazard process A. In addition,
we postulate that the Poisson process N is independent of the filtration F

Remark A.3.1 Given a filtered probability space (Q,F,P), it is always possible to enlarge this
space in such a way that there exists a Poisson process N, which is defined on the enlarged space,
has the constant intensity equal to 1 and is independent of the filtration [,

Under the present assumptions, we have that, for every 0 < s < ¢t and v € R, and any non-
negative integer k,

P(N; — N, = k| Foo) = P(Ny — Ny = k| F) = P(N, — N, = k)

and

~ ~ -~ - . _ k
P(N; — N, =k|FNVF,)=P(N, — N, =k) = %e—“—s).

The next result describes an explicit construction of a conditional Poisson process. This con-
struction is based on a random time change associated with the increasing process A.

Proposition A.3.1 Let N be a Poisson process with the constant intensity equal to 1 such that N
is independent of a reference filtration F. Let A be an F-adapted, right-continuous, increasing process
with Ag = 0 and Aow = 00. Then the process Ny = Ny, t € Ry, is the F-conditional Poisson process
with the hazard process A with respect to the filtration G =FN V.

Proof. Since G, V Foo = FN V Fuo, it suffices to check that
Ay — AR
]P(Nt - Ns = k'fsjv \/foo) = %ei(Aths)
or, equivalently,

~ - 5 A, - AL
P(Na, — Na, = k\]—'f\v V Foo) = %e—(m—/\s)_

The last equality follows from the assumed independence of N and F. O

Remark A.3.2 Within the setup of Proposition A.3.1, any F-martingale is also a G-martingale, so
that hypothesis (H) is satisfied.
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Example A.3.1 Cozx process. In some applications, it is natural to consider a special case of an
F-conditional Poisson process, with the filtration IF generated by a certain stochastic process, repre-
senting the state variables. To be more specific, on considers a conditional Poisson process with the
intensity process A given as \; = g(t,Y;), where Y is an R%valued stochastic process independent
of the Poisson process N and g : Ry xR? — R, is some function. The reference filtration F is
typically chosen to be the natural filtration of the process Y; that is, we set F = FY. In that case,
the resulting F-conditional Poisson process is referred to as the Coz process associated with the
state-variables process Y and the intensity map g.

Our last goal is to examine the behavior of an F-conditional Poisson process N under an equivalent
change of a probability measure. For the sake of simplicity, we assume that the hazard process A is
continuous, and the reference filtration F is generated by a process W, which is a Brownian motion
with respect to G. For a fixed T' > 0, we define the probability measure Q on (€2, Gr) by setting

d
ﬁ? ’QT =nr, P-as., (A.11)
where the Radon-Nikodym density process (1, t € [0,T7]) solves the SDE

dny = ne— (00 AW, + 5y dNL), o = 1, (A.12)

for some G-predictable processes 6 and k such that x > —1 and Ep(nr) = 1. An application of the
Ité product rule shows that the unique solution to (A.12) is equal to the product v{, where v and

¢ are solutions to SDEs
dl/t = l/tet th

and R
d¢ = Ci—r¢ dNg

with the initial values vy = (5 = 1. The unique solutions to these SDEs are given by the expressions

t 1 t
vy :exp(/ 0, dW,, — 5/ 93du>
0 0

Go=exp(Uy) [ (14 AUL)exp(-AU,),

O<u<t

and

respectively, where we denote U; = f]o 4 Fu d]vu. Observe that ¢ admits also the following equivalent
representations

(¢ = exp ( — /Ot Ko dAu) H (1+ Kk, AN)

O0<u<t

t
( = exp ( In(1 + Ky) AN, — Ku dAu>.
10,t] 0

Proposition A.3.2 Let the Radon-Nikodym density of Q with respect to P be given by (A.11)-
(A.12). Then the process W* defined by, for t € [0,T],

and

t
Wr =W, —/ 0, du,
0
is a Brownian motion with respect to G under Q and the process N* given by, for t € [0,T],
t t
Nt* = Nt —/ HudAu :Nt —/ (1+/ﬁ)u)d/\u,
0 0

is a G-martingale under Q. If, in addition, the process k is F-adapted then the process N is under
Q the F-conditional Poisson process with respect to G and the hazard process of N under Q equals

t
Ar = / (1 + Ka) dAn.
0
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A.4 The Doléans Exponential

In this section, we recall some well-known results from stochastic analysis, regarding the Doléans
exponential (also known as the stochastic exponential). For more details on stochastic integration
and stochastic differential equations, the interested reader is referred to, Elliott [69], Protter [132],
or Revuz and Yor [133].

A.4.1 Exponential of a Process of Finite Variation

Let us first examine a special case of the Doléans exponential for a process of finite variation. Let A
be a real-valued, cadlag process of finite variation defined on a probability space (2, F,P). Consider
the following linear stochastic differential equation

dZ; = Z,_ dA;,

with the initial condition Zy = 1 or, equivalently,
Zy=1 +/ L dAy, (A.13)
10,¢]
where the integral is the pathwise Stieltjes integral.

Proposition A.4.1 The unique solution Zy = E(A) to (A.13), referred to as the Doléans exponen-
tial of A, is given by the expression

E(A)=e ] A+2a4y)e =t [ 1+ 24, (A.14)

O<u<t 0<u<t

where A° is the path-by-path continuous part of A, that is, the continuous process of finite variation
given by the formula A7 = Ay — > o ,<; DA, for everyt € Ry,
A.4.2 Exponential of a Special Semimartingale

Let Y be a real-valued, cadlag, special semimartingale defined on (Q2,F,P).

Definition A.4.1 We denote by £(Y") the Doléans exponential of Y, that is, the unique solution Z
of the linear stochastic differential equation

dZt == Zt, d}/;g, (A15)

with the initial condition Zg = 1.

Note that (A.15) is a shorthand notation for the integral equation
Zy =1 +/ Zu_ dY,, (A.16)
10,t]

where the integral is the It0 stochastic integral.

Recall that the process of quadratic variation of an arbitrary semimartingale Y is defined by the
formula, for every t € Ry,

Y], =Y? - Y7~ 2/ Y,_ dY,,.
10,4]

The next result furnishes an extension of Proposition A.4.1 to the case of a process Y that follows
a special semimartingale.
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Proposition A.4.2 Assume that Y is a special semimartingale. Then the unique solution to linear
stochastic differential equation (A.15) is given by the formula

&) =exp (Yi-Yo- 5 [V);) [ (+AV.)exp(-AY.),

0<u<t

1
2
where AY,, =Y, — Y, and [Y]¢ is the path-by-path continuous part of [Y].

It is well known that [Y]¢ = (M*€), where M€ is the continuous martingale part of a special
semimartingale Y. Recall that any special semimartingale Y admits the unique decomposition

Y, =Yy + Mf+MI+ A, VteRy,

where M€ is a continuous local martingale, M? is a purely discontinuous local martingale, and
A is a predictable process of finite variation, with the initial values M§ = M¢ = Ay = 0. This
decomposition is commonly known as the canonical decomposition of a special semimartingale Y.

The following result summarizes the properties of the Doléans exponential that are useful in the
context of Girsanov’s theorem.

Proposition A.4.3 (i) The Doléans exponential of Y is a strictly positive process if and only if the
gumps of Y satisfy AY; > —1 for everyt € Ry.

(1) If Y is a local martingale such that AY; > —1 for every t € Ry then E(Y) is a strictly positive
local martingale and thus a supermartingale. In that case, it is a martingale whenever Ep(E,(Y)) =1
for every t € Ry.

(iii) The Doléans exponential of a local martingale Y satisfying AY; > —1 for every t € Ry is a
uniformly integrable martingale whenever Ep(Ex(Y)) = 1, where Eoo(Y) = limy .00 E(Y) and the
limit is known to exist.
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