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Preface

During the last years banks have realized that default risk cannot be neglected.
The subjective assessment of credit worthiness has to be replaced with a more
objective way of estimating default risk.

Mathematical credit risk models in the literature are mainly models based
on Brownian motion although it is known that real-life financial data provides a
different statistical behavior than that implied by these models. Lévy processes
are an appropriate tool to increase accuracy of models in finance. They have been
used to model stock prices, and term structures of interest rates, thus allowing
more accurate derivative pricing and risk management. In this study we discuss
how general Lévy processes can be applied to credit risk and market models.
There are also a few jump-diffusion models where the jump-components have
sample paths of bounded variation, but some of the very important subclasses
are special types of Lévy processes.

The emphasis in this study lies on the application of Lévy processes in credit
risk models. We will mainly deal with the question of pricing defaultable cor-
porate bonds. However we will also consider a portfolio model where the main
question is the modeling of the loss distribution. Furthermore, we present a Lévy
Libor model which contains the classical Libor model as a special case.

In Chapter 1 we briefly survey some aspects of credit risk, generalized hy-
perbolic distributions and Lévy processes. In the overview of the structural
approach, we show how Lévy processes can be used to generalize the classical
structural approach due to Merton (1974). In Chapter 2 we present and general-
ize the approach of the commercial software package CreditRiskt™ by Credit
Suisse Financial Products. This chapter might be of some interest to practition-
ers since we introduce an alternative distribution to CreditRisk*™ which allows
for heavier tails and still guarantees analytical tractability.

Then we introduce a credit risk Heath-Jarrow-Morton-framework based on
Lévy processes in Chapter 3, where we generalize the Gaussian approach in Bi-
elecki and Rutkowski (1999, 2000). With a view to more realistic modeling we
also include the topic of reorganization within this framework, which is based on
an idea of Schénbucher (1998, 2000a).

In Chapter 4 we show how the market practice of pricing caplets with the
Black formula can be pushed further to a model where the driving process is a



Lévy process.
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Chapter 1

Introduction

1.1 Mathematical approaches

A default-free zero-coupon bond is a financial security paying its owner one cur-
rency unit at a prespecified date 7" in the future. A defaultable bond, usually a
corporate bond, is a financial security promising its owner to pay one currency
unit at a prespecified maturity date 7" in the future. In contrast to the case of
default-free bonds the issuer of a credit risky bond will default with a certain
probability before or at time T'. In case of default the holder of such a bond will
receive only a fractional amount of the promised currency unit or nothing at all.

Roughly speaking, models for credit risk can be divided into two categories:
structural models, see Merton (1974), where the quantity one models is the total
value of the firm, and intensity based models, where default itself is modeled,
namely typically as a jump-process (see e.g. Jarrow and Turnbull (1995)). An-
other group are portfolio models, where the loss distribution of the portfolio is of
special interest. We give a short overview to these types of models. Of course,
the distinction between these approaches is not always strict.

1.1.1 Structural models

Credit risk is the risk that an obligor cannot meet his obligations because the
amount of liabilities due surpasses the amount of funds available. Since the funds
available as well as the liabilities are stochastic variables, one way of modeling
credit risk is the modeling of these variables as stochastic processes.

The value-of-firm based models go back to the famous Nobel-prized article of
Black and Scholes (1973) and to Merton (1974). These models are also called
‘structural’ or ‘classical’ models — ‘structural’ because the variables underlying
the model are imposed in the firm’s balance sheet.

The main idea is that the debt of a firm can be interpreted as a combination of
a default-free bond and a put option on the value of the firm. We consider a firm



which is financed by equity and zero coupon debt with face value K maturing at
date 7.

We assume a stochastic basis (2, F, P) with a filtration (F;):>o satisfying the
usual conditions. The measure P is the real-world measure. The value of the
firm at time ¢ is denoted by V;, which we model as an adapted exponential Lévy
process

Vi = Vo exp (Ly). (1.1)

In the original paper of Merton (1974) the Lévy process L is a Brownian motion
with drift, more precisely L; = (u — 02/2)t + oW, where p € R,0 > 0 and W is
a standard Brownian motion. However, the calculations can be done analogously
for an arbitrary Lévy process. A Lévy process is essentially a process with in-
dependent and stationary increments. We give details and references in Section
1.3. For example, we may take L as a generalized hyperbolic Lévy process, see
Eberlein and Keller (1995), or Eberlein and Prause (2002), or we may use the
variance gamma model as in Madan (2000). Concerning the market we make the
same assumptions as in the original paper, see Merton (1974, Assumption Al —
AT).

At maturity 7" the firm is obliged to pay the amount K to the bond holder.
If the value of the firm at time T is less than the debt K, the firm will not be
able to meet its obligations, i.e. the firm holders have to abandon the company.
This means at time 7" the bond holder receives

min(Vr, K) = max(K,0) — max(K — Vr,0)
= K—(K-Vp)t. (1.2)

Default is only triggered, when the value of the firm at maturity date T', Vi,
is less than the firm’s debt K. In this basic model default cannot occur before
the maturity date T'. The payoff to the bond holder at T' equals the payoff of a
default-free bond with face value K minus a European put option on the value
of the firm with strike K. In other words, purchasing a note from a risky firm is
the same as purchasing a risk-free bond and simultaneously selling a put option
to the borrower that states that the bond holder will buy the firm for the amount
of the note. The recovery rate, i.e. the fraction of amount that the bond holder
receives in case of default, is Vy/K. Hence, by equation (1.2), the value of the
bond at time ¢ is

Kexp(—r(T —t)) — Put(V,, K, T —t,Q), (1.3)

where r is the interest rate, which is assumed to be constant over time and the
second term is the price of the put option, i.e.

Put(V,, K, T — t,Q) = Eqle ™" (K — V)" | 7,

and Q is an equivalent martingale measure. In the Merton-approach there is
a unique martingale measure Q and the price of the put is calculated with the
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classical Black-Scholes option formula. In the general Lévy setting there is usually
no unique martingale measure. In the generalized hyperbolic setting, one can take
for example the Esscher transform, see e.g. Eberlein and Keller (1995) or Eberlein
and Prause (2002).

The value of the put option reflects the risk of default. The higher the default
risk, the higher is the value of the option, i.e. the more the firm holder has to
pay to the lender to ‘convince’ him. An important credit risk measure is the
probability that a default will occur given the information at time ¢ under the
real-world measure P, denoted by Defp(t). It can easily be calculated that this
probability is given by

Defp(t) = FPLT—t (10g(K/‘/t))7

where Fpr,_, is the cumulative distribution function of the law of Ly_, PLir—t,
This can be seen as follows. Due to the independent and stationary increments
of L we have

Defp(t) =P (Vi < K| F) =P (Viexp(Ly — L) < K | F)
=P(Lr — Ly < log (K/V;)) = Fprr_, (log(K/V}))).

In the Merton model, we have

Defp(t) =N ((J\/T — )71 (ln (K/V;) — (1 — %UQ)(T — t))) ,
where N is the cumulant standard normal distribution function, see e.g. Jarrow
and van Deventer (1999) or Crouhy, Galai, and Mark (2000). Note that in the
classical setting we have Defp(t) = N(—d), where d is known as the ”distance-to-
default”. In the generalized hyperbolic setting there is no closed form expression
for the cumulant distribution function, but we can calculate the distribution of
Lr_; numerically by efficient fast Fourier methods. If the Lévy process remains a
Lévy process under the measure Q, then the risk-neutral default probability can
be calculated in exactly the same way as under the real-world measure.

In Figure 1.1 we simulated paths of the value of the firm by using stock data
and compare the probability of default in the classical Merton model and the gen-
eralized hyperbolic model. Figure 1.2 shows the ratio of the default probabilities.
When the time to maturity 7" — ¢ is large the difference between the Merton and
the generalized hyperbolic model can be neglected. However, close to maturity
the distribution of the increments of L has much less mass in the tails in the
Merton model than in the generalized hyperbolic model. For example the normal
distribution is close to maturity more optimistic than the generalized hyperbolic
distribution when the value of the firm is strictly greater than K. These facts
are well known from option pricing theory, see e.g. Eberlein and Prause (2002).

There are several generalizations of the Merton model. Black and Cox (1976)
consider different classes of seniority and also include the possibility of default

3
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Figure 1.1: Classical Merton vs. generalized hyperbolic Merton.

before the maturity 7. The default time is modeled as a first passage time
over a given boundary. Unfortunately, it seems to be impossible to determine
the distribution of a crossing time for general Lévy processes. The distributions
of first hitting times are only known in some very special cases, such as Lévy
processes with bounded variation, see e.g. Gusak and Koralyuk (1968), or in
case of a Brownian motion with constant drift, see e.g. Harrison (1985).

Geske (1977) prices defaultable bonds paying coupons by using a compound
option approach. The cost of deposit insurance is discussed in Merton (1977,
1978), and Ronn and Verma (1986).

Further work in this area has been done by Longstaff and Schwartz (1995).
The Longstaff-and-Schwartz model allows for stochastic interest rates and corre-
lation between interest rates and the value of the firm. Their model implies that
credit spreads are strongly negatively correlated to the level of interest rates.
This is consistent with data placed at disposal by Moody’s. This fact is also
affirmed in Duffee (1998), where negative correlation between credit spreads and
U.S. Treasury yields is documented.

Jump-diffusion approaches substituting the geometric Brownian motion in
the Merton model are considered in Schonbucher (1996) and Zhou (1997). The
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Figure 1.2: Ratio of the default probabilities according to Figure 1.1.

motivation in Zhou is an empirical investigation by Jones, Mason, and Rosenfeld
(1984). They show that credit spreads on corporate bonds are too high to be
matched by the classical approach.

Structural models can also be applied to value the impact of credit risk on
the pricing of options. Johnson and Stulz (1987), and Hull and White (1995),
use extended Merton models to price ‘vulnerable’ options. These are options on
the firm’s bonds, written by a third party, who could also default. An empiri-
cal investigation is done in Anderson and Sundaresan (2000). They found that
structural credit risk models track credit spreads very well during some periods
but fail during other periods.

The structural approach can also be applied to sovereign risk, see e.g. Kar-
mann and Plate (2000). Brady bonds are used to estimate the probability of
default of a country in Claessens and Pennacchi (1996).

Another application is the topic of optimal capital structure of a firm, see e.g.
Brennan and Schwartz (1978), Leland (1994), Leland and Toft (1996). Recent
articles on this topic are Duffie and Lando (2001), Uhrig-Homburg (2001) and
Hilberink and Rogers (2002). The first paper studies implications of imperfect
information, the second article endogenizes the firm’s default point assuming that
equity issuance is costly. The latter includes a generalization where jumps of the
firm value are generated by a spectrally negative Lévy process, i.e. a Lévy process
with sample paths of bounded variation with no positive jumps.

Credit derivatives and stochastic liabilities are modeled in Ammann (1999).

1.1.2 Intensity-based models

In intensity-based models the time of default is specified usually as the jump time
of a one-jump process. The intensity-based approaches are often formulated in
terms of the hazard rate and do not necessarily rely on the value of the firm. For
the discussion of the hazard rate with a view to credit risk models we refer to



Jeanblanc and Rutkowski (2000) and Blanchet-Scalliet and Jeanblanc (2002).

The first approaches in intensity-based models have been made in Pye (1974),
Ramaswamy and Sundaresan (1986), Litterman and Iben (1991), and Jarrow and
Turnbull (1995). In the Jarrow-Turnbull approach the interest rate is constant
and the default time is exponentially distributed with parameter A. Jarrow and
Turnbull consider the ‘promised dollars’ of corporate bonds as a foreign currency.
Other intensity-based models have been developed in Duffie, Schroder, and Ski-
adas (1996), Duffie and Singleton (1999a), and Lando (1998). In the latter paper
the dependence between stochastic intensities and the spot rate are handled.

The mathematical background for the intensity-based models are in general
default-free term structure models. Most of the models, we mentioned above
build on short-rate models. But there are also a few models which build on the
more general Heath-Jarrow-Morton framework (HJM), see Heath, Jarrow, and
Morton (1992). In Bjork, Kabanov, and Runggaldier (1997) the HIM-framework
which is based on Brownian motions has been pushed further to jump-diffusions
already with a view to applications in credit risk. In Eberlein and Raible (1999)
the HJM-framework has been developed further to Lévy processes and in Bjork,
Di Masi, Kabanov, and Runggaldier (1997) to semimartingales. The latter also
discusses important questions of martingale measures and completeness of the
market. An overview of default-free term structure models can be found for
example in Bjork (1998), or Musiela and Rutkowski (1998).

Credit ratings are key inputs to the more advanced intensity-based models
of Jarrow, Lando, and Turnbull (1997), Thomas, Allen, and Morkel-Kingsbury
(1998), Lando (1998, 2000), Schonbucher (2000a), Bielecki and Rutkowski (1999,
2000). The Jarrow-Turnbull approach is refined in the work of Jarrow, Lando,
and Turnbull (1997) by taking the fact into account that the credit quality of
the obligor may change over time. This is done by including the information of
the rating of the company, which is modeled by a Markov chain with state space
K ={1,..., K}, where 1 corresponds to the best possible rating different from
default-freeness, and K is the state of default.

There are only a few examples of intensity-based approaches which do not
restrict themselves to continuous models based on Brownian motion. Examples
are Duffie and Singleton (1999a), Schonbucher (2000a, Section 2.7), or Hoogland,
Neumann, and Vellekoop (2001), but the emphasis lies always on jump-diffusions,
where the jump component has sample paths of bounded variation. We go one
step further in direction of more realistic assumptions and consider models based
on Lévy processes.

In Chapter 3 we generalize the Bielecki-Rutkowski approach to construct an
intensity-based term structure model based on Lévy processes. We also include
the topic of restructuring after default, since in practice a default does not nec-
essarily lead to the liquidation of the company. The topic of reorganization in a
mathematical setting has first been introduced in Schénbucher (1998, 2000a).



1.1.3 Portfolio approaches

Portfolio approaches are usually based on simulation techniques. A portfolio
model based on the Merton approach which is designed to take care of market
risk has been developed in Iscoe, Kreinin, and Rosen (1999) and is discussed in
Kafetzaki-Boulamatsis and Tasche (2001). A related work which builds on the
Longstaff-and-Schwartz model can be found in Barnhill and Maxwell (2002). A
methodology for scenario simulation for credit risk within a multi-currency port-
folio can be found in Jamshidian and Zhu (1997). An analytical approximation
technique for the value at risk of a portfolio which includes defaultable securities
is developed in Duffie and Pan (2001).

Recent papers study different methodologies to include dependent defaults.
Jarrow and You (2001) model dependence via changing the default intensity. Cor-
related jump-intensity processes are considered in Duffie and Singleton (1999b).
Dependence structures modeled by copulas can be found e.g. in Frey and Mc-
Neil (2001), Schénbucher and Schubert (2001), or Giesecke (2001). A different
approach based on Polya’s urn scheme is developed in Schmock and Seiler (2002).

This overview of mathematical approaches to credit risk is far from being
complete. We refer to the following (incomplete list of) surveys for further refer-
ences and also for the detailed discussion of the pros and contras of the different
approaches: Cooper and Martin (1996), Lando (1997), Altman and Saunders
(1998), Ammann (1999), Jeanblanc and Rutkowski (1999), Jarrow and Turnbull
(2000), Madan (2000), Schénbucher (2000a), and Bielecki and Rutkowski (2002).

1.2 Practical approaches

In general, commercial software packages for credit risk management estimate
the distribution of losses faced by a holder of a portfolio of credit risky securities.
The pricing of defaultable securities under a risk-adjusted measure is in general
not considered. These approaches are closely related to the portfolio approaches
in the last subsection.

Some of the widely-used credit risk assessment software packages are
CreditMetrics™ (by J.P. Morgan), CreditRiskt™ (by Credit Suisse Fi-
nancial Products) and the KMV approach including CreditMonitor™ and
PortfolioManager™. Other commercial credit risk products have been devel-
oped by McKinsey, Midas Kapiti International, Kamakura, and many other
firms. CreditMetrics™ is a rating-based model, CreditRisk™™ is an actuar-
ial or intensity-based model, and KMV builds on the Merton approach, where
the distance-to-default plays an important role for appreciating default risk.

Some of the software packages permit a closer look, while others are ‘black
boxes’. Credit Suisse Financial Products and J.P. Morgan have released their ap-



proaches freely to the public. A survey on CreditMetrics™ and CreditRiskt™,
two of the benchmarks for credit risk analysis, can be found for example in Nelken
(1999). Broeker and Rolfes (1998) note that CreditRisk™™ is preferable for illig-
uid loan portfolios because of lower data requirements, while CreditMetrics™
appears more suitable for liquid corporate bonds, because information on rat-
ings can be used. A detailed comparison of CreditMetrics™ and CreditRisk*t™
was done by Gordy (2000). Gordy shows that the underlying probabilistic struc-
tures of both software packages are similar. A description of the different ap-
proaches by J.P. Morgan, Credit Suisse Financial Products, KMV, and McKin-
sey can be found in Crouhy, Galai, and Mark (2000). Koyluoglu and Hickman
(1998) show that the approaches used in these products can be summarized un-
der a general framework if one examines only the default component of portfo-
lio credit risk. Broeker and Rolfes (1998) propose a way to include ratings in
CreditRisk™™ and show that the loss distribution is very similar to the one
calculated in CreditMetrics™. Some aspects of the McKinsey-approach can be
found in Wilson (1998). An empirical investigation, where the focus is on the
credit spreads in the KMV /Merton model, is done in Bohn (1999). Biirgisser,
Kurth, and Wagner (2001) and Giese (2002) handle inter alia correlated defaults
in the CreditRisk™™ -framework. Kern and Rudolph (2001) present an empiri-
cal comparison of CreditMetrics™, CreditRisk™™, and CreditPortfolioView ™
(McKinsey) with regard to middle market loan portfolios. Haaf and Tasche (2002)
investigate contributions of single obligors using the Value-at-Risk and expected
shortfall as risk measures in the CreditRisk™™ -approach.

1.3 Lévy processes

Lévy processes play a fundamental role in the theory of mathematical finance
as well as in other fields as physics or telecommunications, see e.g. Barndorff-
Nielsen, Mikosch, and Resnick (2001). The first stock model ever was a Brownian
motion and goes back to Bachelier (1900). The Brownian motion is the only
nondeterministic Lévy process with continuous sample paths. Lévy processes
include a number of standard processes as special subclasses, e.g. Brownian
motion, Poisson and compound Poisson processes, or stable processes. Note that
the sum of a Brownian motion and a compound Poisson process is again a Lévy
process, so that Lévy processes contain also this very important class of jump-
diffusions.

The results that we present here can be found in the monographs Bertoin
(1996), Sato (1999), and Applebaum (2002). Related books are for example
Jacod and Shiryaev (1987) and Protter (1995).

We assume as given a complete probability space (€2, F,P) equipped with a
filtration (F})¢>0, such that the filtered probability space (2, F, P, (F})i>0) satis-
fies the usual conditions, see for example Jacod and Shiryaev (1987).



A Lévy process on IR? is defined as follows.

Definition 1.1 An adapted stochastic process L= (Ly);>0 with values in R® is
a Lévy process if the following conditions are satisfied:

1. Ly =0 a.s.

2. L has independent increments, i.e.
Ly — L is independent of Fs for any 0 < s <t < o0.

3. L has stationary increments, i.e.
for any s,t > 0 the distribution of Ly s — Ly does not depend on t.

4. L is stochastically continuous, i.e.
for everyt >0 ande > 0: hII%PﬂLS — L >¢)=0.

The definition of a Lévy process can also be formulated without using a fil-
tration explicitly, see Sato (1999, Definition 1.6). There is a unique modification
of L which is cadlag (continue a droite avec des limites a gauche, that means:
right-continuous sample paths with existing left-hand limits), and which is again
a Lévy process, see e.g. Theorem 1.30 in Protter (1995). We will always work
with this modification.

Due to the stationary and independent increments every Lévy process on
IR? is fully characterized by an infinitely divisible probability distribution which
equals P*1, the law of L;. The well-known Lévy-Khintchine formula determines
the characteristic function of infinitely divisible distributions:

¢1,(2) := Elexp(i(z, L1))]

=exp | i(b, z) — %(z,cz> + / (e“"””’:> —1—i(z,z)lp(z))v(dz) |, z€ RY,

IRd
(1.4)

where D := {y € R? : |y| < 1}, (z,9) = ijl x;y; is the Euclidean scalar
product; b € IR?, ¢ is a symmetric nonnegative-definite d x d matrix, and v is a

measure on IR? satisfying v({0}) = 0. Because

. | O(af),  aslal =0,
e — 1 — iz, 2)jp<1y =

O(1),  as|z[— oo,

it is also required that v satisfies [a(]z]* A 1) v(dz) < oo, so it is ensured that
z e — 1 —i(z,2)1y,<1y is integrable with respect to v.
Remark: Due to the properties of the Lévy process we have ¢, = (¢r,)".



Definition 1.2 The triplet (b,c,v) is called the generating triplet of L; or of
the corresponding Lévy process L = (Lt)t>0. The matriz c is called the Gaussian
covariance matrix, and v s called its Lévy measure.

Remark: Knowledge of the generating triplet (b, c, ) is sufficient to determine
some very fundamental sample path properties of the Lévy process L. For
example, the sample paths of L are continuous (a.s.) if and only if v = 0. If
v(IR?) = oo, then, (a.s.) jumping times are countable and dense in [0,00). It
can also be seen from the generating triplet, whether a Lévy process has sample
paths of bounded variation or not: L has sample paths of infinite variation on
any time interval (0,¢] if and only if ¢ # 0 or f{lwlél} |z| v(dx) = oo. These
properties as well as further ones can be found in Sato (1999, Section 21).

Obviously, there is a connection between the jumps of L and the Lévy mea-
sure v. Explicitly, if we introduce the integer-valued random measure of jumps
associated with L

w; dt, dz) = ans#o} E(s. AL () (A, da), (1.5)

where AL, = L, — L,_ and ¢, is the Dirac measure in a. Note that the sum
on the right-hand side is well defined because of the cadlag property of sample
paths. Then p” is a Poisson random measure and

vh(dt, dz) = dt v(dx) (1.6)

is its intensity measure. For any B € B(IRy x IR?), x%(.; B) has Poisson distri-
bution with mean vX(B) (possibly 0 or +00), see Sato (1999, Theorem 19.2) or
Jacod and Shiryaev (1987, I1.2.6.(iii) and I11.4.20).

Note that the definition of p* is valid for any adapted cadlag IR%valued pro-
cess, see Jacod and Shiryaev (1987, I1.1.16) and that in case that L is an additive
process ! is a Poisson random measure, too. An additive process satisfies the
same conditions as a Lévy process but does not necessarily have stationary in-
crements, see Sato (1999).

Let us mention, that if [,.|z|v(dz) < oo, or equivalently IE[|L;]] < oo, the
Lévy-Khintchine formula can be rewritten as

1 .
or,(z) =exp | i(b1, 2) — §(z,cz> + / (e —1—i(z,2)) v(dx) | ,2 € RY, (1.7)
IRd
where by = IE[L,], and ¢ and v are invariant to equation (1.4). In Chapter 3
and 4 we will work with stochastic integrals with respect to Lévy processes. The
mathematical background for stochastic integrals customized to Lévy processes

can be found in Applebaum (2002) or for the more general semimartingales in
Jacod and Shiryaev (1987).
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1.4 Generalized hyperbolic distributions

As mentioned above, it is sufficient to know the distribution of L; to determine
the Lévy process L = (L;)i>o. We say that L is a generalized hyperbolic Lévy
motion, if the law of L; is generalized hyperbolic. Generalized hyperbolic distri-
butions have been introduced in Barndorff-Nielsen (1977), and have found many
successful applications in the last years.

Definition 1.3 The Lebesque density of a one-dimensional generalized hyper-
bolic distribution is given by

ghyp(z; A, @, 6,6, 1) = a(\, a, 3,0)(6% + (z — p)?)*>009)
X KA70.5(04\/m) exp(f(z — p)),xz € R,
(a2 — )05
\/%a/\*&E‘é’\K,\(d\/W)

and where Ky is a modified Bessel function of the third kind with index \. The
five parameters are assumed to satisfy the following conditions:

where  a(\ a, 3,9) =

A€ R,

A<0 = §6>0,0 <q,
A=0 = §6>0,0 <a
A>0 = 620,10 <a

The generalized hyperbolic distribution can be obtained as a mean-variance
mixture of the normal and the generalized inverse Gaussian distribution. The
generalized inverse Gaussian distribution plays an important role in Chapter 2.

Definition 1.4 The generalized inverse Gaussian distribution is defined by the
following Lebesque density.

N SN TN S PSR

Then we have the following mixture representation for the generalized hyper-
bolic distribution

ghyp(z; A\, o, 3, 6, ) z/normal(x;u+6y,y) gig(y; A, 6%, 0% — 3%) dy, (1.9)
0

11



where normal(.; u, 0?) is the Lebesgue density of the normal distribution with
mean p and variance o2

Important subclasses are the hyperbolic and the normal inverse Gaussian
(NIG) distribution.

Definition 1.5 For A = 1 we get the hyperbolic distribution given by its Lebesgue
density

2 _ A2
(s, 6.0, = — 77 00 (/@ G R+ e =),

(1.10)
where pp € IR, 6 > 0 and |f] < «a.

Definition 1.6 For A\ = —0.5 we get the normal inverse Gaussian distribution.
Its Lebesgue density s

i d Ki(ar/32 T (@ = )2
nig(z; o, B, 6, 11) = — exp (5\/rﬁ2+ Bz — u)) 1@ (-2
" 0? + (x — p)?
(1.11)
where p € R, 6 > 0 and || < a.

The moment generating function u — [ e“* ghyp(z; A, o, 8,8, p) du, |8+ u| <
«, plays an important role in financial mathematics. Prause (1999, Lemma 1.13)
shows that the moment generating function in the generalized hyperbolic case is
given by

a? — 32 )0'“ Ky(0y/a? — (B +u)?)
a? — (B +wu)? Ky(0y/a2 —32)

Mghyp<u; /\7 «, ﬂa 67 :u) ="t <
(1.12)

The moment generating function of the normal inverse Gaussian distribution is

Muig(u; @, 3,8, 1) = exp (uu +6 (\/oﬂfﬁ2 - \/m)) . (113)

Thus, it is clear that, if Xi,..., X, are NIG-distributed according to
X; ~ NIG(a, 3,0, 1), then the sum is again normal inverse Gaussian:
X1 + ...+ Xn ~ NIG(CY, ﬁ, Z?:l (Si, Zinzl [1,1)

12



The characteristic function ¢ of the generalized hyperbolic distribution is
given by

2

o2 — 32 (02 — iu)?
(oﬂ—(ﬁfiu)?)) : fi ((WO;L;)) )'

(1.14)

A
pcn(u) = exp (WU + 7 log

In the NIG case the characteristic function simplifies enormously:

oniG(u) = exp (iuu +0 (\/ a2 — 32— /a2 — (B + zu)2)> . (1.15)

According to Hawkes, see Rogers and Williams (1994, Chapter I, Theorem
(30.3)), the existence of a classical local time, which is defined as the Lebesgue
density of the following measure m, where

m(A) = / e14(L,) ds, A € B(R)

is equivalent to
oo

0/ Re (1—;%0) du < oo, (1.16)

where ¢(u) = exp(¥(u)) and Re(z) is the real part of a complex number z € C.
Obviously, in the NIG case ¥ (u) is asymptotically linear in u. Thus, the integral
in equation (1.16) does not converge. Note that although the local time in the
classical sense does not exist, the local time in the more general sense is defined,
see Protter (1995, Chapter IV.5). The non-existence of the classical local time
is typical for processes with sample paths of bounded variation. An exception to
this rule is, besides of the NIG case, the Cauchy process. Here a link between the
generalized hyperbolic distribution and the Cauchy distribution can be suspected.
The Lebesgue density of the Cauchy distribution with parameters ¢ and p is given

by cauchy(x; ¢, u) = %m,c >0,u € R.
By Blaesild (1999), cited in Prause (1999), it has only be shown that the
Cauchy distribution with parameters ¢ = 1 is a limiting case. But also the

general Cauchy distribution appears to be a limiting distribution.

Proposition 1.7 The Cauchy distribution with parameters 6 and p is obtained

as a limiting case of the generalized hyperbolic distribution for A = —%, o, — 0.

Proof: This can be seen directly from the characteristic function in equation
(1.15), which converges for a, 5 — 0 t0 Geauchy (1) = exp (ipu + 0|ul), the charac-
teristic function of the Cauchy distribution. Alternatively, one can also consider

13



the densities itself. We define

()

5

)\, s ,(5 = )
o e 59) V27K, (5\/042—52)
Ky o5 (Oé\/ 0%+ (z — N)z)
b(z; N, a, 3,0, 1) :=

12—
(25 @)

c(x; B, ) == exp (B (v — p)) -

Thus ghyp(z; A, , 3,0, 1) = a(\, «, 5,0)b(x; A\, o, 3, 8, p)e(x; B, ). We show that
each of the functions on the right-hand side converge. Then the left-hand side
converges to the product of the limits of the right-hand side.
It is clear that for § — 0 the function ¢(x; 3, 1) converges for all x € IR to 1.
Next we calculate the limit for a(\, a, 3,d). The Bessel function K is sym-
metric in A, i.e.

For v 0 and A > 0, we have
Ka(7) = T(N)2Y 17,

see e.g. Antosiewicz (1968). Note that in our case —\ > 0.

Therefore, K, ( 5\/042 B?) = K_\(0\/a?—p?) and K_\(dy/a?—[?) ~
D(—A)27 1% fa? — 37

Hence

o)
V21K (5\/m>
3*)

(Va? )"
\/ﬁ(p\p( ) A+1)5>\( az_ﬁz),\
2A+1

V2r D ()

™

Next, we calculate the limit of b(z; A\, «, 3,0, 1) for o, 5 — 0. Due to the
symmetry in A we have that

Ky o5(an/0%+ (x — p)?) = Kos_a(ary/62 + (x — p)?).

14

a(\a,(3,0) =




With the same arguments as above we get

bws \ B0, 1) = Kos a(ay/02 + (z — p)?)
(é\/M—_M)Qy.s—,\

(0.5 — A)2705- (am )

QA 0.5 ( 521 (z — p)2 )0'5/\

A—=0.5

12

22—1
= (0.5 —))2- 09 ( 62 4 (z — u)2>

1
0* + (z — p)*

Therefore a, b, and ¢ converge for o, 6 — 0, A\ = —0.5 and hence the density
of the generalized hyperbolic distribution converges to

o
762+ (x — p)?’

i.e. the Lebesgue density of the Cauchy distribution with parameters (0, ). O

Another interesting connection between one-dimensional NIG-Processes and
Cauchy processes is that in both cases there exists no real number that will be
hit by the process in finite time with positive probability, this can be seen by
combining Theorem 4.1 and 4.2 in Sato (2001).

Other limiting distributions and special cases of the generalized hyperbolic
distribution include the normal distribution, the hyperboloid, the normal recip-
rocal inverse Gaussian, the variance gamma, the Student-¢, the generalized inverse
Gaussian, or the skewed Laplace distribution. Detailed information can be found
in Prause (1999, Chapter 1.1).
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Chapter 2

A Portfolio Approach

In this chapter we study the methodology of the software package CreditRisk*™

and show how it can be generalized in a natural way. In contrast to the approach
of Section 1.1.1 and Chapter 3 this chapter deals with a portfolio approach, where
only the common behavior of the portfolio is modeled instead of the dynamics of
a single defaultable bond.

Observed default rates vary over time. This fact is taken into account in
CreditRisk™™ by modeling default rates as random variables. First we present
the CreditRisk™™ methodology as it is described in the technical document
Credit Suisse Financial Products (1997) before we introduce the more flexible dis-
tribution in Section 2.3. Several authors have written surveys on CreditRisk*™ |
examples are Wilde (2000) or Nelken (1999).

We will change the CreditRisk™™ terminology slightly to insert it in a more
mathematical framework.

2.1 Default events with fixed default rates

Consider a portfolio of N € IN obligors, and denote the annual probability of
default by pa, A € {1,...,N}. Let D be the random variable on a probability
space (2, A, P) describing the number of defaults in the portfolio within the next
year. Thus, D is a nonnegative, integer-valued random variable, and we can
define the probability generating function of D as follows

F(z) =E[z"] =) P(D=n)", z€eR. (2.1)

The probability generating function has some especially useful properties.
First, the series in equation (2.1) is absolutely convergent at least for |z| < 1.
Consequently, we can calculate the probabilities P(D = n) by differentiating F
term by term. Second, if X and Y are two stochastically independent random
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variables, the probability generating function of X + Y is the product of the
probability generating functions of X and Y. Third, if Fy(z|X = x) is the
probability generating function of Y conditional on X = x and X has distri-
bution with density f, then the unconditional probability generating function of
Y is Fy(z2) = [ Fy(z|X = z)f(z) dz. For a survey on probability generating
functions see e.g. Feller (1968) or Gut (1995).

Let us consider the sub-portfolio consisting of only one debtor, namely
Ae {1, ce ,N} Let D(A) = ﬂ{Obligor A does default within next year} be the Bernoulli
random variable describing whether A does default or not. The probability gen-
erating function F4 of D(A) is given by Fa(z) = P(D(A) = 0)2° + P(D(A) =
1)z! =1+ (2 — 1)pa, where ps = P(D(A) = 1) is the default probability of A.
Under the assumption that default events in the portfolio are stochastically in-
dependent, F' is the product of the probability generating functions of the single
debtors. Therefore the probability generating function of the number of defaults
within the portfolio, F', is given by

F(z) = [[ Fa(z) = [J(1 + (z = 1)pa). (2.2)

Hence, using the logarithm series and assuming that the probabilities of de-
fault are uniformly small, we get the following approximation

log F() = Y log(L+ (=~ 1)pa)

1 k=1
N
~ Y (2= 1)pa
A=1
N
- (S
A=1
N
= u(z—1), where p:= ZpA.
A=1

Because the random variables D(A), A € {1,..., N}, are Bernoulli distributed
with parameter pa, u = Zgzl pa is the expected number of default events in one
year within the entire portfolio.

Using the last equation and the Taylor expansion of the exponential function,
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we get

F(z) =~ exp(u(z —1)) = exp(—p) exp(pz) (2.3)
- Zo : n'u 2

Thus, D is approximately Poisson distributed with parameter u:

e Fun

P(D =n) ~ . (2.4)

n!

Note that the Poisson distribution is a distribution on {0, 1,2, ...}, and hence
it is possible that a Poisson random variable takes values in {N + 1, N +2,...}.
This implies that an obligor may default several times. But if the number of
obligors NV is sufficiently large this will happen only with a neglectable probability.
This can not be interpreted as default after restructuring of the firm because in
the CreditRiskt™™ -model the recovery rate is zero. A model which includes
multiple defaults in a rigorous way is the model by Schénbucher (1998) and the
related approach in Section 3.5.

Equation (2.4) is the reason why the CreditRisk™ approach is an inten-
sity based approach. The parameter p is the intensity of the Poisson process
(Nt)o<t<T, where Ny is the number of defaults up to time ¢.

The difference between the exact probability distribution and the approx-
imated probability distribution is rather small when default probabilities are
small, but for larger default probabilities this approximation gets worse. This
can be seen in Figure 2.1, Figure 2.2, and Figure 2.3.

exact minus approximation

T T T T T T T
0.0 05 1.0 15 2.0 25 3.0

number of defaults

Figure 2.1: Example Portfolio of three obligors: Difference between exact
and approximated distribution when default probabilities are small: p =
(0.002,0.003,0.004).
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0.001 0.002
I I

0.0
I

exact minus approximation

-0.001
I

T T T T T T T
0.0 0.5 10 15 2.0 25 3.0

number of defaults

Figure 2.2: Example: Difference between exact and approximated distribution
when default probabilities are middle: p = (0.02,0.03,0.04).

0.05
I

exact minus approximation

-0.05

T T T T T T T
0.0 0.5 1.0 15 2.0 25 3.0

number of defaults

Figure 2.3: Example: Difference between exact and approximated distribution
when default probabilities are large: p = (0.2,0.3,0.4).
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2.2 Loss distribution with fixed default rates

In this section we show how CreditRiskt™ uses the distribution of default events
to calculate the loss distribution of a portfolio. Again, the main instrument is the
probability generating function. To make this approach feasible, it is necessary
to group, i.e. to discretize, the exposures into bands. The width of bands should
be small compared with the average size characteristic of the portfolio.

Again, we need some notation:

A = Obligor index, A € {1,..., N},

E, = Exposure of obligor A,

pa = Probability of default of obligor A,
Aa = Expected loss of A.

In order to discretize the exposure and the expected loss on debtor A, it is
essential to represent the exposure and the expected loss as multiples of a unit
amount L. Gordy (2000) mentions that the loss distribution is quite robust to
the choice of L.

vy = Z4 exposure expressed as a multiple of L, v4 is rounded to the nearest

L
. E
integer greater than =2,

€4 = )‘TA expected loss as a multiple of L.

Now the portfolio can be divided into exposure bands B;,j € {1,...,m},
where obligors are grouped according to their common exposure value v4. For-
mally, each band B; is interpreted as a nonempty subset of {1,..., N}, where
B;NB; =0 fori#j.

Note that one can easily replace the assumption of zero recovery by a fixed
recovery rate r4 for each obligor. All one has to do is to replace the exposure E 4
by (1 —r4)Ea, and v4 by (1 —r4)va. The warranted pay-out 74 E4 has then to
be considered separately as the pay-out of a default free bond.

We introduce some further notation.

v; = Common exposure in band B; in units of L,
e; = Expected loss in B; in units of L,
w; = Expected number of defaults in B;.

Thus, €; = p;vj. Since v; = vy, for all A € B;, and ¢; = ZAij g4, it follows

that
€j €A
W= T 2y
J AEBJ' A
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The total expected number of defaults is denoted by

m

m
_ o gj
H= My = o
- — Uj
Jj=1 J=1

Let LOSS be the random variable describing the aggregate losses in units of L in
the portfolio within one year and let LOSS[B;],j € {1,...,m}, be the respective
random variable for band Bj;. Consequently, LOSS = 7", LOSS[B;], where
the right-hand side is assumed to be an independent sum. Furthermore, we
introduce the random variables D[B;],7 € {1,...,m}, representing the number
of defaults in band B;. Then, LOSS|B,] = D|B;lv;,j € {1,...,m}.

Let G : 2z +— G(z) and G : z — G;(z) be the probability generating functions
of LOSS and LOSS|B,]|, respectively. Therefore,

i) = [lei)

— ﬁiP(LOSS[Bj] =n)z"

j=1n=0

= HZP(D[Bj]Vj =n)z"

j=1 n=0
m o

%
—
M@
=| =
&

%

3

= exp (—u + Z ujz”j> . (2.6)
j=1

It will be convenient to define a polynomial P of degree m by setting:

(TR (i—]) 2%
P(z) = D ) P (2.7)
H Zj:l vy

The probability generating function G' can now be expressed as

G(z) = exp (u(P(2) = 1)) = F(P(2)),
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where F', given in equation (2.2), is the probability generating function of D,
which is the random variable describing the number of defaults within the next
year.

One way to get the loss distribution is applying the relation P(LOSS =n) =
4°¢.(0)/(n!) to equation (2.6). However it turns out that this approach can be
very time consuming. The computation of A,, := P(LOSS = n),n > 0, can be

done more efficiently by the recursive algorithm

AO = G(O) =e# (28)
1
A, = —&iAn_,.. 2.
' J;n p I (29)

Once again, it is possible to evaluate the exact distribution of losses using
equation (2.2) and (2.5). Although it would take too much time and space to
write down the exact probability generating function explicitly, it is still possible
to write an algorithm, e.g. in Mathematica™, which allows us to calculate the
distribution of LOSS efficiently. Depending on the implementation language the
exact approach may be even easier to implement than the recursion algorithm in
equations (2.8) and (2.9).

The next example described in Table 2.1 and Figure 2.4 is a "toy example”,
which shows how small the differences can be.

1.0

0.8

0.6

0.4

0.2

0.0

0 20 40 60 80 100

Figure 2.4: Example: Exact loss distribution; see example Table 2.1.
The different numerical approaches are compared in Table 2.2. The recursive

algorithm and the approach using equation (2.6) give the same numerical results.
The differences are neglectable.
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Name Band Exposure vy pgy

1 B 10 0.001
2 B 10 0.002
3 B 10 0.005
4 By 12 0.008
5 DBy 12 0.003
6 DB 12 0.006
7 DBy 12 0.002
8 DBs 8 0.01
9 Bj 8 0.009
10  Bj 8 0.011
11 By 5 0.02
12 By 5 0.025

Table 2.1: Example: Portfolio

Loss k' P(LOSS = k): exact P(LOSS = k): recursion

0 0.902358 0.90303

5 0.0415528 0.0406363

8 0.027346 0.0270909

10 0.00771824 0.00813855

12 0.0172475 0.0171576

13 0.00125926 0.00121909

15 0.000333675 0.000338805
> 16 0.00218486 0.00238922

Table 2.2: Comparison of the numerical approaches: loss distribution

23



2.3 Sector analysis

One of the main tools in modeling default rates as random variables is partitioning
the debtors in different sectors. The idea is that default rates can be related to the
influence of a relative small number of background factors. First, it is assumed
that each debtor within the portfolio belongs to only one sector, e.g. the country
of domicile.

Again, it is necessary to introduce some notation. Let S, 1 < k < n, be the
sectors. For now the Sk, 1 < k < n are subsets of {1,..., N}. Each sector can
now be divided in bands, as done in the previous section.

Let D[Sk],1 < k < n, be the random variable describing the number of
defaults in Sy within the time horizon and let M[Si],1 < k < n, be the mean
number of defaults in sector S, which is also modeled as a random variable with
mean fi; and variance 2. This means that PPl is a mixture distribution on
IR, , where its mean is distributed according to another distribution P,

We summarize the notation as follows:

M[Sk] = random variable describing
the mean number of defaults in sector Sy,
pr = IE[M[Sk]] long term annual average number of defaults in Sy,
o, = +/Variance(M[Sy]).

Each sector Sy is partitioned into m(k) € IN bands B](-k),l < j < m(k). The

common exposure in units of L in band Bj(k) is denoted by V](»k), 1 <j < m(k).

The expected loss in band B](-k) in sector Sy in units of L is denoted by Eg-k).
EF = L y](.k),l < 7 < m(k), exposure size in exposure band B](-k)
in sector 5.
)\g.k) = Lag-k), 1 < j <m(k), expected loss in exposure band B;k)

in sector Sj.

,u§.k) = Expected number of defaults in band Bj(-k

m(k) m(k) _(k)
The expected number of defaults in sector Sy is ux = ,ug-k) = > %
j=1 j=1"Y
It is assumed that the random variables M[Sy],1 < k < 7, are stochastically
independent. Conditional on the value of M[Sy], it is possible to write down
the probability generating function for the distribution of the number of defaults

D[Sk] as follows:

) in sector Sk.

Fpismisy=z(2) = G,

see also equation (2.3).
If the distribution of M][Sk] is absolutely continuous with respect to the
Lebesgue measure, i.e. PM%(dz) = f.(2)dz, for some suitable density func-
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tion fi, we get

hE

Fpis,(2) = > P(D[Sy] =n)z"

0

S
I

P(D[Sy] = n|M[S,] = z) P (dx) 2"

I
NE
0\8

n=0
:/Zz”P [Sk] = n|M[Sy] = z) fr(z) dx
0 ~— <
=Fp(s;]|M[Sy]=x(2)

= /e‘”('Zl)fk(x) de. (2.10)

0

In order to obtain a closed form expression for the probability generating func-
tion in equation (2.10), it is assumed in the CreditRiskt™ technical document
that M[S;] is Gamma-distributed with mean py, and variance o7. Therefore the
density f;, of PMISk is given by

1 _=
fo(®) = —s——€ Prg™ !
{0 T
where I'(.) is the Gamma function, oy = “—2 and Gy, = Z—%
Tk

Using this assumption Fp(g,) expresses as follows

1-— o
145
Fpis)(2) = (*1 — ’“Z> , (2.11)
148k

Fpis,(2) = (1 = pr)* (1 — ppz) ™,

Using the Taylor expansion of Fp(s,) we get

o . n—+ o —1 n.n
Fosy(2) = (1— ) kz( . >pkz |

n

or

where py :=

e

Therefore, the number of defaults in S is distributed according to a negative
binomial distribution. This is similar to the problem studied in Arbous and
Kerrich (1951), where the negative binomial distribution arises when the number
of accidents sustained by individuals in a time interval is Poisson distributed with
parameter p and g is assumed to be Gamma-distributed.
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It is interesting to note, that in a different portfolio approach in Schmock
and Seiler (2002) where Polya’s urn scheme and the theory of exchangeable se-
quences is used to model dependent credit risk, the number of defaults justifies
the Dirichlet-binomial distribution.

One disadvantage of the negative binomial distribution is its lack of flexibility,
e.g. it cannot have skewness coefficient greater than two and mode greater than
zero, see e.g. Stein, Zucchini, and Juritz (1987). Furthermore, practitioners prefer
distributions which allow more mass in the tails of the distributions. A similar
problem arises in modeling stock prices. In the classical model in Samuelson
(1965), the stock price follows a geometric Brownian motion, and thus log returns
are normal-distributed. However, empirical studies show that real-life stock data
provides more mass in the tails than normal distributions, see e.g. Mandelbrot
(1963) or more recently Eberlein and Keller (1995).

One can overcome this problem and get close to perfect fits of the whole distri-
bution including the tails by using (generalized) hyperbolic distributions, see e.g.
Eberlein and Keller (1995), Prause (1999), or Eberlein (2001). The family of gen-
eralized hyperbolic distribution has been introduced in Barndorff-Nielsen (1977)
to model particle size distributions of wind blown sands. The interesting point
is that generalized hyperbolic distributions are normal mean-variance mixture
distributions of normal and generalized inverse Gaussian (GIG) distributions, see
equation (1.9). So the heavy tails of the generalized hyperbolic distributions arise
from the GIG distribution. That is the reason why we consider the mixture of
the Poisson distribution with the generalized inverse Gaussian distribution. The
resulting mixture distribution is also known as the Sichel distribution.

The assumption that M[Sy] is Gamma-distributed can be replaced by any
distribution on IR™, but preserving the analytic tractability of the default distri-
bution is an important point. We assume that PM8k follows a GIG distribution
with parameters Ay, ¥, Y&, i.e. the Lebesgue density f, of PMI%! is given by, cf.
Definition 1.4,

Ak/2 1
fr(x) = %x%—l exp (—§(ka—1 + ¢kx)) g+ (),
where \;, € R and ¥, xx € IRT. In case that A\, > 0 and y, — 0 we get the
Gamma distribution. Other interesting cases are the inverse Gaussian distribu-
tion (A, = —%), or the hyperbola distribution (A = 0). For a detailed survey on
the generalized inverse Gaussian distribution we refer to Jorgensen (1982).

The mixture distribution of Poisson and GIG has been introduced first in
Sichel (1971). In Sichel (1975) a short survey and an application in linguistics
can be found. The special case, where the mixing distribution is inverse Gaussian
(IG), i.e. A\, = —%, is also known as the inverse Gaussian Poisson distribution
(IGP). The IGP is of special interest because it leads to relative simple estimators
and provides good fits in several applications, see Stein, Zucchini, and Juritz

(1987).
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If we assume that the mean number of defaults in sector Si, M[Sk], is GIG dis-
tributed with parameters \g, ¥, x» we get for z < 1+ % a closed form expression
for the probability generating function of D[Sk]

w2 F 1
Fg[{s%(z) = 21(;?:/(%) /x’\’“_l exp (—§(xk$_1 + (Yr — 22+ 2)ZL‘)) dz
0

(r/xe) 2 2Ky, (m Vi)

= 2.12

QK,\k (\/ @/)ka) (2-22+ ¢k) (L)T ( )

_ ( " )Ak/Q KAk(\/2_2Z+¢kw/Xk) (2 13)
2—2z2+1y Ky, (VUr/Xk) . '

Equation (2.12) can be easily seen from the Lebesgue density f of the GIG
distribution. Since [° fi(x) dz =1 we have

e}

Jrereetion gy - Tl
(1) Xr) /2

0

for xx, ¥ > 0.
By taking derivatives of the moment generating function F G[IG] and using

properties of the modified Bessel functions of the third kind one can derive the
probability of n € INy defaults in sector Sk

] . n/2 Up + 2 —(Ak+n)/2 KAk+n< Xk(1/1k+2)>
P(D[Sk] = n) = (X—) (W) Ky (Vxadr)

In Sichel (1971) a useful recurrence formula is derived, so that only the mod-
ified Bessel functions K, and K, 11 need to be calculated. In our parameteriza-
tion we get for n > 2

P(D[Si] =n) = n(n —1) (1 +2)

In case that we choose A\, = —% in equation (2.13), we get the IGP distri-

bution. We use K_, (z) = /7/227 Y27 to simplify the probability generating
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function of D[Sk]

FiG (2) = U\ TV VA202 = 22+ ) TV e VEETIRE
PISIV =\ 2722 1 gy, w205 1/4X,;1/4e—m

—exp (v (Vi — V2= 254 ) ).

n pIG
FD[Sk]

d
Calculating the derivatives % o (2)]:=0,m = 0,1,2,..., yields

P(D[S}] = 0) = FLG 1(0) = eVXr(Va—v2Ti),

oV B—VIFT) 7 n—1+£

P(D[S] =n) =

M

=0

Next we study the connection between py,, o2 and the parameters Ay, xx, and
¢y According to Jorgensen (1982) the moments of the random variable M [Sy] ~
GIG (Mg, Xk, ¥r) are given by

i) = O (Y e

Therefore in the GIG case one has to know more than u, = IE[M[Sk]] and

o2 = IE[M[S,]?] — 3 to determine the parameters A, Y%, and 1. Under the

assumption M [Sg] ~ IG(xk, ) we have the following expressions for the mean
and the variance of M[Sy]

s (@)\/3
_ \/% (2.14)

_ V% (2.15)




We have used the following properties of the modified Bessel function K, see e.g.
Abramowitz and Stegun (1968),

K)\(J?) = K_)\(LL’),

K%(az) = g:c_%e_‘”,
K =K 1 L

Solving equations (2.14) and (2.15) gives the following relationship

Xk = (2.16)
Ok
K

Using these two equations (2.16) and (2.17) and the estimators i, and oy
suggested by CreditRisk™™(Chapter A7.3), we get estimators Y, and {D\k, re-
spectively.

Further information on Sichel distributions can be found in Willmot (1986). A
multivariate extension has been developed in Stein, Zucchini, and Juritz (1987).
The multivariate extension can be used to include sector correlations within the
portfolio, where one can follow the approach in Giese (2002).

2.4 Default losses with variable default rates

Remember that LOSS is the random variable describing the aggregate losses
in our portfolio in units of L. Analogously, LOSS[Sk| and LOSS [Bjk)] are the

random variables, describing the losses in units of L in Sector Sy and band B](-k),

respectively.
The probability generating function Grpss can be written as

Gross(z) = H G Losss:](%);
k1

since we have assumed LOSS[Sk],k = 1,...,n, to be stochastically independent.
The authors of the CreditRiskt™ technical document show that

GLOSS[Sk](Z) = FD[Sk](Pk(Z))a (2.18)

where Fpg,)(.) is the probability generating function of D|[S)|, which is the num-
ber of defaults in S, defined in equation (2.11) and Py(.) is a polynomial similar
to the polynomial P(.) in equation (2.7), defined as
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Pz) = S — (2.19)
&
L&)
=1 "i
Therefore,
oy
LOSS CRCEE ;
k=1 1 — Be WZI/J
e
=1 "J

where p, and oy, are defined as in Section 2.3.

The distribution of LOSS is then calculated using a recurrence relation, which
is applied to the Taylor series expansion of Grogs(.). A drawback of this recursive
algorithm is that it can lead to material rounding errors (sometimes even nega-
tive probabilities) if large portfolios and many sectors are being considered. In
practical implementations, it is sometimes not at all possible to calculate higher
loss quantiles (e.g. 99.9%) or only at errors as high as 30 %, see Giese (2002).
An alternative recursive algorithm using saddle point approximation has been
developed by Gordy (2001). Giese (2002) has developed a faster, more stable
and precise algorithm by making use of the cumulant generating function of the
gamma distribution.

Equation (2.18) can also be used in the GIG and IG case. There, we get
closed form expressions as well:

) 7 or Ky, (VX2 — 2P (2) + ¥
GThés(z )_H <2_2P:f(2)+¢k> ( Ky, (Vexr) >’

k=1
where Py(z) is defined in equation (2.19). In the IG case we get

GLOSS() = HGLOSS[Sk

n m(k) _(k)
2 €, ®
= €exp Z\/Xk \/w - 2 - . KD) ](k)zj +¢k
=1 Y s =LY
J

An example will be discussed in Section 2.6 to compare the
CreditRisk*™ approach with the IG approach. Before we start with the
example portfolio, we introduce another approach which may be used to
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calculate the loss distribution. The idea is, that the assumptions made in Section
2.3 for D[Sk] hold analogously for D[B](.k)].
Then, we have

LOSS = Y LOSS[S]
k=1

Z Z LOSS[B).

k=1 j=1

Assuming that all sums are stochastically independent, we have

’rL m
Gross(z U U LOSS[B(k>]

Therefore, it is sufficient to calculate the probability generating function G ).
i
Since LOSS[BM] = v D[BIM], it follows that

G

LosS[BM)] (2)

The power series expansion of a probability generating function is absolutely
convergent in D = {z : |z| < 1}. Therefore, in D it is possible to differentiate
with respect to z term by term

d"G K
1 LOSS[B{M](2)
P(LOSS[BM = 1) = i o 2 =0
oo (k
1 (v;'n)! (k) O,
> (k)
= Y (0" ) PO =0 0
n=~_{

Hence, it is sufficient to know the distribution of D[B;k)], which has been
computed in Section 2.3.
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2.5 Generalized sector analysis, risk contribu-
tion, and correlation

Generalized sector analysis

The sector analysis introduced in Section 2.3 implies that the default event of
each obligor depends on only one systematic background factor. As before, the
number of systematic default factors is assumed to be relatively small. But now
the default event of each obligor may be affected by several factors. This means
that the concept of sectors has to be replaced by another method, e.g. the concept
of systematic default factors.

Let n € IN be the number of systematic default factors. Let 64, be the
proportional influence of the k-th systematic factor, such that 22:1 Oar =1 for
each Ae {l,...,N}.

The sector analysis approach is a special case of the systematic factor approach
and can be obtained by taking

1 if Ae S,
Oar =04k = .

Remember that the probability generating function of the losses in sector Sy
was G(2) = Fpis,)(Pe(2)), where P is the polynomial given in equation (2.19).
By simple transformations we get

m(k) a(-k) V(k) - N
J i EA VA €
Z V(k)Z J Z VA~ Z 5A,k£ZVA
P <Z> - J=1 "J . A€ESy A=l
k o m(k) (k) o Z €a N
&; VA Oa L84
) AeS;, Aky,
j=1"Yj A=1

The probability generating function of the one-year-losses in the portfolio is
assumed to be of the following form

G(z) = [[ Gi(2) = [ Fp.(Pe(2)),
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where Fp, is the probability generating function of Dy, a non-negative random
variable with mean My}, Where as in Section 2.3 M, is a non-negative random

N
variable with mean pu; = Z 04 rpa and standard deviation o = Y 04 ,04.
A=1 A=1
In case that 045 = 04 we have Dy = D[S;| and M = M|[Sk], where p4

and o4 are the mean and the standard deviation of the random variable D4 =
]l{Obligor A does default within next year} -

It is sufficient to add another sector to take the firm specific factors into
account. This additional band must have N bands, i.e. each band corresponds
with one obligor.

Risk contribution

The risk contribution of an individual obligor A’ is defined as the marginal effect
to the presence of the exposure E 4 on the standard deviation o or a given quantile
of the loss distribution.

The technical document suggests a heuristic formula for the risk contribution
of obligor A’, denoted by RC 4/,

Jo

RC,y = Ey .
A A OF .

The last formula has to be interpreted as

J(ZAe{l n} EA) - (ZAe{l A E4)
ZAE{L ,n} ZAG{L ,n}\A/E

= Oentire portfolio — Oportfolio without A’

RCA/ = EA/

The marginal effect on the a-quantile of the loss distribution can be defined
as

RCA/ (Oé) = a_quantlleloss distr., entire portf. — a_quantlleloss distr., portf. without A’*

Using the derivatives of the probability generating function the variance of the
loss distribution is calculated as

n

o= ) +ZWA

k=1

Then the technical document derives an explicit formula for the risk contri-
bution on the standard deviation.

Ex 2
RC A 2E / / 2 9 / /
A o ( Arptar + E (Hk) €k A,k,uA)
Epin n 2
= et EA/ + E <%) 5k(9A’,k .
g 1 \Hk
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A more advanced method regarding the Value-at-Risk and expected shortfall
contribution of each obligor within the portfolio has been developed in Haaf and
Tasche (2002). For more information on the expected shortfall see e.g. Artzner,
Delbaen, Eber, and Heath (1999) or Eberlein and Prause (2002).

Pairwise correlation

The method of the generalized sector analysis implies correlation between the
different debtors. Let A and B be two obligors of our portfolio. Let pap
be the pairwise correlation between the default indicator variables D(A) =

H{Obligor A does default within next year} and D(B) = ]l{Obligor B does default within next year} -
Again we set py = P(D(A) = 1) and pg = P(D(B) = 1)

Let pap be the probability that both obligors, A and B, default within the
time horizon. Then the correlation psp is

PAB — PAPB
_
(pa — p2)Y*(ps — )2

PAB =

Note that since D(A) and D(B) are Bernoulli random variables, we have that
E[D(I)] = p;,I = A, B, and since D(A) and D(B) are indicator functions,
we have D(I)> = D(I), for I = A, B. By evaluating a formula for pap the
correlation of the defaults of A and B simplifies to

n 2

g

pas = (papgp)'? ZQA,kQB,kpAPB (M—k) -
k

k=1

The last equation implies that two debtors which have no sector in common
will have zero correlation. Since historical data suggests that oy /ur =~ 1 one can
expect default correlations to be of the same order as default probabilities.

2.6 The CreditRisk™™ example

To compare the GIG approach with the CreditRisk™™ approach, we study the
example given in the technical document. The example portfolio consists of
25 obligors, listed in Table 2.3. In this example all obligors are in one single
sector, e.g. the domestic country. All exposures are also presented as multiples
of L = 202389, see the column with heading v, in Table 2.3. The parameters
s and o4 are determined by the rating class of each firm. Because the random
variable D(A) — describing whether debtor A does default or not — is Bernoulli
distributed, we have that pq = pa.

According to the technical document we estimate iy = >, g pa = 3.266

and o) = ) 4.g, 04 = 1.633. Furthermore, p; = b ot 0.449491, and

1+51 o3+
Q= (M1/01)2 =4.
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Name Exposure vy, pa oA

1 358475 2 030 0.15

2 1089819 6 0.30 0.15

3 1799710 9 0.1 0.05

4 1933116 10 0.15 0.075

5 2317327 12 0.15  0.075

6 2410929 12 0.15 0.075

7 2652184 14 0.30 0.15

8 2957685 15 0.15  0.075

9 3137989 16 0.05 0.025
10 3204044 16 0.05  0.025
114727724 24 0.015 0.0075
12 4830517 24 0.056 0.025
13 4912097 25 0.05 0.025
14 4928989 25 0.30 0.15
15 5042312 25 0.1 0.05
16 5320364 27 0.075 0.0375
17 5435457 27 0.056  0.025
18 5517586 28 0.03 0.015
19 5764596 29 0.075 0.0375
20 5847845 29 0.03 0.015
21 6466533 32 030 0.15
22 6480322 33 030 0.15
23 7727651 39 0.016 0.008
24 15410906 77 0.1 0.05
25 20238895 100 0.075 0.0375
Aggregate exposure 130513072
Expected Loss 14221863

Table 2.3: Example: CreditRisk™™ Sector Analysis.

35



r IG

Expected Loss 14540148 14643573
90.0 % — Quantile 31977462 31775073
99.0 % — Quantile 56061753 54442641
99.9 % — Quantile 78122154 67395537

Table 2.4: Comparison of the expected loss and quantiles.

Table 2.4 shows that the inverse Gaussian approach is a real alternative to the
Gamma approach by CreditRisk+. Figure 2.7 visualizes the difference between
the a-quantiles of the loss distribution for o € [0.9,0.999].

The loss distribution in the inverse Gaussian setting, shown in Figure 2.5,
has heavier tails than the loss distribution in the I'-setting. Figure 2.6 shows the
ratio of the credit loss density in the inverse Gaussian approach and the credit
loss density in the I' case.

Loss Distribution (1G)

0.08
|

Probability

0.02
|

0.0
|

0 2*10M7 4*10n7 6*10"7 8*10"7 1078 1.2x10"8

LOSS

Figure 2.5: Example: Credit loss distribution in the inverse Gaussian approach.
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Density Ratio: IG/Gamma

1.0

T T T T T T T
2*10°7 4*107 6*10"7 8*10"7 1078 1.2*10"8

o

LOSS

Figure 2.6: Example: Ratio of credit loss densities: I1G/Gamma.

Gamma-setting

IG-setting _—

alpha-Quantile
6*10°7 7*10M7
| |

5%10°7
I

4%10"7

0.90 0.92 0.94 0.96 0.98 1.00

alpha

Figure 2.7: Plot of the a-quantiles of the loss distribution, o € [0.9,0.999]. The
quantiles in the I'-approach are strictly greater than in the IG-setting for these
a’s.
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Chapter 3

The Intensity-based Lévy Credit
Risk Model

3.1 Introduction

A new approach to modeling credit risk based on the Heath-Jarrow-Morton
methodology (see Heath, Jarrow, and Morton (1992)) was introduced in Bielecki
and Rutkowski (1999, 2000, 2002). The main inputs to the Bielecki-Rutkowski
model are the information on credit rating migration and the instantaneous for-
ward rates. The result is an arbitrage-free model of defaultable (corporate) bonds.
We follow this approach to construct a credit risk framework for the defaultable
term structure driven by Lévy processes.

This chapter is organized as follows. First, we will present the Lévy term
structure model introduced in Eberlein and Raible (1999) and Raible (2000) in a
slightly more general setting, namely under the real-world measure. Next, we will
expand this model by introducing defaultable bonds. In order to reflect reality,
we will also consider restructuring after default. Finally, we will determine the
market price of risk, and give an outline of the implementation of the model. The
empirical relevance of the Lévy approach is illustrated by the analysis of a bond
price data set. A similar approach to the Bielecki-Rutkowski approach has been
developed in Schénbucher (1998). At the end of this chapter we show how the
Schonbucher approach can be generalized with regard to Lévy processes.

Let T* > 0 be a fixed time horizon date for all market activities. A default-
free zero-coupon bond with maturity date T" < T is a financial security paying to
its owner one currency unit at a prespecified date T in the future. A defaultable
bond, in general a corporate bond, is a financial security promising its owner to
pay one currency unit at the prespecified maturity date 7' in the future. The
payment of the promised money unit depends on the financial capability of the
issuer to pay the debt at time 7". It might happen that the issuer defaults before
or at time T, so the holder of the defaultable bond gets only a fractional amount
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of the promised currency unit or even nothing at all.

We denote by B(t,T') the time t, 0 <t < T, price of a default-free T-maturity
bond. Note, that B(T,T) = 1.

We denote by D¢ (t,T) the time t price of a defaultable bond maturing at
T. In this case, we have Do(T,T) < 1 and Do(T,T) = 1 on {7 > T}, where
we write 7 to denote the time of default, which is a stopping time on a suitable
enlargement of the stochastic basis (2, F, P, (F)o<t<r+), which will be specified
in Section 3.2. The subscript C' stresses the dependence of the defaultable bond
from the credit migration process C, which will be specified in Section 3.3 and
Section 3.4, respectively. Some results of this chapter have been presented in
Eberlein and Ozkan (2002).

3.2 The default-free term structure

A term structure model can be specified through the modeling of bond prices or
equivalently, as proposed by Heath, Jarrow, and Morton (1992) (HIM), the (in-
stantaneous) forward rates. Given the forward rates the bond prices are defined
by setting

T
B(t,T) = exp —/ f(t,u) du |, for all t € [0,T7. (3.1)

The short time interest rate or spot rate is specified as r(t) := f(¢,t) when the
forward rate is given. A general and more detailed introduction to bond markets
can be found in Bjork (1998) or Musiela and Rutkowski (1998).

In this section we give a short overview of the Lévy term structure model,
which has been introduced by Eberlein and Raible (1999) and which is a gener-
alization of the HJM methodology.

Let L = (L',..., L% be a d-dimensional Lévy process defined on a complete
probability space (2, F,P) endowed with a filtration (F;)o<i<r+. Let N :={A €
F|P(A) = 0} be the set of P-null-sets in F = Fp- and N := o(N) be the o-
field generated by N. We assume that (F;)o<;<7+ is the smallest right-continuous
filtration such that L is adapted and N' C Fy (see Jacod and Shiryaev (1987,
[11.2.12)). Let P be the predictable o-field on €2 x IR,. The probability measure
P plays the role of the real-world measure. Note that the HJM approach in
Eberlein and Raible (1999) was stated under the martingale measure.

The Lévy measure v of the distribution of L; is assumed to satisfy the follow-
ing integrability condition: there are constants M, e > 0, such that

exp(u'z)v(dz) < oo for all u € [—(1 4 €)M, (1 4 &) M]?, (3.2)

{l=[>1}
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or equivalently, see Sato (1999, Theorem 25.3),
Elexp(u'Ly)] < oo forall u € [—(1+¢)M, (1 +¢e)M]".

Hence, the Lévy process L is a d-dimensional special semimartingale. Regarding
the instantaneous forward rates we make the following assumption.

Assumption (Al): For any fixed maturity 7" < T the default free instantaneous
forward rate f(t,T) satisfies

df(t,T) = 0,A(t,T) dt — %(t, T) " dLy, (3.3)

where 0y denotes the derivation operator with respect to the second ar-
gument; and the P ® B(IR,)-measurable stochastic processes > and A
with values in IR? and IR respectively are defined on Q x A, where
A = {(s,7) € Ry xR; |0 < s < T < T*}. The stochastic processes X
and A are path-wise twice continuously differentiable in the second variable,
where the partial derivatives of A and X are bounded and 093(w;t,T) is
a continuous function in ¢. In addition, we assume that X(s,T)" > 0 for
each i = 1,...,d and for all (s,7) € A with s # T, and A(s,s) = 0 and
Y(s,s) = (0,...,0)".

An equivalent representation of df(¢,7') can be obtained by the canonical
decomposition of L (see e.g. Jacod and Shiryaev (1987, 11.2.38)), namely

Ly =bt+ W, + j / x (ut — v (ds, dz), (3.4)

0 Rd

where b € R?, ¢ is a d x d matrix, W is a standard d-dimensional Brownian
motion, u” is the random measure of jumps, and v* is its compensator (see Jacod
and Shiryaev (1987) for the definitions of p” and v’). Note that v*(dt,dz) =
v(dz) dt. Without loss of generality we can assume b = 0 € IR?, so that L, =
Wy + f; Jga @ (i —v)(ds, dz).

The instantaneous forward rate dynamics (3.3) is equivalent to

df(t,T)Iag t T dt—ag ( ) Cth
/ 0y (t, )" —vh) (dt, dz). (3.5)

The existence of the integral [, [1.a(0:%(s, T)T@)(u? — v*)(ds, dz) is ensured
by Jacod and Shiryaev (1987, 11.1.30).

As shown in Raible (2000, Section 6.3.2), it can be easily seen that the
Lévy term structure is a special case of the Bjork/Di Masi/Kabanov/Runggaldier
framework presented in Bjork, Di Masi, Kabanov, and Runggaldier (1997).

40



Proposition 3.1 The bond price B(t,T) is given by
t t
B(t,T) = B(0,T) exp /(r(s) — A(s,T)) ds + /E(S,T)T dL (3.6)

0 0
t t

= B(0,T)exp (/(r(s) — A(s,T)) ds + /E(S,T)Tc dW;

0

—l—/t/E(s,T)Tx (u* —vh)(ds, dx)

0 R4

(3.7)

Proof: The proof of this equation is mainly the same as in Bjork, Di Masi,
Kabanov, and Runggaldier (1997, Proposition 5.2). Equation (3.3) yields for
0<t<u<T™

ft,u) — f(0,u) = /62A(s,u) ds — /022(3,U)T dL [Pr3.1.a
0 0
and
flu,u) = f(0,u) + /82A(s,u) ds — /8QZ(S,U)T dLs.  [Pr3.1.b]
0 0

Equations (3.1) and [Pr3.1.a] yield
T

In B(t,T) /ftu = —/(f(O,u)+f(t,u)—f(O,u)) du

t

_ _/ f(O,u)+O/82A(S,u) ds—[)/agz(s,u)T dr, | du.

t

Hence by Fubini’s Theorem, see Protter (1995, Theorem 1V.4.45),

InB(t,T) /fOu du—//82 S, U dsdu—l—/ 0233(s, u) T dL, du
——/f(O,u) du—//ﬁgA(s,u) duds—i—/ 0X(s,u)" dudLs.
t 0t 0t
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Therefore

InB(t,T) (/T Oudu/f(Ou)d)

0
t

/ /82Asudu—/82 S, u) ds
ST

t

+/ /822 du—/ag (s,u)" du | dL,

s

T
/fOu du—//82 su)duds+//82 (s,u)" dudL,
0 0
¢
+/f0u du—l—//@g su)duds—//ﬁg (s,u)" dudL,.

0 0

S

Using Fubini’s Theorem, we get

t t

In B(t,T) = In B(0,T) —/A(S,T) ds+/2(s,T)T dL,

0 0
t t u t u

+/f(0,u) du—i—//agA(s,u) dsdu—/ X (s,u)" dL,du.
00 00

0

With equation [Pr3.1.b] we get

t
In B(t,T) = In B(0,T) +/ (5,T)) ds+/2(s,T)T dLs.
0 0

This proves equation (3.6). By combining equations (3.6) and (3.4) we get
equation (3.7). Note that we have assumed b = 0. O
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Proposition 3.2 The dynamics of B(t,T) for fized T € [0,T*] is given by

dB(t,T) = B(t—,T) &Q)+%DX@TﬂcP—fuuT»dt

+3(t,T) e dW,
+ /Z(t,T)Tx (" —v") (dt, dz)

IRd

+ / (exp (Z(t,T)Tx) —1—X(t, T)Tx) p(dt, dz)

IRd

(3.8)
Proof: Equation (3.7) yields

InB(t,T)=mB0,T)+ [ (r(s) —A(s,T)) ds

—

+ [ B(s,T) e dW,

_|_

o\ o\ﬁ -

/z z (1t — v7)(ds, do).

On the other hand the It6 formula, as given e.g. in Goll and Kallsen (2000,
Lemma A.5), results in

t

InB(t,T) =InB(0,T) + / ﬁdE(s,T)

) o

It is simple to get B¢(.,7) from the It6 formula applied to f(X;) =
exp(ln B(¢,T)), see Corollary A.6 in Goll and Kallsen (2000) and its proof where
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one can find formulae for the semimartingale characteristics in a more general
case. We can easily calculate

t

(B(.,T), B(.,T)); = / (B(s—,T)*1S(s,T) ) ds
0
Note that the jumps of B(.,T) satisfy the following relationship

AB(t,T) = B(t—,T) (e~ BT — 1) = B(t—,T) (eza,:r’)mu — 1) :

Using the definitions of the random jump measures p2¢7) and p’ we get

//( ( )T—;x> N B(Siﬂ)ﬁLB("T)(ds,dx)

= Z exp (S(s,T)"ALy) — 1 —%(s,T) T ALg)

~ [ [ (e (56.7)70) = 1= 5067 0) i 5, 0)

+ /Z(S,T)T (" —v") (ds,dx)
0 Rd
t
+// (exp (X(s,T)'z) =1 =%(s,T) "z) p"(ds,dz)
0 Rd
The last equation proves our proposition. 0

The short-term interest rate r(t) = f(¢,t) helps us to introduce the adapted
process B = (By)cjo,r+] of finite variation with continuous sample paths given by

t

By :=exp /r(s) ds|. (3.9)

0
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In financial interpretation B is the risk-free savings account. Further details on
the risk-free savings account can be found for example in Musiela and Rutkowski
(1998, Section 11.1.3).

Proposition 3.3 The discounted bond price Z(t,T) := B%B(t,T) satisfies

t t

Z(t,T)=Z(0,T)exp —/A(S,T) ds—{—/Z(s,T)Tc dWs

+/t/Z(S,T)TJ: (1" —v") (ds,dz) | (3.10)

and follows the stochastic dynamics

dZ(t,T) = Z(t—,T) | a(t,T) dt + /Z(t,T)Ta; (1" —v") (dt, dz)

LR T) e dW, + / (@WW 1 z(t,T)Tx) pE(dt, dz) |

" (3.11)

where

a(t,T) = —A(t,T) + %\E(t,T)Tc]Q. (3.12)

Proof: This is a direct consequence of Proposition 3.2 or of Bjork, Di Masi,
Kabanov, and Runggaldier (1997, Proposition 5.3). 0

3.2.1 Absence of arbitrage

The Lévy term structure model presented in Eberlein and Raible (1999) operates
directly under a martingale measure. Here, we model the forward rate under the
real-world measure P, see Assumption (A1), as in Bjork, Di Masi, Kabanov, and
Runggaldier (1997, Section 5.4).

Let P, := P|£ be the restriction of P to the o-algebra F; and

0= {13 e MYQ,F) : P, ~ P, for all 0 < ¢ < 0o and
(Z(t,T))o<t<r is a local P — martingale for every T € [0, T*]} :

where M'(€Q, F) denotes the set of all probability measures on the measurable
space (€2, F). Following Bjork, Di Masi, Kabanov, and Runggaldier (1997) we
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say that the EMM-property holds if Q is nonempty. EMM is the abbreviation
for “equivalent martingale measure”. In the setting of Eberlein and Raible
(1999) P is a martingale measure, and therefore the EMM-property holds.
Raible (2000) shows that Q is a singleton, and therefore the Lévy term structure
model in Eberlein and Raible (1999) is approximately complete (see Bjork, Di
Masi, Kabanov, and Runggaldier (1997, Section 6)).

The EMM-property implies that the coefficients of the model in Assumption
(A1) are interrelated and cannot be chosen in an arbitrary way. The following

result is based on Bjork, Di Masi, Kabanov, and Runggaldier (1997, Proposition
5.3) and is a generalization of the HJM-equality.

Proposition 3.4

t
Peose (i) // (ez(“"’T)Tm —1- E(S,T)Tx) v(de)ds < oo
0 R

(i) a(t,T)+ / (500 1S T)T2) () =0 dP @ di—ac.
R

If P € Q, then the stochastic dynamics of Z(¢,T") in equation (3.11) can be
written as

dZ(t,T) = Z(t—,T) | £(t,T)" ¢ dW, —I—/ <e2(t’T)Tm — 1) (" —v") (ds,dz)
IRd

To ensure that Q is nonempty we have to assume the following condition,
see Theorem 5.7 in Bjork, Di Masi, Kabanov, and Runggaldier (1997).

Condition (M1): Suppose that there exists a predictable process ¢ : 2 x R, —
IR? and a predictable function Y : Q x Ry x R* — IR, \{0} such that

t
1. j;) |p(s)|> ds <00 P-as,

2. L/;)tf]Rd (1 - \/?(3,:3))2 v(dr)ds < oo P-as.,

3. For any T € [0, T*]

t ~
j;) fIRd (eE(S’T)T”” — 1) Lis(sr)Tasm2yY (8, 7) v(dz) ds < oo P-a.s.,
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4. For any T € [0,T"]

alt,T)+2(t,T) co(t)

+ / (607 1) V(t,2) = S(T) 2) v(de) =0, dP @di-as.
B (3.13)

5. IEp[p] =1 for all t € [0,T™], where p = (p¢)sejo,r+) is the process given by

p=exp | [ oo aw.— 5 [jolo) ds
0 0

+//(f/(3,x)_1> (uF — V") (ds, dz) (3.14)

0 R4

_/t/<§~/(s,x)—1—ln§~/(s,x)> ph(ds, de)

0 A

Conditions (M1.1.) — (M1.3.) are the usual integrability conditions for ¢ and Y.
Condition (M1.4.) is a generalization of the well-known HJM-equality. Condition
(M1.5.) ensures that the measure P* which is defined by % = pr+ is a local
martingale measure which is equivalent to P. It follows from Proposition 5.7 in
Bjork, Di Masi, Kabanov, and Runggaldier (1997) that P* is an element of Q.
Note that its density is explicitly given by

4P )
p = P /gzﬁ T AW, — - /]gf) )|© ds

+// (s,2) = 1) ("~ v*) (ds,da) (3.15)

- 7/ (?(s,x) -1- 1n37(s,x)) pt(ds, dz)

Remark: In case that the discontinuous part of L has sample paths of finite
variation, i.e. |, (lel<1) |z| v(dx) < oo, then the density process p simplifies notably
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to

p=ew | o aw. = [l ds
0 0

—i—/t/ln?(s,:c) ,uL(ds,dx)—i-/t/ (1—?(5,1:)) vh(ds, dz)

0 R4 0 R4
The dynamics of the discounted bond price process Z(.,T) under the proba-

bility measure P* can be expressed as, see Bjork, Di Masi, Kabanov, and Rung-
galdier (1997, equation (5.41)),

dZ(t,T) = Z(t—,T) | | a(t,T) + S(t, T) " cp(t)

n / ((ezwm _ 1) Y(t,z) - S(t, T)%) v(dz) | dt

Rd

+X(t,T) e aW,

N / (emm% - 1) (ML —Y, x)VL> (dt, dz)

IRd

= Z(t—,T) | S, T) c dW, + / (ez(t:TW — 1) (" —=7") (dt,dz) |,
Rd

(3.16)

where W, = W, — fg ¢(s) ds is a d-dimensional standard Brownian process
under P* and the random measure 0¥ (w;dt,dz) := Y (w,t, z)vE(dt,dz) is the
P*-compensator of p”.

Remark: Due to equation (3.2) L; has a moment generating function u +—
E[e* 1] on some open interval (—a,b)* > [—=M, M|, a,b,M > 0. Therefore,
the logarithm of the moment generating function x is well-defined by

k(u) == InEe* 1), we (—a,b) (3.17)
If A(t,T) = x(%(¢,T)), then equation (3.13) holds for ¢ = 0 and ¥ = 1. Thus
P = P*. This means that the Lévy term structure model is considered directly

under the martingale measure. More information on this case can be found in

Eberlein and Raible (1999) and Raible (2000).
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3.2.2 Construction of the density process

In this subsection we want to motivate the assumption made in Condition
(M1.5.). Instead of assuming the existence of ¢ and Y as done above, we can
also construct explicitly an equivalent martingale measure for fixed time hori-
zon. We follow Shiryaev (1999, Section VII.3g), where martingale measures are
constructed in the semimartingale framework.

For fixed T € [0, T*] we define the process M = (M;)o<i<r by

M, = / (Z(s—,T))""dZ(s,T), (3.18)

which is a special semimartingale. Instead of considering M we could consider Z
itself, but this is technically more sumptuary. The semimartingale characteristics
are the main input to the construction of the martingale measure, see Jacod and
Shiryaev (1987, Section II.2). The determination of the semimartingale charac-
teristics of Z can be achieved with some effort by using Corollary A.6 in Goll and
Kallsen (2000). In contrast, the characteristics of M can be easily deduced from
the dynamics of M. Note that both approaches lead exactly to the same density
process.
The dynamics of M is given by, cf. equation (3.11),

dM, = a(t,T) dt + / (ez(t’T)T“f - E(t,T)Tx) VE(dt, dz)
IRd
+3(t,T) e dW, + / (ez(t’T)Tx - 1> (" = ") (dt, dz).
]R,d

The jumps of M, AM, satisfy

AMt _ / (eE(t,T)Ta: . 1) IuL({t},dl') — <eE(t,T)TALt _ 1) ]I{ALHEO} > —1.
IRd

Thus,

/t7f(8,u) pM(ds, du) :/t/f(s>eE(S7T)Tm_1),UL(dS,d$),
0 1

0 Rd

for any positive measurable function f on IRy x (—1,00) and also

toof(s,u)uM(ds,du)— | fs,e=D e 1)yl (ds, da).
/] /]

0 R4
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As a result of the last two equations the dynamics dM; can be written as

dM, = a(t,T) dt + (¢, T) ¢ dW,

r T (3.19)
+ / (u—1In(u+ 1)) VM(dt,du) + /u (/LM — l/M) (dt, du).

-1 -1

Equation (3.19) gives the canonical decomposition of M. The semimartingale
characteristics (BM,CM M) of M are given by

BM = /ta(s,T) ds + /t]O(u —In(u + 1)) v(ds, du), (3.20)

where a(s,T) is given in equation (3.12),

¢
cM = (M, M), = /\E(S,T)TC\Q ds, (3.21)
0
and finally
t
vM([0,8] x G) = //ﬂ[07t]xg(87€E(S’T)Tz — 1) v*(ds, dz). (3.22)
0 Re

The change of measure is fully characterized by two processes (or measurable
functions)  and Y, as can be seen in Girsanov’s Theorem, which can be found
in a general setting in Jacod and Shiryaev (1987, 111.3.24).

Due to the fact that M is a special semimartingale, the measure we construct
is a martingale measure, if we can find two predictable processes or functions

f:IR—RandY : Ry x (—1,00) — R4 \ {0}, see Shiryaev (1999), such that

BM +jﬁ(s) dcM +j7u(Y(s,u) — 1) vM(ds,du) =0, (3.23)

or equivalently,

t t t

/ a(s, T) ds+ / / (eE<S:T>Tx —1- E(S,T)Tx> vE(ds, do)+ / B(s)ex?(s, T) ds

0

0 0 R4
t
+ / / (eE@vTW - 1) <Y <s,eE<SaT>Tm - 1) - 1) vE(ds,dz) = 0. (3.24)

0 R4
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One solution to the integral equation (3.24) is given by

A(s,T) — 3|12(s, T) "¢l

B(s) = , s<T
[X(s,T) el (3.25)
A1) =0,
and
~ 2(3777—?:17 if 2(87 T)Tx 7é 07
Y(s,2) =Y (s, 26D e 1) = e¥eD) ey z € RY,
1, ifS(s,T)'z =0,
(3.26)
where
It if u £ 0,
Y(s,u) = u>—1. (3.27)
1, ifu=0,

tildeY (x.t)
0.6

0.4

Figure 3.1: Two-dimensional Plot of }7, equation (3.26). This example: Vasicek
volatility structure $(¢,T) = 2(1 — e~ ") 5 = 0.015,a = 0.5, T = 10.

In Figure 3.1 we visualize this special choice of Y. Note the typical shape of
Y, Y(s,u) is close to one for u close to 0, intuitively speaking, the behavior of very
small jump sizes is very much the same under both equivalent measures. There
is an interesting connection to Raible (2000, Proposition 2.20), he shows that in
case of a generalized hyperbolic Lévy processes with parameters (\, «, 3,0, i), an
equivalent change of measure such that the process remains generalized hyperbolic
with parameters (X, o/, 3, ', 1’) is fully characterized by the condition that 6 = ¢’
and p = p/. And exactly these parameters 0 and p are characterized by the small
jumps, see Corollary 2.23 and Proposition 2.24 in Raible (2000). The choice of
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£ and Y is not unique. If § and Y are deterministic then the semimartingale
characteristics remain deterministic, i.e. the process has still independent — but
not necessarily stationary — increments. If we make assumptions concerning the
drift A, then the change of measure can be accomplished in such a way that the
driving Lévy process is again a Lévy process under the new measure. In this
case Y is a deterministic function that does not depend on the time parameter,
see e.g. Raible (2000, Proposition 2.19) or Jacod and Shiryaev (1987, Theorem
IV.4.39). Some more aspects regarding the change of measure in the context of
Lévy processes can be found in Sato (2000).

Equation (3.23) is the analogue of equation (3.13) with ¢(s)" :=
B(s)X(s, T)"e. In addition, note that

j 7 F(s,w)Y (s,u) M (ds, du) = /t / F(s. 656D )T (5. 2) v (ds, dr)

0 Re

for any positive measurable function f.
We assume that

/ 3(5)dCM < oo, (3.28)
0

/t]O (1 — m>2 ,/M(ds,du) < o0, foreveryte[0,T]. (3.29)

Note that (|z|? A |z|) Y (¢, z) * ™ € Ape, see Jacod and Shiryaev (1987, 1.3.8),
because Y (t,x) < 1. Consequently, M remains a special semimartingale under
the new measure. (Wolfgang Kluge shows in his diploma thesis that this is true
also in the setting where the change of measure is such that L remains a Lévy
process under the new measure.)

Provided that the inequalities (3.28) and (3.29) hold, we can apply Theorem
3 in Shiryaev (1999, page 703) to construct the density process p, which is the
Doléans-Dade exponential (see Jacod and Shiryaev (1987, 1.4)) of the process
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N —

(Ny). The process N is given by
N; = /ﬁ ) dM? + // (s,u) = 1) (p™ — M) (ds, du)
0 -1
A(s,T) = 3|5(s, T) Tef?
/‘ Seyer ) ed
()T
t
+ // (Y(s XD Te 1) - 1) (1" —v") (ds, dz)
0 R
/ T aw, +//( 1) (" —v") (ds,dz).
0 R4
Therefore

(t,T) z
o= [ (S5 = 1) itk > -

IRd

and for any positive measurable function f

/t]of(s,u (ds, du) // (, ST T_xl—l),uL(ds,dx).
|

0 R4

The density process p is given by

pr =E(N);

t t oo

—exp [ N, — %/52(5) dcM + //(ln(u +1) —u) p™(ds, du)

0 0 -1
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Hence

P = exp / T AW, + / / S (b - ) (ds, da)

0 R4

1 / A, D) =512 D) )53 yTepe as

2 1%(s, T) Tel*
t
Y(s,T) Y(s,T) I
—l—// <ln (eE(S,T)T;t - 1) T P + 1| p”(ds,dx)
0 R4

t

:mpt/ﬂ) MV——/M ()1 ds
// (s,2) = 1) (" = V") (ds, dz)

T / [ (¥ ) = Psi) 4 1) s do) | (3:31)

0 Rd

In case that L is a Lévy processes where the discontinuous part has sample
paths of finite variation the density process simplifies to

t t t
1 Y(s,T) x
p=esp | [otoTaw. =3 [lop ase [ [ (S5 ks an
0 0 0 A
t
Y(s,T) "z I
_//(m_l) VL (ds, da)

0 R
= exp /gb W——/\qs |2ds+//lanx (ds, dz)
0 Rd
—//(f/(s,x)—1> vl (ds, dz) | . (3.32)

The form of the density process p in equation (3.31) that we have constructed
in the last section coincides with the form of the density process given in equation

(3.15).

In the next section we will extend the default-free bond market and consider
defaultable bonds.
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3.3 Pre-default term structure

Rating agencies, like Moody’s or Standard & Poor’s, provide valuable information
on the credit worthiness of major firms. Furthermore, banks have tailor-made
internal rating systems for their credit portfolios. More information on this topic
can be found e.g. in Crouhy, Galai, and Mark (2001). Our credit risk model is
able to exploit this rating information. The possible rating classes are described
by the set £ = {1,2,..., K}, where class 1 corresponds to the best possible
rating different from default-freeness, and the class K corresponds to the default
event. For example, in the Second Consultative Paper of the Basel Committee on
Banking Supervision (Basel II) the number of ratings is at least eight, including
the state of default.

Furthermore, we assume that recovery rates §; € [0,1) are constant in each
class. The recovery rate 9; is the fraction of the face value which the bond
holder receives at the maturity date T in the case of default if the bond was in
rating class ¢ before default. An interesting way of summarizing different recovery
conventions can be found in Belanger, Shreve, and Wong (2001).

In this section we consider the default-free term structure given in Section
3.2, and K — 1 different term structures each corresponding to one rating class

ie L\ {K}.

Assumption (A2): For any T € [0,7*] the instantaneous forward rate corre-
sponding to the rating class i € {1,..., K — 1} satisfies under the real-world
probability measure P

dgi(t,T) = B A; (¢, T) dt — ,5(t, T) T AL, (3.33)

where the P ® B(IR,)-measurable stochastic processes A; and ¥; satisfy the
regularity conditions of (A1l). We assume that the canonical decomposition of

LD is LY = bt + ; Wi+ fot Ja piz (uF — v1)(ds, dz), where b; € IR? may be
assumed to be zero again, and p; and ¢; are d X d-matrices.

If d > K we may take ¢; = ¢ and p; = Id, but if one prefers to design a
low-dimensional Lévy term structure model, the ¢; and p; will allow for more
flexibility:.

Using the canonical decomposition of L") equation (3.33) can be written as

dgl(t, T) = (92141(25, T) dt — (922@(15, T)TCz th

- /8222-(15,T)Tp1w (p* —v*) (dt, dz).
]]F{d

(3.34)
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Furthermore, to exclude arbitrage we assume that
gKfl(t>T) > gK72(t>T) >z gl(taT) > f(taT)

Thus risky corporate bonds have higher forward rates than less risky bonds.
This reflects the fact that the higher the default risk, the lower is the price of
the bond. For conditions which generate monotonicity in the Gaussian case see
the comparison theorems in Chapter IX of Revuz and Yor (1999).

We set
T

D;(t,T) = exp —/ gi(t,u) du (3.35)

fori=1,..., K—1. By analogy with the bond price process B(.,T), see equation
(3.8), we obtain the following dynamics of D;(.,T):

dDi(t,T)

= D;(t—,T) | (a;(t, T) + gi(t,t)) dt + /Zi(t, T) " pix (= —vh) (dt, dz)

+3(t,T) T ¢; AW, + / (ezi(t’T)Tpix —-1- Ei(t,T)Tpix> pl(dt, dz) |,
]:Rd
(3.36)

where
a;(t,T) = 2|ZJ,(75,T) cil Ai(t,T). (3.37)

We define Z;(t,T') := B%Di(t, T). Under P the process Z;(.,T') satisfies
dZ;(t,T) = Z;(t—,T) | (a;(t,T) + g;(t,t) — r(t))dt

+ / (ezi(t’T)Tp”” —1-%(¢, T)Tpix> vE(dt,dx)

IRd

+3:(t, T) ey dW, + / (eEdt’T)TW — 1) (1" —v*) (dt, dz)

IRd
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By analogy with equation (3.16) we deduce that Z;(.,T) satisfies under P*

dZ;(t,T) = Z;(t—,T) | (a:(t, T) + g;(t,t) — r(t) + Si(t, T) " cio(t)) dt

* / ((ezi(t,T)Tpix B 1) }N/(t7x) - Ei(taT)Tpix) vE(dt,dz)

Rd

+5:(t,T) ¢; AW, +/<exi(t’T)Tpi'£ — 1) (uL —Y(t, :U)VL> (dt, dz)
]Rd

Therefore, Z;(.,T) is not a local P*-martingale in general.

Remark: The process D;(.,T) (respectively Z;(.,T)) is not the genuine price
(respectively discounted price) of a defaultable bond. It is its conditional price
at time t given that the defaultable zero coupon bond is in the rating class
i € K\ {K} during the time interval [0, ¢].

For the construction of the unconditional zero coupon bond price we have
to take the migrations between the different rating classes into consideration.
Furthermore, the migration intensities will account for credit spreads

%(t) = gilt,t) = (L),

The intensity matrix of the rating migration process will have to satisfy some
condition to guarantee that the discounted defaultable bond price is a martin-
gale under the appropriate measure. This problem will be discussed in the next
section.

The credit migration process is modeled by a conditional Markov process
C' on the space of rating classes K = {1,...,K}. The formal construc-
tion of C' is done in Appendix A by enlarging the probability space from
(€, F. P, (Fose<r-) to (2,6, Q" (Gr)o<e<r)-

To avoid unnecessary and confusing notation we retain the names of the
stochastic processes when we consider them on the enlarged probability space,
e.g. we set Wy(©) = Wi((w,w?,@)) = W;(w), that is we denote the Brownian
motion on by W, too.

The conditional infinitesimal generator of C* under Q* at time ¢ given G, is

Aa(t) Aa2(t) o Ag-a(t) M k(1)
A1 (1) Aaa(t) - Aax-1(t) Ao i (1)
Ay = : : : : )
Ax—11(t) Ag—12(t) -+ Ax—1kx-1(t) Ax-1.k(%)
0 0 e 0 0
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where in case ¢ # j, Ajj : Q x R, — IR, are adapted, nonnegative and
Q*-a.s. integrable on every interval [0,¢] and for i = 1,.... K — 1, X\;(t) =
— 2 jerviy A (B):

The following proposition is taken from Bielecki and Rutkowski (1999, Propo-
sition 2.1).

Proposition 3.5 For every f : K — IR the process M/ is a (G;)-martingale,
where
t
M= f(C}) - /Auf(Ctl) du, for allt > 0.
0
Now we introduce two important auxiliary processes. Let us define

Hi(t) == N1 (t), fori € K and let H;;(t),i # j, be the number of
transitions from rating i to rating j over the time interval [0, ¢].

Remark: For all i € {1,..., K — 1} and ¢ € [0, T] the following equation holds,

K-1 K—1
Hi(t) = H;y(0)— Y Hij(t)+ Y Hi(t) — Hix(t). (3.38)

=L =LA
This means that, if we know the number of transitions from and to the rating
class i over the time interval [0,¢] and whether the rating class at time 0 has

been ¢ then we know whether the rating class at time ¢ is ¢ or different from i.
The same is then true for the left-hand limits in time.

The process M; ; given by

My (t) = His(t) — / Ny (w)Hi(w) du, Wt >0, (3.39)

follows a (G;)-martingale under Q*, see Bielecki and Rutkowski (1999, Corollary
2.2).
We define the process C' = (C*, C?), where C! is the current rating at time ¢,

and C? denotes the previous rating before C} if a rating changes has happened
on [0,t]. Otherwise C? = C}.

The default time 7 : Q — IR, is the (G;)-stopping time given by
Ti=inf{t>0:C =K}, (3.40)

where we set as usual inf () := +o00.
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3.4 Defaultable term structure

In this section we introduce the price of a defaultable bond. The main idea
is to construct the discounted value of the defaultable bond, which changes its
dynamics according to the credit migration process C' = (C!, C?).

For abbreviation purposes we introduce for ¢ € K\ {K'}

ggi(t,T) = / ((ezi(t’T)Tpix — 1> }N/(t,x) — %i(t, T)Tpi:z:> v(dz),

&(t,T) = ai(t,T) + gi(t,t) — f(t,8) + Zi(t, T) ciop(t) + 4(t, T),

51(75, T) = Zz(t, T)Tci,

77’51(1” ta T) = ezi(t’T)Tpﬂ o 1’

and

B.T) = SU.T) e, $la,t,T) = S0 1,
= ,ML, vo=Yul

Consequently, the dynamics of Z(.,T) and Z;(.,T),i =1,..., K —1 under Q*
can now be expressed as

dZ(t,T) = Z(t—,T) | B(t,T) AW, + / P, t,T) (i — ) (dt, d) (3.41)

and

dZ,(t,T) = Zi(t—,T) | &;(t,T) dt + Bi(t,T) th+/Ji(x,t,T) (i — D) (dt, dz) | .
]Rd

(3.42)

The natural candidate for the discounted price of a defaultable bond at time
t with maturity 7T is

=

_1(Hl-(t)Zl-(t, T)+ 0;H; x(t)Z(t,T)).

1

]
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This is the definition in Eberlein and Ozkan (2002). In this thesis we follow an
alternative approach proposed in Bielecki and Rutkowski (1999, 2000, 2002). The
starting point is less intuitive, but the local martingale property is more obvious
at the beginning.

We define the process (Z(t,T))o<i<r by the following stochastic differential
equation

K-1 K-1
AZ(6,T) = > (Z(t,T) = Zi(t, T)) dM;;(t) + > _ (6:Z(t, T) — Zi(t, T)) AM; k (t)
i,j=1;i#j i=1
’ 1K—i _ N K-1 » N
+ Y Hi(t=)Zi(t—, T)Bi(t, T) AWy + > 6:;H, i (t=)Z(t—, T)B(t, T) AW,
Iz(:_ll i =1
+ 30 (L) [ Gt T) (1) (dt,do)

1

7 ]:Rd

=

30 B (t)Z(-,T) [ Gt 1) G- 7) (),
1 R4

7

(3.43)
with initial condition
K-1
Z(0,T) =Y Hi(0)Z(0,T). (3.44)
i=1

Before we can state the next lemma, we need a consistency condition for the
intensity matrix A;.

Condition (M2): For every i € {1,..., K — 1} and ¢t € [0, 7] the following
equality holds

2 (Z;(t,T) — Zi(t, T))Nij(t) + (8, Z2(t, T) — Zi(t, T)) ik (2)

J=1j#

(3.45)
Y Z,(t—, T)a(t, T) = 0.

The next lemma is a generalization of Lemma 2.2 in Bielecki and Rutkowski
(2000).

Lemma 3.6 If Condition (M2) holds, then Z(t,T) can be expressed as
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Moreover, the process (2(t,T))0§t§T is a Q*-martingale and satisfies the fol-
lowing SDE

T

A

dZ(t,T) = (Z;(t,T) — Hy(t)Z(t,T)) dM;;(t)
i

Il
—
<.

/[:7].

=

+> (6Z(T) = Hi()Z(t,T)) dM; k(t)

1

<.
Il

+
0

Hi(t=)Z(t—, T)3;(t,T) dW, + Hx(t—=)Z(t—,T)3(t,T) dW,

1

S H()2(t-T) / it T) (7 — 7) (dt, de)
R

.
Il

T

=1

+ Hi(t=) 2 (t—,T) / M.t T) (i — ) (dt, de)
" (3.47)

with the initial condition

K-1

Z(0,7) =Y Hi(0)Z:(0, 7).

i=1

. K-1
Proof: First, we show that Z(¢,T) = > H;(t)Z;(t,T) + 6;H; () Z(t,T).
i=1
Using the following equation, cf. equation (3.39),

dM; ;(t) = dH, ;(t) — N\ j (1) Hi(t) dt = dH, ;(t) — N\ ; (1) Hi(t—) dt,

we get
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dZ(t,T) = (Z;(t,T) — Z;i(t,T)) dH, ;(t)
i =Ty
- 2 (Z)(t,T) = Zu(t, T)Neg(t) (1)
1,j=1;i#7j

Z §;Z(t,T) — Z;(t,T))Ni.sc (t) Hy(t—) dt
+ Y Hilt=)Zi(t=, T)Bi(t, T) W,

+ N 6 H k(t—)Z(t—, T)B(t, T) AW,

+ Y H()Zt-.T) [ et T) (- 9) (dt do
£ 3 at-)20-7) [ To.t.T) (- 7) (01, d0),
=1 R4

Now, we add and subtract two auxiliary expressions (line three in the next
equation) to make use of the dynamics of Z;(., 7). We do not need to add further
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expressions for the dynamics of Z(.,T'), cf. equations (3.41) and (3.42).

K-1

dZ(t,T) = Z (Z;(t,T) — Z;(t,T)) dH; ;(t)
i,j=Li#]

+ Kzl(a Z(t,T) — Z;(t,T)) dH; k(1)

Kz_:lm T)ai(t, T) dt+KZ:1H ) Zi(t—, T)a;(t, T) dt
+I§Hi(t—) (Z( T)3,(t, T) AW, + Zi(t /zpl 2, t,T) (7 — ) (dt, d@)
i Kzl §:H, 1 (t=)Z(t—,T) (B(t, T) AW, + / Oz, t,T) (7 — D) (dt, dx))

pa e
- [:1 H;(t—) (iz_;(zj@, T) — Z;(t,T)) A (1)

+(8,Z(,T) — Zi(t, T))/\LK(t)) dt
:“K_l (Z,(,T) — Z,(t.T)) dH,, (1 +ZH ) dZ(t.T)

+ (6, Z(t,T) — Z;(t,T)) dH; x(t +Z(5HZK ) dZ(t,T)
-y Hi(t—)< i (Z;(t,T) = Z;(t, T)) A ; (t) + Zi(t—, T)a(t, T)

+ (6;Z(t,T) — Zi(t,T)))\i,K(t)> dt.

It can be easily seen that under Condition (M2) the process Z(.,T) satisfies

K-1
dZ(t,T)= Y (Z(t,T) - Z(t, T +ZH ) dZi(t,T)
1,j=1;i#7j
K-1
+ > (62, T) - )) dH; g (t +Z<5H2K ) dZ(t,T).
=1
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If we change from the stochastic differential equation representation to the
stochastic integral representation we get

It can be shown that for all i € {1,..., K — 1} and ¢ € [0, T

J=liji =l

That is, if we know the number of transitions from and to the rating class ¢ over
the time interval [0, ¢] and whether the rating class at time 0 was ¢ then we know
that the rating class at time t is ¢ or different from i. The same is then true for
the left-hand limits in time.

Thus,
K-1 ¢
2(4.T) = 2(0,T) = / (Z;(s,T) — Zi(s,T)) dHis(s)
1,j=1517#7
K-1 t
N / (6:2(5,T) — Zi(s, T)) dHxc(s)
=1 0
K-1 ¢t K-1 K-1 U
4 /HZ(O) dZi(s,T) /HZ] ) dZi(s, T)
i=1 7 i=1 j=1yj#i §
K-1 K-1 ¢t
+ /HJ,Z( —) dZ;(s,T)
i=1 j=1;j#i
K-1 ¢
- /HZK( ) dZi(s,T) +Z/5H1K ) dZ(s,T).
i=1 0 =1 0
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21 = ) / (Z,(5,T) = Zi(s,T)) dHi ;(s)
i.4=15i#5
K-1 U
+ Z/ (6:;Z(s,T) — Zi(s,T)) dH,; x(s)
=1 0
K-1 ¢t K-1 ¢t
+ /HI ) dZi(s, T)— Y /Hi,j(s—) dZ;(s,T)
i=1 Y i,j=13i#5
K-1 1t
+ ) / Hji(s—) dZ(s,T)
1,J=15i77 |
t K1 t
- /HzK ) dZi(s, T) + Z/(S,-H@K(s—) dZ(s,T) + Z(0,T).
i=1 0 i=1 0
Note that
K-1 K-1
/ZJST dH, (s /ZZST dH;(s).
1,J=15177 | 1,j=15i7£7 |
Therefore,
K-1
Zt.T)= > /leTdHJZ +/Hﬂ ) dZi(s,T)
u,j=Li#j \ 0
K—1 ¢ ¢
- ) /Z,( +/H ) dZi(s,T)
ij=Li#j \{
K—1 t
+> 6 /Z(s,T ) dH; k(s / ) dZ(s,T) | [L3.6.a]
=1

0

||Mi

t
( ZZ‘(S,T deK /HzK dZ (S T)
i=1 0

t

—_

+ : /Hi(()) de‘(SaT>+Z(07T)'

1=1

=

We take a closer look at the expression in the first brackets in equation [L3.6.a].
The process Z; is a semimartingale for every ¢ € {1,..., K — 1} and H,; is an
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(Gi)-adapted, cadlag process with paths of bounded variation starting in zero, i.e.
H;;(0) = 0. Therefore, we can apply Proposition 1.4.49 in Jacod and Shiryaev
(1987) and obtain

/ Zi(s,T) dH,,(s) / ) dZi(s,T) = Z;(t,T)H,(t).

By analogy we get the other expressions in the remaining brackets, and finally
we have

Z(t,T) = Zi(t, T)H;(t) — Zi(t, T)H; (1)

+ 620, TV Hix(t) — S Zi(t, T)Hy g (1)

K-1 K-1
+> H0 H;(0)Z:(0,T) + Z(0,T).
i=1 =1

. . K-
Remember that the initial condition for Z(.,T) is Z(0,T) = Z :(0)Z;(0,T).

=1

= - Zi(t,T) <Hi(0) — i H; ;(t) + i Hj;(t) — Hi,K(t)>
i=1 =T =T

+ z_: O0:H; k() Z(t,T)
= i (H;(t)Z;(t,T) + 6; H; k(1) Z(t,T)) .

i=1

—

This proves the first part of the lemma. For the second part it is enough to
state that

HO2(,T) = H(6) S (H,(02,(t,T) + 6, Hy e (1) Z(1,T))
- Hi(t)Zi_(t,T), i=1,... K1, [L3.6.b]

and

=Y GiH k() Z(t,T). [L3.6.]
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It is sufficient to put the last two equations [L3.6.b] and [L3.6.c] in equation
(3.47) to get equation (3.43), i.e. the definition of Z(.,T).

The local martingale property follows immediately from Proposition 3.5 com-
bined with Jacod and Shiryaev (1987, 1.4.34(b) and II.1.8.(ii)). By construction
it is bounded by 0 and 1, hence it is of class [D]. By Jacod and Shiryaev (1987,
1.1.47 ¢)) we can conclude that Z(.,T) is a martingale under Q*. O

. K-1 K-1
=1 =1

can be rewritten in a more intuitive way

A

We are now in the position to define the price of a defaultable T-maturity
bond associated to the credit migration process C' = (C', C?).
We set

De(t,T) = BZ(t,T) (3.48)
= Z_: H;(t)D;(t,T) + z_: H; x(t)6;B(t,T) (3.49)

or more intuitively,
De(t,T) = ]l{Ctl;éK}DCtl (t,T) + ﬂ{og:K}(SCfB<t7T>-

The next theorem shows that the process D¢ (t,T) introduced in equation
(3.48) has an intuitive interpretation in terms of recovery rate and default time.

Note that the process Z(.,T) given by equation (3.46) follows a (Gi)-
martingale under Q*.

Theorem 3.7 The time t price Do(t,T),0 <t < T, of a defaultable bond ma-
turing at time T, which is currently rated as Cy, equals

K-1 K-1
Do(t,T) = 3 Hi(t)e W7ot 4t 5 7o, Hye(t)er 10t de, - (3.50)
=1

=1

or equivalently

D¢(t,T) = B(t,T) (Z_l Hj(t)e=Ji mlte) du Z_l 5iHi,K(t)> : (3.51)

i=1 i=1

where v;(t,u) = g;i(t,u) — f(t,u), 0 <t <u<T/i=1,...,K —1, is the i-th
forward credit spread.
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Moreover, the defaultable bond price Do(t,T) satisfies the following version
of the risk-neutral valuation formula

1
Dc(t, T) = BtIEQ* |:B—T (11{7->T} + 50% n{TST}) |g;| y (352)

where T is the time of default as given in equation (3.40).

Proof: Equation (3.50) is an immediate consequence of equation (3.49) and the
definitions of D;(t,T) and B(t,T'), see equation (3.35) and equation (3.1), respec-
tively. Equation (3.51) is a simple consequence of equation (3.50).

Since the terminal payoff of the defaultable bond is

DC(T, T) = ]1{7—>T} + 50% H{TST}7

and since Z(.,T) is a Q*-martingale such that Z(T,T) = BLTDC(T, T), we have

A~

Do(t,T) = B,Z(,T)
— B,Eq [Z(T, )| gt}

1
= B/IEq- [B_T <H{T>T} + dcz ﬂ{TgT}> |Qt] :

O

All three representations in Theorem 3.7 explain the defaultable price in a
very intuitive way. The first of the two summands in equation (3.50) is the bond
price expressed in terms of the defaultable forward rate given the state of the
credit migration process. The second summand gives the reduced value in the
case of default. Equation (3.51) shows explicitly the relation between the default-
free and the defaultable bond price. The factor by which the default-free price is
reduced is determined by the actual forward credit spread and the recovery rate.
Equation (3.52) is the appropriate extension of the usual risk-neutral valuation
formula to the case of defaultable instruments. See also Jarrow, Lando, and
Turnbull (1997), where a similar valuation formula is the starting point for the
derivation of the forward rates, or the references in Lando (1997) and Bielecki
and Rutkowski (2002).

3.5 Reorganization and multiple defaults
In many cases firms which have to declare default are not liquidated but are

restructured. An empirical investigation of firms in reorganization can be found
in Franks and Torous (1989, 1994). After reorganization, companies are again
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subject to default risk, i.e. potentially they might default again in the future.
Schénbucher (1998, 2000a) has proposed an intensity-based model which includes
multiple defaults. The framework he uses is closely related to Duffie and Singleton
(1999a).

As in Schénbucher (1998, 2000a) we shall assume that if a default occurs,
the firm will be reorganized and the effect on the bond is that the bond
holder will loose a certain amount, which is represented by a (now possibly
random) quantity ¢ € [0,1). As a consequence default is no longer an
absorbing state of the conditional Markov chain C' which describes the rat-
ings migration. We assume that the state space of C! is the set {1,2,..., K — 1}.

The idea described above is summarized in the next assumption.

Assumption (A3): Define 75 := 0, and ¢y := 0.

1. Defaults occur at (totally inaccessible) stopping times 7 < 75 < ..., where
hmlﬂoo T; = OQ.

2. At time 7,7 > 1, the face value of the bond is reduced by a factor of 1 —¢;,
where 0 < ¢; < 1.

3. The double sequence (7, ¢;)i>0 defines a marked point process

Xei= 2 aily(®)

i>1

with defining measure

(w;dt,dq) = Z Tiax, 20y (W)E(s,a x4 (w)) (dE, dg)

and predictable Q*-compensator
v (w;dt,dq) = K, +(dg) \(w) dt,

where )\; is the intensity process of the jump times of X and K, (dq) is a
transition kernel from (2 x R,,P) into (IR, B(IR)), cf. Jacod and Shiryaev
(1987, 11.2.10).

We define the process Q = (Q)i>0 by
Q= J[-x)=]]0-a) (3.53)

0<s<t T, <t

and the deflated pseudo-default price is defined by
Zi(t,T) = QZi(t,T).
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Figure 3.2 shows a sample path of (). For the simulation we have assumed that
the waiting time between two defaults is exponentially distributed with rate 3,
and that each ¢; is uniformly distributed on [0, 1]. Another possible distribution
which allows to consider different seniorities is the G-distribution, see e.g. Gupton,
Finger, and Bhatia (1997).

1.0

0.8

0.6

0.4

0.2

0.0

Figure 3.2: Simulated sample paths of @), see equation (3.53).

Due to Assumption (A3.3.) we can conclude that the Q*-compensator of @,
denoted by Q¥ has the following form

¢
QF = / A% ds,
0
i.e. if we set @t = Q; — QK then (@t)ggtST is a Q*-martingale.
In Section 3.6 we will determine the intensity process A? more precisely. But in

this section there is no need of its explicit form.
We define

N, T) = a;(t,T) + (¢, T) T cio(t) + /qgl(x, t,T)v(dz).
]Rd

Then the Q*-dynamics of Z;(.,T) is

AZ,(t.T) = Z,(t—,T) ((X-(t, T) 4 u(0) dt + Bt T) dTF,

N / Dt T) (i — ) (dt, dx)
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Because the process @ is of bounded variation and Z;(.,T") is a (special)
semimartingale, we have, cf. Jacod and Shiryaev (1987, 1.4.49),

AZ;(t,T) = Q,— dZi(t,T) + Zi(t,T) dQ,

— Zi(t—.T) | (W(E.T) + (1)) dt + B(t, T) AW,

+ / iz, t, T) (i — D) (dt,dz) | + Z;(t,T) dQ,.
]Rd

Similar to Section 3.4, we define the following local Q*-martingale Z (.,T) by

N K-1
aZ(.1) = Y. (Z61) = Z(t.T)) aMi (1)
i,j=15i#]
K-1

£ 3" H(t-) Z{t—, )3 T) i,
L (3.54)

Within the framework of multiple defaults Condition (M2) changes to

Condition (M2'): For every i € {1,...,K —1} and ¢t € [0,7] the following
equation holds

Z;(t—, T)(i(t, T) + () + Zi(t, T)AL + Z_ (Z;(t,T) — Zi(t, T))Ni;(t) = 0.
J=1,j#

(3.55)

In Section 3.6 we will have a closer look at conditions (M2) and (M2') to get a
better understanding of both conditions and the relation to the short rate spread
7i(t). The next lemma is similar to Lemma 3.6.
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Lemma 3.8 Under Condition (M2') Z(t,T) can be written as

2.T) = @ S H()Z(1.T). (3.56)

Furthermore, 2(.,T) 15 a martingale under Q*and is the unique solution of the
following stochastic differential equation

AZ(t,T) = Kf (Zj(z,T)—Hi(t)E(t,T)> M, (1)

1,j=15i7#]

K—1 N

+ 3 Hi(t-)Z(t—,T)3,(t. T) dW,
o ~ ~

+ Y Hit-) 2 (-, 7) /wi(x, 1) (i — ) (dt, da)
i=1 R4
K-1 ~

+ > H(t—)Z(t—,T) dQ,
=1

with initial condition

Proof: Using the following equation

dM; ;(t) = dH, ;(t) — N j(t)H(t) dt = dH, ;(t) — N, ;(t)H;(t—) dt,

we get
~ K-1 N N K-1 N
dZ(t,T) = (Zj(t, T) - Zi(t, T)) dH, (1) + 3 Hi(t—) dZ(t,T)
i,j=1i i=1

2 Hie-) (Z“—’ T) (Mt T) + %(t)) + Zi(t, T)AY
* Z_ (Z(t,T) = Zit, T))Am(t)) dt.
j=13j#i

Under Condition (M2') we have
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It can be easily seen that

HO = B0~ Y Hy0)+ > 0

J=1j#i j=1,j#i
Therefore
N K-1 ¢t
24.7) = / Hi(0) dZi(s,T) + Z(0,T)
=1

0
K-1 K-1 K-1
= Z HZ(O)ZZ(t7 T) + Z Hj,i(t)Zz(tv T) - Z Hz](t)Zz(tv T)
i=1 1,j=1,j7#1 i,j=1,j7#1
K-1 K-1
= Hz(t)gi(th) = Qt Z Hi(t)Zz(t7T)
i=1 1=1

Similar to Section 3.4, the discounted bond price follows a bounded local
Q*-martingale. Hence it is a Q*-martingale.
For the second part of the lemma we refer to the proof of Lemma 3.6. OJ

Theorem 3.9 The time t price Do(t,T),0 <t < T, of a defaultable bond ma-
turing at time T, which is currently rated as C;, equals

K-1

Do(t,T) =@Q: Y Hi(t)e~ " 9itta) du

i=1
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or equivalently

K-1
Do(t,T) = B(t,T)Q: Y _ Hi(t)e™ ST i) du

i=1

Furthermore, we have the following version of the risk-neutral valuation formula

1
Dc(t, T) == Bt]EQ* |:B—TQT | gt:| .

Proof: The proof of this theorem is analogous to the proof of Theorem 3.7.

3.6 Credit spreads and default intensities

In this section we take a closer look to Condition (M2) and (MZ2') to investigate
the relationship between default intensities and short rate credit spreads.

Let us consider the zero-recovery case and assume that we are only interested
whether the company has defaulted or not. In order to avoid arbitrage, we assume
that Do (t,T) < B(t,T).

In our notation we have K = {1, 2}, where the state 1 means that the company
is still able to pay its debts and state 2 stands for the state of bankruptcy. The
recovery rate is 0; = 0.

Furthermore, we assume that the following relationship holds

a(t,T) = S, (t, T) cro(t) — / <(e21(t’T)T7’1“ - 1) Y(t,x) — El(t,T)Tp1w> v(dz).

" (3.57)

Hence, ai(t,T) = ¢1(t,t) — f(t,t) = 1 (t,t) and ay(t,T) does not depend on
the maturity 7. Equation (3.57) corresponds to the no-arbitrage drift condition
for the default free bond, see equation (3.13), page 47. The dynamics of Z;(.,T)
satisfies in this case, cf. equation (3.42) on page 59,

]R,d
Under these assumptions Condition (M2) simplifies to
Zl(t7 T))‘I,Q(t) - Zl (t_u T)71 (ta t)

Because Z;(.,T) is cadlag we have

A2(t) =7(t, 1) Leb — a.s.
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This means that under the assumptions above the default intensity equals the
short rate credit spread. This relationship has been previously derived in
Maksymiuk and Gatarek (1999).

Before we can consider the non-zero-recovery case which corresponds to Sec-
tion 3.5 we have to take a closer look to the compensator Q% = [- A? ds of
Q = [[,« (1 — X,). First, we calculate the stochastic logarithm of ). Since
Q, > 0 we can write () as a Doléans-Dade exponential.

Proposition 3.10 The stochastic logarithm of Q, L(Q); = fot Q—l_ dQ,, is given
by
¢ 1
—//qux(d&dq)- (3.58)
00

Proof: Since the process @) is purely discontinuous, and therefore its continuous
martingale part is zero, Lemma 2.4 in Kallsen and Shiryaev (2000) yields

L(Q) = log( ) //<1og <1+Qs_> Qs-)uQ(ds,du).

Using Corollary A.6 in Goll and Kallsen (2000), one can show that the integral
of a pu@-integrable function f is

/t/f@’“)/ﬂ(dsadw:/t/lf —qQ.) ¥ (ds, dg).

The last equation can be interpreted in an intuitive way: if at time s the process
X jumps up with size ¢, then @) jumps down with size —q@Q;_ at the same time.
Note that Q)9 = 1. Therefore,

£(Q), = log (%) - / / (log(|1 - a)) + ) #* (ds, dg)

=log(Q) — > _log(1 — ;) //qu (ds, dg).

T <t 0 0

Since log@Q; = >, log(l — @), see equation (3.53), we get
— fo q X (ds,dq). O
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The process N; := fg fol q X (ds,dq) is interpreted as the loss summation
function in Schonbucher (1998, 2000a). Note that N, = > ..., Xs = —L(Q);, or
equivalently d@Q; = —Q,_ dN;,. o

The Q*-compensator of N is given by

A :z/t/lqvx(dsadQ) Z/t/IQ(S)A(S) ds,

where ¢(w, s) = fol q¢K, s(dg). The compensator of Q) = — fo Q. dN, is hence
given by — [; Qs dA, = — [ Qs_q(s)A(s) ds. Hence AP = —Q,_q(t)A(t).

We consider again the setting that we have described above with the same
assumptions. Now we have L = {1}, since after a default the company is reor-
ganized. Condition (M2') then simplifies to

Qv (1=, TYn(t) — Qi Zi(t, T)q(H)A(t) = 0.

And hence

q(OA(t) = g1(t,t) — f(t,t) Leb —aus.

The last equation corresponds to equation (2.71) in Schénbucher (2000a).
Note that this relationship can not be transfered directly to the case of several
rating classes by considering each rating class for its own. This procedure would
imply that the only possible rating changes are the transitions from non-default
to default. However, one has to take care of rating transitions from one non-
default class to other non-default rating classes. This is why Condition (M2) and
(M2') involve the transition intensities \;;.

3.7 Market price of risk

In our approach we start with the real-world measure P € M!(2, F) and con-
struct an equivalent martingale measure P* on the same underlying space. In or-
der to include the information given by the credit migration process C' = (C*, C?)
we had to go to an enlarged probability space ((NZ, G, Q*). The explicit construc-
tion of this enlarged space is given in the appendix.

Now we construct an equivalent measure Q ~ Q* such that the projection
[In(Q) = P, i.e. the probability measure Q plays the role of the real-world
measure on the enlarged measurable space (?2, G). Furthermore, the conditional
Markov process C shall be a conditional Markov process under Q again. Figure
3.3 shows the relationship between the probability spaces.
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Enlargement

(Q,F, P¥) (2.6,Q%)
& =0 = o

O, F,P 0,6.Q

( ) [Io(Q) =P ( )

Figure 3.3: Relationship between the probability spaces.

Let ¢;; : @xIRy — IR, be an arbitrary (F;)o<;<r--predictable function which
according to our convention can be considered as a function on the extended space
Q x Ry as well. We assume that

-
/¢i,j(t))\i,j(t) dt <oo Q*-as.
0

Introduce the Q*-local martingale R by setting

K-1 ¢t

R= Y / (60,(5) — 1) My (s). (3.59)

and define a process n = (1;)o<t<r+ by the following equation

diy = | =07 (1) AW, — / (V(t2) = 1) (u* = v*) (at, do)
R (3.60)

+/d§7(tl, 7) (?(@l’) - 1>2 pr(dt,dz) +dR, |,

with the initial condition ng = 1.
Note that 7 is a local martingale with respect to Q*. The only two expressions
which are not obvious, are the expressions concerning the jumps of L. But here,

7



we have that

_ / <}7(t,x) — 1) (" = ") (dt,dz) + / }7(1 <}7(t,:v) — 1)2 p(dt, dz)

ks ks t,x)
_ —/(?(t,x)—1)(,uL—5L)(dt,d:c)—/(?(t,x) 1) — vb)(dt, dx)
R4 R4
L 1% 2t — ot x L Y (t,z) — 1)%5F x
+/d}~/<t7x) (Y(t,x) — 1)*(p )(dt, d )+R/d T (Y(t,z) — 1)v"(dt, dx).

Remember that 72(d¢, dz) = Y (¢, #)v(dt, dz). Hence the integrals with respect
to the compensators vanish, because

—/(17( ) — 1) — v )(dt,dx)+/?(tl x)(?(t,x)—n?#(dt,dx)

= —/(?(t,x)_1)2VL(dt,dx)+/(f/(t,x)—1)2VL(dt,dx)

R4 R4
= 0.

Thus 7 is the stochastic exponential of a local Q*-martingale, and hence it is a
local Q*-martingale itself, see Jacod and Shiryaev (1987, 1.4.64b).

To state the next theorem we need some more notation from Chapter III in
Jacod and Shiryaev (1987). M QL is the positive measure on (2 x R, x R, G ®
B(IR,) ® B(IR?)) defined by M;?(U) Eq-[(U * u%)p<]. The o-field P is given
by P = P ® B(IRY), where P is the predictable o-field on the enlarged space
Q x IR;. The “conditional expectation” M,?L(U |P) is defined in Jacod and
Shiryaev (1987, 111.3.16). Note that if the jumps of L and U satisfy ALAU = 0,

Qr DY
then M3 (AU|P) =0.

Theorem 3.11 [fIEq- [nr] =1 and MQ (AR|P) =0, then ¢

dQ* =1, defines
an equivalent probability measure Q on the enlarged probability space (Q, Q) such

that TI(Q) = P.

Proof: From the definition of 95~ in Section 3.2 we conclude that $5-|7 = pi.
The density process p can be expressed as a Doléans-Dade exponential

dpP*

d?‘]’—t =pt = 8<N)t7
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where

N, = / dW+// (5,2) — 1) (i — 7Y (ds, dx).

0 R4

Applying [t0’s formula yields

1 1 T
+ dpc,pcs—ir//( + >upds,dx.
0/ pi- %) potx  pee PP ( )

RY

Note that dps = ps— dNg, and pf fo ps— @' (s) dW, and hence (p¢, p°); =

fo |2 ds. If f : [0,7*] x R — IRJr is a measurable function, then
fo fIRd r(ds, dz) fo Jra [(s,ps—(Y(s,2) — 1)) p*(ds,dx). Then it fol-
lows

t t

1 1 1 1
Lo [ /
Pt Po Ps— ] Ps—

L @0 -1\
+// (,08_ + ps—( (S x) — 1) Ps— " pi- ) w(ds, da)

0 RA

() ds

t

- p_lo - / pj 67(s) AW, - j/ (p: (¥Vs2) - 1)> (17 =) s, d
+// (ps_ o ?(s,x)—1)2> J(ds, da).

0 R4

1

The process o can also be seen as a process on the enlarged probability space

G, = 5~ Due to the

(Q,g). We define an auxiliary measure Q by setting dQ*

construction of the measure Q, it satisfies HQ(Q) =P.

The semimartingale characteristics under a new (equivalent) measure are de-
termined by the semimartingale characteristics under the original measure and
the functions ¢ and Y, see Girsanov’s theorem, Jacod and Shiryaev (1987,
I11.3.24). The density process 7 given in equation (3.60) is defined in such a
way that ¢ and Y are the same as for l see Jacod and Shiryaev (1987, I11.5.17).

= T

Now, we replace 1 by n and define the measure Q on (Q G) by 9Q o lg
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The semimartingale characteristics of the Lévy process L and of the

bond price process B(.,T) are the same under Q and under Q. Thus, the
characteristics are the same under IIo(Q) and IIo(Q) = P. Remember that
in contrast to (Gi)o<i<r+ the filtration (F;)o<i<r+ is generated by the Lévy
process L. By Theorem I11.2.34 in Jacod and Shiryaev (1987) we conclude that

the martingale problem has a unique solution on (€2, F) and hence I1(Q) = P. O

In Bielecki and Rutkowski (1999) it is shown that under Q the migration pro-
cess C is still a conditional Markov process, and it has under Q the infinitesimal
generator Ay

A11(t) Aio(t) oo Apg-a(t) Ak (1)
Ao (t) Aao(t) -+ Agk—1(t) Aok (1)
A= : : - : : : (3.61)
Ax11(t) Ag_12(t) o Ag_1xa(t) Ax_1.x(t)
0 0 e 0 0

with entries A, ;(t) = ¢i;(t)\i;(t) for every 4,7 € K with i # j and \;(t) =
— > i hi(t) for i € K.

In the Gaussian HJM-setting studied in Bielecki and Rutkowski (1999, 2000),
the process ¢ is denoted as the market price of interest rate risk. Since we discuss
here discontinuous processes, where the change of measure is characterized by the
tuple (¢, Y'), we propose to denote the tuple (¢, Y') as the market price of interest
rate risk. Because the risk of default is fully characterized by the credit migration
process which itself is given by its infinitesimal generator, it makes sense to denote
(¢i;(t))i jex as the market price of credit risk.

3.8 Outline of the implementation

The approach that we have presented here has to be seen as a framework for
a credit risk model based on the Lévy HJM-framework. We outline how to
implement this approach. A detailed description is beyond the scope of this
thesis. The detailed empirical investigation is subject to future research, but the
outline that we present here looks most encouraging.

In Raible (2000) it is shown that the empirical distributions of log-returns of
zero-coupon bond prices deviate substantially in the tails and in the center from
what one would expect in the case of the Gaussian HJM-model. The observed
empirical distributions can be fitted with a high degree of accuracy by generalized
hyperbolic distributions.

Let L be the generalized hyperbolic Lévy motion with parameters
(A, a, 8,6, 1), which is generated by a generalized hyperbolic distribution. The
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Lebesgue density of L; is then given by

ghyp(z; A, @, 3,0, 1) = a(\, a, B, 0)(6% + (x — )?)>=05)

X Kyos(an/0% + (z — p)?) exp(B(z — ), = € IR,

where a(\, a, 3,0) = (a? — 2)M?/(\/2ra* 0P K\ (0+/a2 — 3?)), and where K
is a modified Bessel function of the third kind with index A\. The range of the
five parameters is given by

A€ R,

A<0 = 0>0,]0] <a,
A=0 = 0>0,/0] <a,
A>0 = 0>0,]0] <o

Since a generalized hyperbolic Lévy motion is purely discontinuous, the Gaus-
sian part is zero, i.e. ¢ in equation (3.4) equals zero. For more details see e.g.
Eberlein (2001) or Eberlein and Prause (2002).

It can be shown that there is a locally equivalent martingale measure P* such
that L; is generalized hyperbolic under P* with parameters (A, @, 3,6, i) if and
only if i = p1, & = 4 and the drift A(.,T) coincides with the logarithm of the
moment generating function of L; under P* evaluated at (., T), i.e.

(- 5)"15 (/& - e se)

(aQ —(B+3(, T))?)X/2 K (5\/5;2 _ 52)

Thus, the estimation of the drift leads to an estimation for the remaining
parameters A, , and 3. Note that there is only one martingale measure such
that L, is generalized hyperbolic with parameters (A, &, (3,0, 1), see Raible (2000,
Section 6.5).

Depending on the empirical data one has to choose a suitable volatility struc-
ture for the forward rate dynamics. Eberlein and Raible (1999) show that the
Markov property of the short rate implies that > has either the Ho-Lee or the
Vasicek volatility structure. Figure 3.4 shows the empirical density of the incre-
ments of the driving process (L;)o<i<7+ in (3.6), where the underlying data are
daily prices of bonds with 5 years to maturity and where the volatility structure
has been assumed to be of Ho-Lee type. The two lines represent the fitted normal
and the fitted generalized hyperbolic density.

Alternatively, if prices of options on zero coupon bonds are available, one can
determine the risk-neutral parameters (A, @, 3,6, i) from secondary market data.

A(t,T) = pX(t,T) + In
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normal

generalized hyperbolic

density(x)

-0.005 0.0 0.005

Figure 3.4: Empirical density derived from returns on 5-year bond prices (Sep-
17-1999 to Sep-17-2001) and the fitted normal as well as the fitted generalized
hyperbolic density.

The real-world parameters of the migration process can be fitted by Nelson-
Aalen type estimators, see e.g. Andersen, Borgan, and Keiding (1993) for the
mathematical background or Lando and Skgdeberg (2002) for applications in
rating migration processes. The Markov chain parameters under Q* can be de-
termined by using Condition (M2).

3.9 Pure credit derivatives

A credit derivative is a financial asset where the underlying variable is credit risk,
i.e. its payoff is determined by credit risk. The relevancy of credit derivatives is
that the money lender or owner of a defaultable security can freely trade credit
risk. This is similar to traditional insurance contracts where one wants to ensure
losses from default, but in case of credit derivatives one does not need to own
a defaultable bond to trade credit derivatives written on this defaultable bond.
In addition, newer credit instruments have more flexible payoff patterns. For
example, the payoff may be determined by the credit rating at maturity date.

Currently most of the credit derivatives are issued and traded over the counter.
Therefore credit derivatives are subject to credit risk themselves. This risk will
be ignored in this section.

If the payoff of a credit derivative is determined only by credit risk, we say
that it is a pure credit derivative. In practice the payoff of a credit derivative will
be determined by at least two sources of risk: credit and market risk.

We can divide credit derivatives in two types. The payoff of a credit derivative
of the first type is only influenced by the bankruptcy at maturity date. The payoff
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of a credit derivative of the second type is determined by the default probability
of the underlying asset, therefore the maturity of a derivative of the second type
is in general earlier than the maturity of the underlying, see Ammann (1999).

Examples for derivatives of the first type are for example credit risk or default
swaps, default put options, and total return swaps. We will briefly characterize
these three credit derivatives.

A survey on credit derivatives can be found in Ammann (1999), Nelken (1999),
Schénbucher (2000a), Das (2000), and many other publications.

Credit risk or default swaps

Periodic fee
—
Protection Seller cee— Protection Buyer
payment in case
of default

Third party reference credit

The protection buyer is the insurance taking party, who has to pay a periodic
fee until maturity of the bond or until default event, in general a fixed amount per
year to the protection buyer, who in return has to make a contingent payment in
case that the third party reference credit defaults. The payment that has to be
made in case of default and the precise definition of default has to be specified in
the contract. Possible definitions are e.g. bankruptcy, insolvency, or the failure to
meet the payment obligation at maturity. Note that a credit risk swap is similar
to an insurance policy, but here the protection buyer does not have to own the
object (i.e. the defaultable bond) to buy the insurance (i.e. the default swap).

Default put option

lump-sum
payment

Protection Seller <— Protection Buyer

- —
payment in case

of default

Third party reference credit
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The structure of a default put option is very similar to the structure of a
default swap. The difference is that the protection seller recieves the premium at
the beginning of the contract as a lump-sum payment.

The payment in case of default is either the difference between the recovery
and the face value of the defaulted bond, or a fixed payout which is in case of
so-called digital or binary credit derivatives.

If the contingent payment is the loss that the bond holder suffers in case of
default, the protection buyer has de facto a long position in a put option on the
defaultable bond, whereas the protection buyer has a short position in the put
option.

Total return swap

returns from a
risky asset
—
Party I — Party II
returns from a
risk-free or less
risky asset

A total return swap is a contract between two parties. Both parties agree to
change the returns from a risky and a less risky or risk-free asset.

Valuation

Default insurance products and credit derivatives of the first type can be easily
valuated by any model in an arbitrage-free setting which can price the underlying
defaultable bond. The price of a plain-vanilla credit derivative is simply the price
spread between the defaultable and the default-free bond. The reason for this
simple valuation relation is that a standard default swap or default put option
insures all the credit risk inherent in the risky bond. This can be seen also from
no-arbitrage arguments. Figure 3.5, page 91, shows the payoffs of a default-free
bond, a defaultable bond, and a default put option. Let 7 be the time of default,
P(t,T) the price at time ¢ of a risk-free bond with maturity date 7', and let
Pi(t,T) be the respective price of the defaultable bond.

The recovery rate § can be an arbitrary random variable with values in [0, 1],
and let V4(¢,T) denote the time ¢ price of the default put option with maturity
date T'. It can be easily seen, that a portfolio consisting of a long position in
the default-free bond, and a short position in the defaultable bond, duplicates
the credit derivative. At maturity date 7', we have the following relationship:
P(T,T) = PYT,T)+ VT, T). For arbitrage reasons, we have that V¢(¢,T) =
P, T)— Pit,T) > 0.
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This arbitrage argument can be generalized to more general credit swaps, see
Duffie (1999), which include among other things coupons, or transaction costs.
The credit swap is thereby duplicated similarly to the easier case by a portfolio
consisting of a long position in the default free floating rate note and a short
position in the defaultable corporate floating rate note. It is assumed that the
defaultable floating rate note pays annual rate R;+.5, where R; is the coupon rate
of the default-free note and S is a fixed spread. For arbitrage reasons indicated
above the annuity coupons of the credit swap, denoted by U, are equal to S.

If we consider the intensity based model presented in this Chapter, we can
apply these arbitrage arguments. Following Bielecki and Rutkowski (2000) we
consider a default swap triggered by the default event {C} = K} which is settled
at default time 7.

The payoff of the the default swap is

X = (1= 8¢ B(r.T)) Urery.

We assume that the annuities are paid at fixed times 0 < ¢t; < ... <t, < T.
Then the annuity U has to satisfy the following equation

> B 1ﬂ{r>ti}] :
=1

In case of a default put option the value at time 0 is

m0(X) = UEq-

m0(X) = Eq-. [3;1(1 ~ b2 B(r, T))H{TST}] .

The valuation formula for total rate of return swaps on coupon bearing bonds
can be found in Bielecki and Rutkowski (2000, 2002).

3.10 A note on the Schonbucher approach

The idea of multiple defaults that we have used in Section 3.5 has been developed
in Schénbucher (1998, 2000a). His model is closely related to Duffie and Single-
ton (1999a). In this section, we want to show how his basic approach can be
generalized to Lévy processes. However, we will only state the starting point of
the model for the one-dimensional case, without going into further details. This
section can be seen as a further example, how models on Brownian motions can
be pushed forward to models based on Lévy processes.

The Schonbucher model is formulated under a risk-neutral measure, where
the instantaneous forward rates satisfy the assumptions of the Gaussian HJM
framework. In Schonbucher (1998, 2000a) the HJM framework based on marked
point process framework in Bjork, Kabanov, and Runggaldier (1997) is also con-
sidered. We assume that the default-free term structure is of the same form as
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proposed in Eberlein and Raible (1999). This means that the default-free forward
rate dynamics is given by the risk-neutral counterpart of equation (3.5), i.e

df(t, T) = 5t T) (K (2(t,T)) — b) dt
+ (=X (¢, T)) dW;

+ / (—20:5(¢t,T)) (p*(dt,dz) — v*(dt,dz)),

R

where ¥, W, ul and v* satisfy the conditions in Assumption (A1) on page 40.
The default-free bond price is then given by B(t,T) = e~ /i’ f(tw) du,
The defaultable term structure of the instantaneous forward rates is assumed
to satisfy

df(t,T) = &X(t, T)(F (X(t,T)) — b) dt
+ (=VERX(L,T)) dW,

(3.62)
+ [ (o050 1) (e, do) — v (dt, o),

where Y satisfies the conditions of Assumption (A1) and furthermore we assume
f(t,T) > f(t,T) to ensure arbitrage-freeness.
Similar to Section 3.3, equation (3 35) a pseudo-defaultable bond is defined

by B(t,T) := B(0,T) exp(— fo

Concerning the restructuring we assume Assumption (A3), see Section 3.5,
page 69. This means that at stopping time 7;,7 > 1, the face value of the bond
is changed to 1 — ¢;, where 0 < ¢; < 1. And we have defined X; = .., ¢; 17—
We define the process (Q;)¢>0 by -

Q= J[(-x)=T[0-a) (3.63)

0<s<t T, <t

The defaultable bond price is given by
B(t,T) = QB(t,T). (3.64)
The defaultable bank account is given by

t

c(t) :== Qexp /FS ds |, (3.65)
0

where 7y := f(t,t), t>0.
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Remark: The payoff of a defaultable bond is Q(7T° ) [, <r(1—¢). In Proposi-

tion 3.10 we calculated that £(Q); fo fo quX(ds,dq) = —N;.

The next proposition determlnes the dynamlcs of the defaultable bond price
B(t,T) for fixed time horizon date T. Schénbucher (1998, 2000a) assumes the
structure of the dynamics of B(t,T) and notes then that B(t,T) = Q,B(t,T).

But we prefer the more intuitive way of defining B(t,T) = Q.B(t,T) and then
deriving the dynamics of B(t,T).

Proposition 3.12 The dynamics of the defaultable bond price B(t,T) =
Q:B(t,T) for fited T € [0,T*] is given by

1 — — = 1_— 2
m dB(t,T) = (7} +0X(t,T) —r(X(t,T)) + 3¢ X(¢t,T) ) dt
+VeS(t,T)dW, + / a5 (t, T)(p" — vh)(dt, dx)
R
+ / (ei(t’T)x — S, T)z — 1) pE(dt, da)
R
- /mleit’T)“ pB (AL, d(zy, 22)). (3.66)

Proof: Calculating the stochastic dynamics of =

t o dB(t,T) is equivalent to

calculating the stochastic logarithm £(B(.,T));. It is given by, see Lemma 2.4 in
Kallsen and Shiryaev (2000),

t

LB T)) = /ﬁ dB(s,T)
B B(t,T) 5 e
= log (F(O T)) /_ s— (-7T)>B ('vT)>s

// log ‘1+xB(s— )"

We calculate the three expressions on the right-hand side one by one.

> - :UF(S—,T)71> BCD) (ds, dz).
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The first expression is

«(G6m) () e (567)

t

~log(Q)) + / R TS (s,T) = 7 (S(s,T)) ds

+ \/Eji(s,T) A,

+/t/x§(8,T) (" = v") (ds, dw).

For the second expression note that since () has paths of bounded vari-
ation and B(.,T) is a semimartingale, we have B(t,T) = @Q.B(t,T) =
fot Q.- dB(s,T) + fot B(s,T) dQ,, see Jacod and Shiryaev (1987, 1.4.49).

Therefore,

and therefore
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The third expression deals with the jumps of B(.,T).

// <log (‘1 +x§(s—,T)‘1D _ $§(5—,T>_1) 1PED (ds, da)

_I_
—_
N———

-5 (ln (o2 - Zen)

0<s<

= <log(1 — X,) + Xse§<5’ T)aL,
0

IA
IN

s<t

+ (s, T)ALs — X(8, T)aLs 4 1)

=log Qi+ Y X,eB(s:T)aL

0<s<t

+/t/<i(5’T)x_e (s, 1)z +1) p(ds, dz).

Thus,
— — 1 —
:/( LB, T) — E(E(S,T))+§EZ(S,T)2) ds
0
t
+\[/ sTdW—l—//:vEsTu—u)(dsdx)
// (s,T)x —e 3(s,T)= +1> p(ds, dx)
— Z Xse (s, T)aLs, [Pr3.12.a]
0<s<t
This proves our statement. 0
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Corollary 3.13 The stochastic logarithm of the defaultable bond price process is
given by

L(B(.,T)), = L(B(.,T)); - //a:le§<5>T)$2 pD (ds, d(xy, 20)). (3.67)

0 R2

Proof: Equation (3.67) can be easily derived from equation [Pr3.12.a] and Propo-
sition 3.2, where the proposition has to be applied to B(t,T) instead of B(¢,T).
U

Remark: Equation (3.67) can be simplified, if we exclude the possibility that X
and L jump simultaneously, which is e.g. the case when L has no jumps at all.
In the Gaussian HJM framework in Schénbucher (1998) equation (3.67) has the

following form

L(B(.,T)); = L(B(.,T)); — N;. (3.68)

The dynamics of the defaultable bond is the main input for the fixing of a
martingale measure. The approach here can be developed further in the same
line as in the previous sections.
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0 time T

Default-free bond

P(0,T) P(T,T) =1

Defaultable bond

PUT,T)=1,ifr>T

P0,T)

PUT,T)=6,itr<T

Default put option

VYT, T)=0,ifr>T

V40, T)

VYT, T)=1-6,ifr <T

Figure 3.5: Payoffs: default-free bond, defaultable bond, and default put option.
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Chapter 4

Market Models

In this chapter we show how a Libor market model based on general Lévy pro-
cesses as driving processes can be constructed. Libor models are suited for prac-
tical modeling of interest rate derivatives such as swaptions, floors and caps.

A main feature of market or Libor models is that they are not necessarily
based on a continuum of data, as in the case of instantaneous forward rates, see
Chapter 3. Libor models have been developed in Brace, Gatarek, and Musiela
(1997), Miltersen, Sandmann, and Sondermann (1997), and Jamshidian (1997)
to construct an arbitrage-free term structure model which is consistent with the
market practice of pricing caps and floors by Black’s formula. Black’s formula
for caps is motivated by the option formula of Black and Scholes (1973) and
implies that the Libor rates follow a geometric Brownian motion. We propose a
more general model where the driving process of the Libor rates is a general Lévy
process instead of a Brownian motion. An introduction to Libor models can be
found in several textbooks and articles, e.g. in Musiela and Rutkowski (1998),
Brigo and Mercurio (2001), or Rutkowski (2001).

There are different approaches to Libor market models. In the first approaches
the Libor rates were modeled as a secondary process, i.e. the starting point for
the modeling was different from the Libor rate itself. The most popular starting
point is the HJM-approach. More recent models take the Libor rate as a primary
process. We present both views in the following sections.

This chapter is related to Glasserman and Kou (2001) and to Jamshidian
(1999). In Glasserman and Kou (2001) the term structure of Libor rates is
driven by a jump diffusion process. In this case the purely discontinuous part is
of bounded variation. In Jamshidian (1999) the Libor rate process is driven by a
general semimartingale, but the pricing of caps and floors is not considered. This
chapter can be seen in parts as a special case of the Jamshidian approach, but we
specify the driving Lévy process and show how the Libor rates can be represented
as an exponential of a stochastic integral driven by a Lévy process. Furthermore
we show how the pricing of caps and floors can be done using Laplace transforms.
The latter is based on an idea proposed in Raible (2000).
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Throughout this chapter we restrict ourselves to the case where the stochastic
integral can be written as the sum of the stochastic integrals with respect to the
coordinates, although this is not the most general setting for stochastic integrals
with respect to multi-dimensional semimartingales, see Jacod and Shiryaev (1987,

111.4.§4a).

4.1 Modeling instantaneous forward rates

Libor rates can be derived from the bond prices which are determined by the in-
stantaneous forward rates. The advantage of this approach is that Libor rates can
be embedded in an existing HJM-framework, see Brace, Gatarek, and Musiela
(1997). We follow this approach in the general setting of Bjork, Di Masi, Ka-
banov, and Runggaldier (1997) and in the Lévy setting of Eberlein and Raible
(1999).

4.1.1 The semimartingale setting

We assume a complete stochastic basis (€2, Fr«, IP*, (F)o<t<r+), where the filtra-
tion satisfies the usual conditions. The predictable o-field is given by P.

For our purposes it is sufficient to consider the risk-neutral setting. This
means that concerning the dynamics of the instantaneous forward rates we make
the following assumption, see Bjork, Di Masi, Kabanov, and Runggaldier (1997,
Assumption 5.1).

Assumption (S): The dynamics of the forward rates for 7" € [0, 7] is

df(t, T) = a(t,T) dt + o(t, T)T dW; + /5(az,t,T)(u — o (dt ), (4.1)

R"

where W* is a standard Brownian motion in IR?, p is the jump measure of a
semimartingale with continuous compensator v*, i.e. there exists \* : IR, X
B(IR") — IR, such that v*(d¢,dx) = A*(¢,dx) dt. The coefficients are continuous
in the second variable, where o :  x [0,7%] x [0,7*] — R and o :  x [0, 7] x
[0, 7] — IRy are PRB ([0, T*])-measurable and § : Q@ xIR" x [0, T*] x [0, T*] is P®
B(IR") ® B([0,T*])-measurable. The coefficients satisfy the following conditions
for all finite (¢,7) € A:={(s,u) € Ry x R4 |0 < s <u < T*}

a(t,T)=6(x,t,T) =0, if (t,T) ¢ A
o(t, T)=(0,...,0)", if (t,7) ¢ A
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and

T T T T
//|a(s,u)| du ds < oo, //|cr(s,u)|2 du ds < oo,
0t ¢

0

/T//T|5(s,x,u)|2 duv*(ds, dz) < o

0 R" t

We put
T

At T) := —/a(t,u) du, S(t,T) = —/a(t,u) du,

t

and D(t,z,T) /5ta:u

Then the model is arbitrage-free if

t
// (ePE=D) — 1 — D(t,2,T)) v*(dt,dz) < oo

0 IR"

and

A(t,T) + %\S(t, ) + / (ePE=D) —1— D(t,z,T)) A*(t,dz) = 0 (4.2)
RT

for any ¢t € [0,7%], see Bjork, Di Masi, Kabanov, and Runggaldier (1997,
Proposition 5.3).

If the discontinuous part of f has sample paths of bounded variation, then
the following equation is sufficient for equation (4.2)

alt,T) = —o(t, T)TS(t,T)

—/5(x,t,u) exp —/6(t,x,u) du | =1 X(¢t,dz). (4.3)

R" t

Equation (4.3) corresponds to equation (38) in Glasserman and Kou (2001)
and can be obtained from equation (4.2) by taking derivatives with respect to
the second variable.
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The price at time t of a bond with maturity 7" is then given by

B(t,T) = B(0,T) exp /(f(s,s) + A(s,T)) ds + /S(S,T)T dWw?;

0
t

+//D(s,x,T) (1 — v*)(ds, dz)

0 R"

Remember that the savings account is B; = exp (fg f(s,s) ds).
Equations (4.4) and (4.2) yield for the discounted bond price at time ¢

B(t,T)
By

Z(t,T):=

the following expression

Z(t,T)=2(0,T)exp | —

| —

¢ ¢
/|S(3,T)|2 ds—{—/S(s,T)T dW;
0 0
¢
- // (ePEoT) — 1 — D(s,,T)) N*(s,dz) ds
0 R
t

_|_

—

/D(s, z, T)(n— v*)(ds,dx)

0 R"
The forward process is defined by

B(t,T)
B(t,T*)

Fp(t,T,T*) =

(4.5)

(4.6)

Let 6 > 0 with 06 <T* — T, then the d-(forward)-Libor rates are defined by

L(t,T)==(Fp(t,T,T +6) — 1)

TS (Bi(;?(n B 1) ‘

| = Sq | =

(4.7)

(4.8)

The §-(forward)-Libor rate coincides with the forward swap rate of a single-
period swap settled in arrears, see e.g. Rutkowski (2001). When we speak of

Libor rates, we will always mean forward Libor rates.

The next theorem states the dynamics of L(.,7T") under the risk-neutral mea-

sure IP*.
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Theorem 4.1 If f(.,T) satisfies (4.1) and A(.,T),D(.,.,T), and S(.,T) satisfy
(4.2), then the risk-neutral dynamics of L(.,T) is given by

= _ T
1+ 6L(t—,T) dL(t,T) = (S(t, T +8) — S(t,T))" S(t, T +5) dt
+ / (eP(t D) =Dt T+0) _
RT

+ePmTH) _ oD D)) ¥ (dt, dr)

+(S(t, T) — S(t, T+ )" dw;

n / (ePUaT)I=D(taT+0) _ 1) (1 — 1) (dt, da).
RT
(4.9)

Proof: We have got the following relationship between the forward process
Fg(.,,T,T+ ), the Libor rate L(.,T) and the discounted bond prices

Fp(t,T,T+06)=1+0L(t,T) = %
_ % exp /(A(S,T) ~A(s,T +6)) ds
n % / (S(s,T) — S(5,T + 6)) dW*

_|_//(D(s,x,T) —D(s,z, T+ 9))(u—v*)(ds,dz)

0 IR"

The connection between the forward process and the Libor process yields that

the dynamics of the Libor rate is related to the dynamics of the forward process
in the following way

o 1

————dL(t,T) = Fp(t, T, T :
1+5L(t—,T)d (t.T) FB(t—,T,T+5)d (6, T,T+9)

Since Fg(., T, T+6) is a positive semimartingale it can be expressed as a stochastic
exponential of a process L(Fg(.,T,T + 9)); in fact we have Fp(.,T,T + §) > 1.
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This process is given by, see Kallsen and Shiryaev (2000),

L(Fg(.,T,T+6)); =1In (

1 . )
+/2Fé(3_,T,T—|-5) AF5(., T, T+9), F5(., T, T +6))s

B /t/ (hl <|1+ FB(S_7;=T+5)|)

0 R"

Fp(t,T,T +6)
Fp(0,T,T + 0)

T

Fp
+FB(3—,T,T—|—5)> B (ds, dx).

[Th4.1.a)

The first expression on the right-hand side is simply

In (?gg??:g) _ /(A(S,T) (s, T +5)) ds

+ [ (S(s,T) = S(s, T +6))" dW?

0
t

+ / ]R/ (D(s,2,T) — D(s, 2, T +6)) (1 — v*)(ds, d).
[Th4.1.b]

For the next expression on the right-hand side of equation [Th4.1.a] we have
to calculate the quadratic covariation of Fg(.,T,T + 9). It can be derived from
the quadratic covariation of In F(.,T,T + ). Note that

(In Fy(. T, T + 6)), (In Fg(., T, T + 6))°), :/\S(S,T) — §(s, T+ 6)2 ds.

Therefore, the quadratic covariation of Fg(.,T,T + 0) is

(Fe(., T, T +0)), (Fp(..,T,T 4+ 6))°):

t
= /F};(s—,T,TM)\S(s,T) — S(s, T+ 8)|* ds.
0
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Hence, the second expression on the right-hand side of [Th4.1.a] simplifies to

t

1

F5(.,T,T +0), F§(., T,T
/2F§<s—,T,T+6)d< Bl 0) Fh (o LT 0))s
0

t
:/%|S(S’T)—S(S,T+5)|2 ds. [Th4.1.c|

0

For the remaining expression on the right-hand side of [Th4.1.a], we have to
determine the jump measure of Fi, uf®, by means of the random measure .
The jumps of Fg and In Fg are related by

AFp(t,T,T +6) = Fg(t—,T,T + §) (eA =TT 1)
The jumps of In Fg(.,T,T + §) are given by
AlnFg(t, T, T+0) = /(D(t, z,T)— D(t,z, T +9)) p({t},dz).
RT

Therefore for uf2-integrable functions the following equation holds
t t
//f(s,u) pF2(ds, du) = //f(s,FB(s—,T,T +6)(e® — 1)) B (ds, da)
0 R" 0 R"

= //f(s,FB(s—,T,T +9)(exp(D(s,z,T) — D(s,z, T +9)) — 1)) pu(ds, dx).

0 IR"

Hence,

O/t]R/ (ln (‘H FB(S—,;,T+5)’) - FB(S_ZTTJH;)) p'? (ds, dz)

t
Z//((D(s,m,T) — D(s,z,T 4 0)) — ePleaD)=DlsxT+0) 4 1) 4y(ds, dz)
0 R"

[Th4.1.d]

Now we put [Th4.1.b] to [Th4.1.d] in [Th4.1.a] and get the dynamics of
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Fg(.,T,T + 0) under the measure IP*

dFs(t, T, T + 6)

Fot— T.T 1 0) ~ ABT) —AGT+0)) dt+(S(ET) = S(t, T +4))" dwy

+ /(D(t, x,T) = D(t,z, T +9)) (. — v*)(dt, dx)
i
+ %(|S(t, T)— S, T +6)*) dt
+ / (eD(t,x,T)—D(t,x,T—Hs) -1
— (D(t,z,T) — D(t,z,T +6))) p(dt,dz)
= (A(t,T) — A(t, T +6) + %(\S(t, T)—S(t,T+6)%) dt
+(S(t,T) — S(t, T+ 6))" dw;
+ / (D(t,2,T) = D{t,z, T +6)) (1 — v*)(dt, d)
i
+ / (eD(t,z,T)—D(t,m,T+6) -1

— (D(t,z,T) — D(t,z,T +9))) (p— v*)(dt,dz)

4 / (eD(t,x,T)—D(t,x,T—i-(S) -1
RT

— (D(t,z,T) — D(t,x,T 4 0))) v*(dt,dz).

Equation (4.2) yields

dFs(t,T,T+4) 1 , ) ,
=z — t.T)—SET+6 dt
T T g = 38T +0P — IS TP +1S(.7) = S, T+ )

4 / (eD(t,x,T)—D(t,x7T+5) 4 eD(t,x,T-l-(S) _ eD(t,x,T) o 1) V*(dt, dl’)
]R'f'
+(S(t,T) — S(t, T+ 6))" dw;

L / (Pt D)= +9) _ 1) (1 — p*)(dt, dx).

]RT'
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Note that

|S(t, T +6)* — |S(t, T)|* +|S(t, T) — S(t, T +0)|?
=2(S(t,T+0)—St,T))" S(t, T + ).

This proves our theorem. 0J

The next theorem shows under which drift conditions one can embed a Libor-
model within this framework. It is a generalization of Theorem 3.1 in Glasserman
and Kou (2001) for the risk-neutral case. We consider a discrete-tenor structure
O0=Ty<Ti<Th<..<Ty <TM+1 =T Wlth(szn+1—j—;,l: 1,..., M.
We define the auxiliary function n(¢) :=inf{k € {0,..., M + 1} | T} > t}.

Theorem 4.2 For eachn = 1,2,..., M let v,(.) be a bounded R*-valued func-

tion and H, : Ry x IR" — (—1,00) be deterministic and in G.(p) and
v*(dt,dz) = \*(t,dz) dt. The model

dL(t,T,) = L(t—,T,) | an(t) dt +~,(t)" dW; + /Hn(t,x) (p—v*)(dt,dz) | ,

(4.10)
is arbitrage-free if
—~ 07 () () L(t—, T})
an(t) = Z
s 1+ 0L(t—,Ty)
- 1+ 0L(t—,Ty)
H 1— * )
+/ (@ 1) H L+ 0L(t—, Ty)(1 + Hy(z,t)) At dr)
R" k=n(t)
(4.11)

Proof: We show that o and § can be chosen in equation (4.1), so that the dynamics
of L(.,T,) in Theorem 4.1 simplifies to those in equation (4.10).
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The risk-neutral dynamics of L(.,T,,) under the measure IP* is given by

1+ 0L(t—.T
an(e. 1) = T (1,0 - S(.50) TS T
4 / (eD(t,x,Tn)—D(t,z,T,H_l) -1
s
+eD(t,x,Tn+1) o eD(t,$,Tn)) l/*(dt, dx)
+(S(t,T,) — S(t, Tppyr)) " AW}
+/ (eD(t,x,Tn)—D(t,I7Tn+1) _ 1) (ILL _ V*)(dt, dx>
o
Let
(L. T,)
0V, () L(t—, T,
— = = Th4.2.
S(t, T,) — S(t, Thi1) / o(t,u) du T+ OL(—.T)) [ al
Tn
and
Tn+1
D(t,2,T) — D(t, 2, Ty 1) = / 5(t, z,1) du
Tn
L+ 0L(t—,T,)(1 + Hy(t, 7))
= . [Th4.2.b
" < T 0L(—T) [ ]

For simplicity, we assume that o (¢, u) = const, for u € [T},,T,+1] and o(t,u) = 0,
for u < t. Analogously, we assume piecewise constancy for each x and ¢ for the
function ¢ and (¢, z,u) = 0 for u < t. Note that we can also use piecewise affine
linear or other smooth functions instead of constants.

A consequence of the definitions above is

0k (t)L(t—, Ty,)

S Te) =~ 3

[Th4.2.c]
1 L(t—,T,
oy L HOLE=TH)
and that
eD(t,.’L‘7Tn)_D(t7x7Tn+1) — 1+ 5L( )(1 + Hn(t7 ZL’)) _ 6Hn(t7 J})L(t—, Tn)
1+ 5L(t ) 1+ 0L(t—,T,)
[Th4.2.d]
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Furthermore,
Tt Trt1

Dt Tyoy) = — / S(teu) du=— 3 /5(t,x,u) du

t k=n(t) Ty

and hence

oDt Tos1) — ﬁ o f;;fnLl 8(twu) du _ ﬁ 1+ 0L(t—,Ty)
: 14+ 0L(t—,Ty)(1 4+ Hi(z,t))

[Th4.2.e]

We calculate the integral with respect to the Brownian motion in dL(.,T},).
We have

k=n(t k=n(t)

1+0L(t—,T,
i ES ’ )(S(t,Tn) — S(t,Tpi1))" AW = L(t—, T,)v.(t) T dW;. [Th4.2.f]
The corresponding drift part of dL(.,T,) is
1+ 6L(t—, T,
T (S0, D) — 5(.T0) TS0 T
. 57n(t)T7k<t)L(t_7Tk)
= L(t—,T, dt. |Th4.2.
k=n(t)
The compensated jumps of dL(t,T,,) take the following form
1+0L(t—,T,
-+ g ) ) / (eD(t,Z7Tn)7D(t,m7Tn+1) . 1) (M _ V*)(dt, dZL‘)
RT
[ 14+ 0L(t—,T,) 0H,(t, x) L(t—,T),) N
_/ 5 T4oL(—T,) wvdhd)
R’ [Th4.2.h]
— [ L= T Hatt) (- ) ().
RT

Now we simplify the integral with respect to the compensator
]. + 6L(5t_7 Tn) / (eD(t,$7Tn)_D(t7I7Tn+1) _ 1 + eD(t,Z‘7Tn+1) _ eD(t,%,Tn)) l/* (dt, dx)
]I{T
For the first part of the integral we can use the calculation above. For the second
part, we consider the expression

eD(tvﬁ’T'fH’l) — eD(tvszn) — (]_ — eD(tvva’ﬂ)fD(t:x»Tnﬁ-l)) eD(tvman+1)

) = 1+ 0L(t—,Ty)

= T3 ona= 1y U T et ) kl;[(t) T EOL(— T (1 + Halt, 7))’
(Th4.2.i]
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The last equation follows from [Th4.2.d] and [Th4.2.e].

Hence
1+ 6Lgt—, ) / (P Tn)=D(taTun) _ | 4 PtaTnn) _ oDEaTn)) y*(dt, da)
RT
14+ 6L(t—,T,) J
5 /1+5L(t—,Tn) (b= To) Halt, )
RT
= 1+ 0L(t—,Ty)

1-— *(dt,d

" kl;[(t) L4+ 0L(t=, Ti) (1 + Hy(t, z)) viidt, da)
= 1+ 0L(t—,Ty)

= L(t—,T, H 1-— - .

(= n)/ () H L+ 6L(t—, T )(1 + Hi(t, x)) vi{dt, da)
R" k=n(t)
[Th4.2.j]

Now we only need to combine the equations [Th4.2.f], [Th4.2.g], [Th4.2.h] and
[Th4.2.j] to get equation (4.10) where the drift is given by equation (4.11). O

4.1.2 The Lévy setting

We assume that the bond prices are given as in Eberlein and Raible (1999), i.e.
the instantaneous forward rate process is modeled under the martingale measure
IP* by

Assumption (L): For any fixed maturity 7" < 7™ the default-free instantaneous
forward rate f(t,7T) satisfies

df(t,T) = K (S, T) RS, T) dt — 3 (t, T) dLy, (4.12)

where 0, denotes the derivation operator with respect to the second argument;
k is the logarithm of the moment generating function of L; and ¥ is defined
on A = {(s,7) € Ry xR |0 <s<T <T*} and ¥ is twice continuously
differentiable in s and in 7. In addition, we assume that ¥(s,7") > 0 for all
(s,T) € A with s # 7T, and X(s,7) =0if s =1T.

For simplicity of notation we concentrate here on the one-dimensional case,
but the results can be obtained analogously for the multi-dimensional case.

An equivalent representation of df(¢,7") can be obtained by using the canon-
ical decomposition of L (see e.g. Jacod and Shiryaev (1987, 11.2.38)), namely

Ly = bt + /W, + //x (- — o) (ds, dx), (4.13)
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where b € IR,c > 0,W is a standard Brownian motion and u” is the ran-
dom measure of jumps, and v’ is its compensator, which can be written as
vE(dt,dz) = v(dz)dt, where v is the Lévy measure of the law of L;. Note
that we assume implicitly that v satisfies the following integrability condition
f{|x|>1} exp(uz) v(dzr) < oo, for —M < u < M, where M is a positive constant.
The short term interest rate is given by r(t) = f(¢,t),t € [0,T7].
The bond price is then given by

t t

B(t,T) = B(0,T) exp /(7"(3) — k(X(s,T))) ds +/E(S,T) dL,
= B;B(0,T) exp —/I{(E(S,T)) ds—i—/E(s,T) dL,

The forward process has the following form

Fg(t,T,T") = % exp /(H(E(S,T*)) —k(X(s,T))) ds

0

+/(E(3,T) —¥(s,T%)) dL, (4.14)

and for 7" < T™* — § we have

B(t,T)

FB(t,T,T—i—(S) — m

(4.15)

Note that Fg(t,T,T+6)"! is the forward price at time ¢ of the 7'+ d-maturity
zero-coupon bond for the settlement date T

One of the basic ideas of the Libor modeling approach is to construct a mea-
sure [Py, s such that (L(t,T))o<i<r follows a IPr,s-martingale. This measure is
denoted as the forward (martingale) measure associated with the date T'+ 0.

By equation (4.7) L(.,T) is a martingale under the measure [P s if and
only if Fg(.,T,T + ¢) is a [Py, s-martingale. The next theorem gives the explicit
construction of the forward measure associated with the maturity 7.

Theorem 4.3 The forward measure associated with the date T™ is given by

T T

Pp-

c(liIP% = exp /E(S,T*) dLs — /H(Z(S,T*» ds | . (4.16)
0 0
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¢ ¢
Proof: We set n, = dIF?TT: F, = €xp (f B(s,T*) dLs — [ k(X(s,T7)) ds).
0 0
Then

B(0,T) /

Fp(t,T,T*) = S(s,T) dL,

Sy
=
N
\—/CD
S
i)
|
Y
\g!
£
3
o
V2)
+
o\“

X exp (/t K(S(s,T%)) ds — jZ(s,T*) dL,

= Wexp —/R(E(S,T)) dS-}-O/Z(S,T) dL, o

0
1 B(t,T)1

B(Oa T*) Bt 77t'

. Bt,T) p—
Since < B(ST*)) B; 1

) is a IP*-martingale it follows by Proposition
0<t<T*

I11.3.8 in Jacod and Shiryaev (1987) that Fg(.,7,T*) is a IPr«-martingale. O

Note that
dIP- 1 dIP- B(t,T*)

_ — n and S e R P*-a.s. (4.17
aP*  Br-BO, 77 MG T BB, T as. (417)

£, can be presented in the usual form

The density process 1, = dfTT:

7 = exp j¢(s) dw, — %/tgbz(s) ds+/t/ (}N/(s,x) - 1) (1 — %) (ds, da)

_// (}7(3,;1:) —1-— ln(?(s,x))) pt(ds,dz) |,
o (4.18)

where ¢(s) = /cX(s, T*) and Y (s, z) = exp (S(s, T%)z).

In the following we will say that a change of measure is determined by two

functions (or predictable processes) ¢ and Y if the density process has the same
representation as in equation (4.18).

Note that whenever Y depends on s € IR, the IP*-Lévy process L is not a
Lévy process under the forward martingale measure IP7+«. But due to the fact
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that ¢ and Y are deterministic, the semimartingale characteristics with respect
to [Py« remain deterministic, and thus L has independent increments under the
forward martingale measure. This is an immediate consequence of Girsanov’s
theorem for semimartingales, see Jacod and Shiryaev (1987, I11.3.24 and 11.4.15).

As usual WI™ = W, — fot ¢(s) ds is a standard Brownian motion under IPp-

and 7L .= Yyl is the IPr.-compensator of uL.
The martingale property of the forward process under the forward martingale
measure can also be seen in the following proposition.

Proposition 4.4 The Pp«-dynamics of Fg(.,T,T*) is given by

1

— AFR(t, T.T*) = /eX(t, T, T dW "
FB(t—,T7T*) B(7 ) ) \/E (7 ) ) t

b [ (T~ 1) (- ) (d,da),
R

where X(t, T, T*) := %(t,T) — (¢, T™).

Proof: The relationship between the functions A, D, and S of Section 4.1.1 and
the coefficients of the Lévy setting is given by the following equations A(t,T") =
X(t,T)b — v(2(t,T)), D(t,z,T) = X(t,T)z, and S(t,T) = X(t,T)+/c, see the
Proof of Lemma 6.1 in Raible (2000).

Using Theorem 4.1 we can derive the dynamics of the forward process under
P

1
Fg(t—,T,T%)
+ / (em=®TT) — 1) (p* — v") (dt, dx)
R
X /(exE(t,T,T*) + @B _ rST) _ 1) yE(dt, dx),
R

The first two expressions on the right-hand side of the last equation can be written
as

~ Ve, T, T (VS T) dt + eX(t, T, T%) dW,

= VeS(t, T, T*) (AW, — V/eX(t, T*) dt) = /eS(t, T, T*) AW, [Pr4.4.a)
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Now let us have a look at the terms related to the jumps of the forward
process:

/(exz(t,T,T*)_l) (ML o I/L) (dt, dx)+/(ea:2(t,T,T*) + exE(t,T*) _ exZ(t,T) _1) VL(dt, dﬂj‘)
R R

:/(exz(t,T,T*) _1) (ML _ VL) (dt, dz) —i—/(exz(t’T’T*) _1) (1 _ ezz(t,T*)) VL(dt, dz)

R R

:/(exz(t7T’T*) -1) (,uL - I/L) (dt, da:)+/(ex2(t’T7T*) —1) (1 —Y(t, x)) vh(dt, dx)
R R

:/(exz(t,T,T*) —1) (ML _ VL) (dt, dx)_'_/(ezz(t,T,T*) 1) (I/L _ VT*7L> (dt, dz)
R R

_ / (ST _1) (ML - yT*’L) (dt, dz). [Prd.4.b]
R

Combining [Pr4.4.a] and [Pr4.4.b] proves our assertion. O

4.1.3 Relationship to the Jamshidian approach

In this section we show how the Lévy term structure approach to Libor markets
can be embedded in the general semimartingale approach of Jamshidian (1999).
Furthermore we will derive the dynamics of the Libor rates under the forward
martingale measure associated with 7.

Note that the approach of Jamshidian (1999) is more general than our ap-
proach in the following two points. The discrete bond market is given by strictly
positive semimartingales but is not specified any further. Even negative Libor
rates are allowed. Furthermore, it is even possible that there exists no risk-neutral
measure IP* within the bond market. It exists if a specific process, the state-price
density, is a special semimartingale. For details we refer to Section 4 in Jamshid-
ian (1999). Our interest in this chapter is to push further the market practice
to price caps and floors by Black’s formula to a formula which allows for more
flexibility and our aim is not to develop a Libor market theory which is as general
as possible.

We assume that the discrete-tenor setting is given by 0 < Ty < 71 < ... <
T,i1 = T%, where 0 = T;,1 — T;. According to this we consider the Libor rates
L(t,T;) = (Fp(t,T;, Tiz1) —1). With the help of the IP*-dynamics of Fg(.,T,T*)
which is given in the proof of Proposition 4.4 we can rewrite the Libor rate L(t,T;)
as follows
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1
L(tuﬂ) = g (FB<07E7E+1) - 1)

t

1
e / CFp (5= T, Toin) (S2(s, Ton) — S(5. TS (5. Tisn)) ds
0

t
1
+S//FB(S_7 Ej 7’;+1) (e$2(57TivTi+l) + e.Z’E(S,TH,l) . eIE(S,Ti) _ 1) V(dl’) dS
0 R
t

+/FB(S_aﬂyﬂ—H)%E(S;ThTi—H) dWy

0
/ 1
+ //FB(S—,Y},EH)S (emE(S’Ti’Ti“) — 1) (u* —vh)(ds, dx).
0 R

(4.19)

In order to improve the readability we will use the superscript 7 whenever
we use the notation of Jamshidian (1999). For example in Jamshidian (1999)

L], denotes the Libor rate L(t,T;). The connection to the semimartingale Libor
approach is clarified by the next equations:

QJ - ]PT*)
1
L%](O) = 5 (FB(OvTiaE-&-l) - 1) )

t

1
Af@)z;§/¥fb®—nThTh4XE%&7h4)—EX&TDE@%E+O)dS
0

t
1
+ g /FB(S_, 777:7 ﬂ—‘,—l) (e$2(57Ti7Ti+1)+ex2(57Ti+1)_ exE(S,Ti)_ 1) V(dx) dS,
0R

C
5/(0) = Fylt= 1, ) YoS(0. T, T,

o] (,t) = Fp(t—,T;, Tip1) < (eET0Tw) — 1) > —1,

vE

I | =

p! = pt, v’
Therefore, the Libor rate L7 (t) = L(t,T;) has the following form

L0 = L) + A/ + [ 56 aWer [ [ la) (!~ o) (ds, o).
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The change of measure is described by
a’(s) = ¢(s) = VeX(s, Topr)

v (s, ) = XN/(S,x) —1=e26Tm) 1 > ]
¢
WtQJ =W, — /aJ(s) ds =W,
0

V97 (ds, dz) = (1 4+ ¢/ (s,2)) v/ (ds, dz) = Y (s, z)v"(ds, dz) = 71 (ds, dz).

We want to mention that the conditions of Theorem 6 in Jamshidian (1999)
are satisfied due to Assumption (L) and that by applying equation (35) in
Jamshidian (1999) we get the IPr«-dynamics of the forward process, cf. Proposi-
tion 4.4,

c(mirr), / zHﬁfL_ S awe’

t
_ /ﬁZ(s,Ti,T*) awr
0

t
+ // (exz(s,Ti,T*) _ 1) (”L o VT*’L)(dS, de‘)
0 R

Proposition 4.5 The Pr«-dynamics of L(.,T;) is given by

n

dL(t,T) =~ Y ¢ (% + L(t—,Tj)> S2(t, Ty, Tyyr) di

Jj=i+1

- (% ) / (*BOTTin) — 1) @S0 Tosn Turs) T (i, d)
R

#VE (5 4 Ll T)) S0.T Ton) AT

R
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Proof: Equation (32) in Jamshidian (1999) is given by

o +5 LJ

0 ] ’L-‘r]. .7 J,S—

// <¢J x, s ( - <1 + 716fg(ijs) ) — 1)) v @7 (ds, dz)
+ [ B aw@ | ] 6 (s,2) (0 — v 9)(ds, da).
e[

Therefore in our notation

|

X

ds

[N SF2(s—, Ty, Thar) S 52(s, Ty, Tt
3 (s— 1) 557 ( 1)

it 1+ 6L(s—,Tj)

1 v
/( o T T) S (er0mi)
R
ﬁ 5FB - Tj, Tj+1)% (eIE(S,TjﬂTjJFl) _ 1) VT*L(dS dx)

Jj=

+/FB(S_aTziaﬂJrl)?E(S;E?T’iJrl)dWST*
0

# [ [ Falsm T Tian)§ (0000 1) (b =071 (ds, da).
0

Because

L4 0L(s—, Ty) = Fp(s—.T;. Tys)

and

n n

S ST T) = 3 (S5, T) — S5, Tysa)) = X(s, Tiwr) — (s, Tor)

Jj=i+1 J=i+1

= Z(S, EJrla Tn+1)7
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we get

" cFg(s—,T;,T;
L(t,ﬂ):L(O,ﬂ)— Z C B(S 75 Js ]+1)22(8,Tj,Tj+1) ds

j=i+1

t
_// FB(S_’?7EH> (ex2(57TivTi+1)—1) e Tt Tnr) )y 10 (45 da)
0w

t
/FB(S—aﬂ,Tz‘H)\/E
- 5

*

E(S,Ti,TiH) thT

0
t
n // FB(S—,(ST‘iaZTi-i-l) (exE(s,Ti,TiJrl) — ]_) (IuL — VT*’L) (dS,de’)
0 R

Fp(t,T3,Tiq1)

Since 5

= 1 + L(t,T;) our statement is proved. O

The non-negativity of the Libor rate L(.,T;) can also be derived from Jamshid-
J
ian (1999, Section 5.1). It is sufficient to check that v/ (z,s) := w > —1. In
our case we have ’
3 Fp(s= T, Tip) (€200 00) — 1)
% (FB<S_7E7E+1) - ]-)

HODE

ezE(s,Ti,TiJrl) -1
- > -1
FB(S_7Ti7Ti+1)

since e”>(7Ti1) > 0 and Fp(.,Tj, Tit1) > 1.

4.2 A forward price model

Instead of embedding forward rates (or Libor rates) in an existing bond price
model one can model the forward rates (or Libor rates) directly. Before we
start with the Lévy Libor model we present a Lévy model for the forward
processes. As in the previous section we assume a complete stochastic basis
(Q, F,Pr-, (Fi)o<i<r+) and a family (B(t,T'))r)ea to be given. The bond prices
are assumed to be positive semimartingales, decreasing in the second variable and
they satisfy B(T,T) = 1 for all T' € [0, T*]. The dynamics of B(.,T) remains un-
specified in this section.

Concerning the modeling of the forward processes we make the following as-
sumption.
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(FPM.1):

(FPM.2):

For fixed maturity date T" < T™ the dynamics of the forward process is
given by

dFg(t, T, T%) = Fg(t—,T,T*) AL
with initial condition

B(0,T)

Fo0.1,7) = 5 7y

where

Ly =8 + [ a(s, T, 77) aw T

—

0
—I—O/ﬂZﬁ(x,S,fT*) (1" = v"h) (du, dz),

where o and § > —1 are deterministic functions such that the integrals
are well-defined and with the additional condition that «f(t,7*,7*) =
B(z,t, T*,T*) = 0 for any t € [0,7%], and z € IR. Under Pp- WT" is
a standard Brownian motion, p* is the random measure of jumps of a
Lévy process with respect to Py« and v7 F(dt,dz) = vT (dz) dt is the
IP.-compensator of u” which satisfies the following integrability condition
f{|x‘>1} exp (uz) v! (dz) < oo, for —M < u < M, for some M > 0.

The relationship between the bond price and the forward process is given
by

Fg(t,T,T") =

Assumption (FPM.1) is equivalent to F(.,T,T*) = F(0,T, T*)E(LTT") and
hence by Jacod and Shiryaev (1987, 1.4.64)

t t

1

Fp(t,T,T*) = F(0,T,T*) exp /a(s,T, ) awl — 5 /QQ(S,T, T*) ds

0

+//5(:E,S,T, T (u* — v 1) (ds, dx)
+// (n(1+ B(z, 5, T, T*) — Bz, 5, T, T*)) p*(ds, dz)
0 R
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By construction Fg(.,T,T") is bounded by 1 and Fg(.,T,T*) is a local IPp«-
martingale. For simplicity we can assume that it is a martingale. The martingale
property of the forward process implies that Assumption (FPM.2) is equivalent
to

B(t,T*)
B(t,T) = Ep,. {WIE} ;
because
B(t,T) 1
= Fg(t,T,T*) = E - :
B(t,T*) 3(t, T, T7) = B, [B(T,T*) ‘F’f]

Note that the forward modeling approach can be related to the last section
by setting, see Proposition 4.4,

a(t,T,T*) = eS(t, T, T*),

Blx, t, T, T*) =exp (X(¢, T, T")x) — 1.

Definition 4.6 The forward process Fg(t,T,U), t € [0,T NUJ,0 <T,U < T*,
1s defined by

FB(ta T7 T*)
FB(t> U7 T*) ‘

FB (t, T, U) =
The forward process F(t,T,U) can be written as

t
Fp(t,T,U) = Fg(0,T,U) exp /a(s,T, U) awl”

0
t

1 9 * 2 *
_5/((1 (s,T,T%) — a2(s, U, T*)) ds
b [ [ ot 0y - o yas,an

0 R

+O/HZ(ln(ﬁ’(x,s7T7 U)) = Bz, s, T,U)) p=(ds,dz) | ,
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where for abbreviation purposes we have set
a(s, T,U) :=a(s, T,T") — a(s, U, T"),

Bz, s, T,U) = B(x,s,T,T) — B(x,s,U, T,

14 B(x,s,T,T%)
/ T U ‘= ! ) .
T ) = s, 0T

Note that §'(z,s,T,T*) = 1+ B(x,s,T,T*).

Remark: In case we are starting with the Lévy HJM framework of Section 4.1.2
we get

al(s, T,U) = /cX(s,T,U),

6<I7 s, f]‘v7 U) — (ezE(s,T,T*) . 1) - (e:cZ(s,U,T*) . 1) — exE(s,T,T*) o eacE(s,U,T*)7

ﬁ/<x, s, T7 U) — ezE(s,T,U)7

where X(s,T,U) := (s, T, T*) — X(s,U, T*) = X(s,T) — X(s,U).

The IPr«-dynamics of Fg(.,T,U) can again be derived by Itd’s formula:
dFp(t,T,U) = Fg(t—,T,U) | a(t,T,U) (AW} — a(t,U,T*) dt)

n / Bt T,U) (4" — V7" 1)(dt, dx)
R

+/(ﬁ’(:c,t,T, U) — B(z,t,T,U) — 1) p*(dt, dx)
" (4.20)

The functions ¢Y(¢t) := «(t,U,T*) and YY(t,z) = B(x,t,U,T*) +1 =
B (z,t,U, T*) determine a measure IPy; ~ Py« with the property that

t
WY =W - / &V (s) ds
0

is a standard Brownian motion under Py and

vUEdt, dr) = YY(t, 2)vt R (dt, do)

114



is the IP;-compensator of ur.
In an analogous way to Proposition 4.4 it can be shown that

dFg(t, T,U) = Fg(t—,T,U) | a(t,T,U) AWV

+/(ﬁ’(w,t,T, U)—1) (p" = ") (dt,dz) | . (4.21)

4.3 The discrete tenor Lévy Libor rate model

In Section 4.1 and 4.2 we have discussed two frameworks, where the Libor rates
can be derived from the bond prices or the forward prices. In this section the
Libor rates itself are subject to modeling.

We make the following assumptions concerning the dynamics of the Libor
rates. Let T < T* — ¢§ be fixed, where § > 0. Again we assume a complete
stochastic basis (Q, F, Pp«, (F)o<i<r+) and let p’ be the jump measure of a
Lévy process L. Furthermore the initial bond prices B(0,7),0 < T < T*, are
given and strictly decreasing in the second variable.

(LR.1): There exists a function A'(.;;.,7) : Q x [0,7] — IR,, and a function
N(;,,T) QxR x[0,7] — Ry both predictable with A2 € Gjoc(ul),
such that

dL(t,T) = L(t—,T) | \'(t, T) dW][ ™ + / Nz, t, T) (i — T8 (dt, dz) |,

R
(4.22)

where W7+ is a IP7,s-standard Brownian motion and v?*%L(dt,dx) =
I/T+6(d$) dt is the IPp,s-compensator of pu”. Furthermore we as-
sume that v7t%F  gsatisfies the following integrability —condition
Stz 1y €xXP(uz) vIH(dr) < oo, for —M < u < M, where M is a
positive constant. To guarantee that the Libor rate is positive we assume
that N2(ALg, t, T)Miar,20p > —1.
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(LR.2) A'(,;.,T) and A\?(.;.,.,T) satisfy the following integrability conditions

/()\1(t,T))2 dt < o0, as.

0

T
//(\/)\Q(x,t,T) +1— 1210 (dt, dz) < 00, as.
0 R

(LR.3): The initial condition in equation (4.22) is given by

1/ B(0,T)
som -1 (;200 1),

The motivation for Assumption (LR.1) is the dynamics of the Libor rates
within the forward rate approach in Section 4.2. From equation (4.7) and (4.21)

we deduce
dL(t,T) = % AFs(t, T, T + ) (4.23)
1
— SFB(t—, T,T+6) | a(t,T,T +0) dW
+ [t TT 4 8) = Dt =15t da)
R
_ % (14 6L(t—T)) [ a(t, 7.7 + 8) dw T+
4 [t T+ 8) = Dt =yt da)
R
= L(t—,T) | \'(¢,T) AW+ + / Nz, t, T) (pF — v o0)(dt, dz) |,
R
where
1+ 0L(t—,T)
1 _ 9
AN(t,T) = SLi-T) a(t,T,T +9), (4.24)
1+ 0L(t—,T)
2 . ) / _
N(x,t,T) = SLi-T) (B'(x,t, T, T +9)—1). (4.25)
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4.3.1 Construction of the forward measures

In this section we follow Musiela and Rutkowski (1997, 1998) to construct an
arbitrage-free bond market which is based on the Lévy Libor model.

For simplicity we assume that 77 := 7™ is a multiple of 9, i.e. there exists
M € IN such that T = M¢. For the ease of notation, we shall assume that the
discrete-tenor structure is given by T :=Tf —id, i€ {1,...,M —1}.

The construction is based on backward induction, and so we will start with
the longest maturity 77. According to (LR.1) we postulate that the dynamics of
L(.,TY) is given by

dL(t,T7) = L(t—=, T7) | A, T7) AW, + / N (a, b, T7) (" — w70 E)(dt, da) | |
R

with initial condition

1 (B(0,T7)
w01 =5 (5o )

Motivated by equation (4.24) and (4.25) we define

5L(t_7T1*> 1
t,T7,17) == t, Ty
OZ(, 1> O) 1—|—(5L(t—,T1*)>\ (7 1)’
OL(t—, Ty
Bz, t, T, T5) = (= 17) N(z, t, TY) + 1, vt € [0,T7].

1+ 0L(t—, T7)

Then under the measure IPry the forward rate Fp(., T}, T5) = 6L(.,T7) + 1
has the following dynamics

AFg(t, TF,Ty) = Fe(t—, T, T | a(t, 7, T) AW,

4 [T T~ 1) (= 15 dda) |
R
with initial condition Fp(0,7},Ty) = B(0,77)/B(0, 7). This can be seen by
the same arguments as in the motivation for Assumption (LR.1), page 116.
Note that due to Assumption (LR.1) and (LR.2) a(., T, T5) and B'(., ., T, 1)
are predictable and satisfy the following integrability conditions

TY T7
/(a(t,Tf,Tg))2 dt < /(Al(t,Tf))? dt < 0o
0 0
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and that

Ty

2
//<\/ﬁ/(x>tanaT6‘<)_1) VTJ’L(dt,dm)
0 R

¢
1

< // (\//\2(x,t,T1*) T1- 1>2vT5’L(dt,dx)

0 R

< 0Q.

Then af., T}, Ty) and §'(.,., T}, Ty) define a measure Pz« by

dIP ' e 1o T
Py =& /oz(s,T1 JTy) dwy e
+ / [T 1)~ 1) (o = o5 s do) |
0 R Ty
so that WT* : f (s, Ty, T5) ds is a standard Brownian motion under
Pr- and 77 (dt, d:v) = [(x,t, T{",T*) To-L(dt,dx) is the IPrs-compensator of
L

T8

Analogously to the date T} we postulate that the dynamics of L(., T35) is given
by

AL(t,T5) = L(t—, T3) | A'(¢, T3) aw" + /)\Q(xtT*)(u — T (At da) |,

R
with initial condition L(0,T5) = 3 (B(0,7%)/B(0,Ty) — 1). We define
OL(t=T5) s

T5,17) = T
Ct(t, 2 1) 1—|—(5L( ))‘ (t )
SL(t— )

Mo, t, T3)+1,  t€]0,T3].

/ * *\
6<$,t,T2,T1) 1+5L( )

Note that the forward rate process F B(., Ty, T) satisfies under IPr:

AFg(t, T;,T) = Fe(t—, T, T | alt, T3, TF) AW,

+/(5/(37,t, Ty, T7) — 1) (" = v"0) (dt, dz) |,

R
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with Fy(0,T5, Tr) = B(0,T3)/B(0, TY).
As in the case of T} a(., T3, Ty) and 3'(.,., T, T{) define a measure Pz on
(Q, Fr;) by its density

dPry ( L i
apr; /Q(S’T%Tl) s
0
+//(ﬁ/($,t,T;7Tf) - 1)(ML - I/Tl*’L)(dt,dx)
0 R T3
Then Wtz = Wi — f(f a(s, Ty, 1Y) ds is a standard Brownian motion under

Pr: and v'25(dt, dx) == §'(x,t, Ty, T7) v’ 5(dt, dz) is the Py -compensator of
u*. Note that
dPpy 1
dPr:  Fp(0, T3, T7)

Fy(Ty, T3, T).

By setting
Pry, _ 1 Fu(Tr Try T (4.26)
d]PT; FB(()7’_]’]?‘+1,7‘;) JHL T+ g

we define the measure IPr- ~on (€2, Fry,,) for the remaining dates. The rela-
tionship between the forward measure associated with the date 77, and T} in
equation (4.26) does not depend on the specific model for the Libor rates, see
Rutkowski (2001).

The existence and uniqueness of the implied savings account can be shown
by the same arguments as in Musiela and Rutkowski (1997). With a view to
completeness we summarize their argumentation.

In the discrete-tenor setting the savings account is a discrete-time process
(Bt)i=0s,..m5- The value B; can be interpreted as the amount of money accu-
mulated up to time ¢ by rolling over a sequence of a series of zero-coupon bonds
with the shortest maturities available. The bond prices will have to satisfy the
following relationship

B(t,T;)
Fo(t.T.. T =073
AT ) = BT
Thus
B(T}, Tj1) = Fg' (T}, T}, Tj1a). (4.27)
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Hence it makes sense to define

By =1
1
Br, = = Fp(Ty_1,Tk—1,T;

-----

41
Br,,, = H Fp(Ti1, Ty, Tk)
k=1
= BTjFB(Tja Tj>Tj+1> = BTj(l + 5L(Tja Tj+1))
> BT]..

We define the candidate for the spot martingale measure IP* ~ Py« by

dIp*

— B.B(0.T 4.
TP = BrBO.T), (4.28)

and define the time-T, bond price of a zero-coupon bond with maturity T, k > ¢,
as

Br,
Br,

B(Tg,Tk) = IE]P* |: |JTTZ:| .

Then indeed equation (4.27) is satisfied.
Br,

B(Ty, Ty41) = Ep~ [ |}—Tz]

1
Fp(Ty, Ty, Ty4r)
B 1
Fp(Ty, To, Tyi1)’

Tyt

since Fp(Ty, Ty, Tp+1) is Fr,-measurable.

4.3.2 Special cases

In the following we will concentrate on the case that A! and \? are deterministic
functions. There are two important special cases, where we are interested in. If
there exists a constant ¢ > 0 and a function A on [0, 7], such that A' and \? are
related through

/\l(tv T) = \/E/\(t7 T)7
N (z,t,T) = \t,T)x,
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then L+ == /W[ 4 [1 [ o (uF — vT+01)(ds,dx) is a Lévy process under
IPr.s. In case that A\? is constant zero, we are in the classical Gaussian setting.
The dynamics of the Libor rate is driven by the Lévy process LTT9:

dL(t,T) = L(t—, T) \(t,T) dLT*°,

or equivalently

L(t,T)=L(0,T)& /)\(S,T) 4L+

0 t

Note that one has to assume that the jumps of [; A(s,T)dLI™ are strictly
larger than —1 to ensure that the Libor rates are positive.
This can be replaced by the following alternative assumption.

(LLR.1) For fixed T < T* — ¢ the Libor rate has the following representation

L(t,T) = L(0,T) exp /)\(S,T) AL | (4.29)

0

where A is a positive deterministic function such that fOT/\(s,T)2 ds <
oo. We assume that there exists ¢ > 0, and a continuously differentiable
function b : IR, — IR such that

t
1 —ut) = Ve [ [a ot @dn @)
0 R

is a Lévy process under [P, 5. The Lévy measure of L1T+§’L —0b(1) is denoted
by vT°. Furthermore, we assume that |, (laf>1) EXP(u) v+ (dz) < oo, for
—M <u< M, and |\| < M where M is a positive constant.

(LLR.2) Furthermore we assume that the next condition holds

t

/)\(S,T)b’(s) ds = — /t/ (XD — 1 — X(s,T)x) v ! (ds, dx)

0

+%C/)\2(S,T) ds | . (4.31)

0
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Condition (LLR.2) gets more restrictive if we want L7 to be a Py, s-Lévy
process:

t t t

1
b/ (s, T) ds = — //(eA(S:T)x—l—)\(s,T)x) vTToLl(ds, dz) — ic/)\Q(s,T) ds.

0 0 R 0

Lemma 4.7 Under Assumption (LLR.1) and under the condition given in equa-
tion (4.31) the Libor rate process L(.,T) is a IPris-martingale.

Proof: Let 0 < s < ¢ < T. The process [; A(u,T) dLI* is an adapted pro-
cess with independent increments, see e.g. Jacod and Shiryaev (1987, 11.4.15)
combined with Jacod and Shiryaev (1987, IX.5.3) or Kallsen and Shiryaev
(2001, Lemma 2.5). Hence f: AMu, T) dLT+ is independent from F, and hence

exp ( fst AMu, T) dL£+5> is independent from F. Then
t
IEIPT+6 exp /)\(u, T) dLZ‘*‘(S |./T5
0
s - t
= exp / ANu, T) ALIT | Ep,.,, |exp / Mu, T) dLT | | F,

0 s

s t

= exp /)\(u,T) dLI* | Ep,.,, [exp /)\(u, T) dLI+e

0 s

Now we have to show that the expectation on the right-hand side equals one.
Due to equation (4.30) this expectation can be written as

t t

Ep,., / Mu, T) ALT | = exp / A, ) (u) du

S S

[L4.7.a]

t

x Ep,., / Au,T) dLI* |
where LT+ .= /¢ quTMqu(; Jr @ (05— vTTL) (du, dz) is a IPry5-Lévy process
with drift zero.

The expectation on the right-hand side of equation [L4.7.a] can be calculated
with Lemma 3.1 in Eberlein and Raible (1999) as follows

t t

Ep,,, |exp /)\(u,T) LT+ | | = exp /E(A(U,T)) du |,

S S
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TT+6
Ll

where %(.) is the logarithm of the moment generating function of ,l.e. R is
given by

- 1

R(x) = ECI2 + / (e#* — 1 — zz) v (da).

R
By equation (4.31) we get
t ¢
Ep, , |exp /)\(u,T) LT | | = exp —/)\(u,T)b’(u) du
Hence the right-hand side of equation [L4.7.a] equals one. O

The following corollary embeds Assumption (LLR.1) in Assumption (LR.1).

Corollary 4.8 The modeling approach

t
L(t,T) = L(0,T) exp /)\(S,T) drT+e
0

18 equivalent to

L(t,T)=L(0,T)& ﬁ//\(s,T) AT+

—|—0/IZ (XD — 1) (b — vTHO) (ds,dx) | . (4.32)

t

Proof: We have to calculate the exponential transform of X := [; A(s,T) dLT™.
It is defined by X := £ (exp(X)). Since Xy = 0 we have £(X) = exp(X), see
Kallsen and Shiryaev (2000, Lemma 2.4). The exponential transform is given by
the following formula, see Kallsen and Shiryaev (2000, Lemma 2.6),

t
=~ 1
Xt:Xt+§(Xc,Xc>t+//(e“’—1—x) p* (ds, dx).
0 R

1. Calculation of (X, X¢).:

t t
X = [V awit = (X = e [ R T) s
0 0
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2. Calculation of [ [i. (e” — 1 —x) ¥ (ds, dx):

By construction the jumps of X are AX, = \(t, )AL = \(t, T)AL,.
Hence

t

//(ew—l—x) (ds,dz) // AT 1 —\(s, T)x) pi*(ds, da).
0 R

Therefore

t t
> 1
X, = /)\(s T) dLT + §C/A2(5,T) ds
0

// (XM — 1 — \(s, T)z) p*(ds, dx)

:/b()A(s T)ds+\/_/ (5,T) dWI+e

0

+

D

t
1
As, Tz (p" — v"+0F) (ds, dz) + §C/A2(S,T) ds
0

_I_

c>\?F o\ﬁ*
F—

(XeDr — 1 — \(s,T)x) vTHE(ds, dz)

_|_

o\

/ (XD — 1 — X(s,T)z) (pF — v (ds, dz).
R

And finally, by condition (4.31),

t t
X, = /e / s, T) AW/ + / / (XD — 1) (b — T8 (ds, dx).
0 0 R
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4.3.3 Forward measure modeling

In Section 4.3.1 we make no assumption about the bond price system. The
discrete bond price system is constructed from the Libor rate model.

In this section we make the following restriction concerning the form of the
Libor rates

T+6
L(t, T) == | exp / f(t,u) -1]1, (4.33)

where f is the instantaneous forward rate of Section 4.1.1. This section is closely
related to Brace, Gatarek, and Musiela (1997) and Glasserman and Kou (2001)
since it provides the natural generalization to Lévy processes.

The connection between the martingale measure IP* and the forward measure
associated with the date T'+ ¢ is given by

d]PT+§| _ B(t,T+ (5)
dP* "t T B.B(0,T + 6)

t
T *
B(OT—|—5 exp /A3T+5 ds—l—/S(sT) dW;

//szT—l—(S( — v*)(dt, dz)

0 IR"

1 T+5 W — / T+6 2
B(0,T +9) P /(b i s)I” ds

//YT+53$ C 1) (= v)(ds, da)

0 R
— / /(YT+6(3, ) —1—InYT (s, 2)) p(ds,dz) |,
0 R"
where
¢TTO(t) = S(t, T +9), (4.34)
YT+§<t’x) _ oDt T+5)  _ - ST 8t u) du_ (4.35)

125



Under P75 the compensator of y is given by

T+6
pIHo(dt, da) = P T+ (dt, da) = exp | — / O(t,x,u) du | v*(dt,dz),

t

and the process

t
WIt =w; — /S(s,T + ) ds
0

is a standard Brownian motion.
The next theorem states the Libor rate model under the final forward measure
IP7,,., and generalizes Theorem 3.2 in Glasserman and Kou (2001).

Theorem 4.9 Let v, be a bounded deterministic function, WTv+1 o standard
Brownian motion with respect to Pr,, ., and v™+1(dt, dz) = A+ (¢,dz) dt is
the IPr,, . -compensator of . Let H, : IR" — IR be a deterministic function in

Gloc (1)
The dynamics of L(.,T,),n=1,..., M, is assumed to satisfy

dL(t,T,) = L(t—,T,) | cn(t) dt + 7 ()T AWM+

—i—/Hn(t,:c)(u—l/TM“)(dt,dx) . (4.36)

Then this model is arbitrage-free if

M Sy () T () L(t—, T,
3 Tu(t) T () L( )

an(t) = - 1oLt T
+ /Hn(t,x) (1 — kH Lt 5L(1t:5TL’“2£jLTS’“(t’x))> AT (¢ ). (4.37)
R =n+1

Proof: We show the arbitrage-freeness of the model by embedding it in the HJM-
framework by choosing suitable functions o(t,u) and (¢, x,u), where we can use
the same formulas as in the proof of Theorem 4.2:

Tn+1
6y () L(t—, T},)
T) — S(t, Tpi1) = =
St Tn) = St Tosr) / R W ) (A
TTL
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and

Tnt1
D(t,,T,) — D(t, 2, Thsr) = / 5(t, 7,1 du
Th
—n (1 + 0L(t—,T,)(1 + H,(t, x)))
' 14+ 0L(t—,T,) '

The risk-neutral dynamics of L(.,T,,) is given by, see equation (4.9),

1+ 6L(t—,T,)

dL(t,T,) = .

(S(t,T,) — S(t, Tpyr)) " (AW — S(t, Tpyr) dt)

4 / (eD(t,x,Tn)—D(t,x,Tn+1) — 14+ eD(t,x,Tn+1) - eD(t,x,Tn)) I/*(dt, dl’)

RT‘

+/ (eD(t,m,T,L)—D(t,a:,Tn+1) o 1) (:U’ . I/*)(dt, dl’)

]R"f‘
[Th4.9.a]

First, we consider the integrator of the first expression on the right-hand side

AW — S(t, Tpsr) dt = AW — S(t, Tasrn) dt + (S(t, Tags) — S(t, Tpyr)) dt

M
() L(t—, Ty)
= dw, — dt
We 2 1+ 0L(t—,T)

k=n+1

where we have used equation [Th4.2.c], page 101, from the proof of Theorem 4.2.
Hence,

(S(t, T) = S(t, Tur1)) " (AW} = S(t, Tyr) dt)

) T T = 57k(t)L(t_>Tk)
= t) L(t—,1T, dw,; M+ — dt | .

[Th4.9.b]

Before we consider the terms in equation [Th4.9.a] which are related to the
jumps of L(.,T},) we state the following useful equality.

eD(t,:p,Tn_H) . eD(t,ge,Tn) _ (1 . eD(t,z,Tn)fD(t,x,Tn_H)) eD(t,x,Tn+1)
(1 _ eD(t,m,Tn)—D(t,m,TnJrl))

X eD(t,m,Tn+1)—D(t7:E,TM+1)eD(t,LIP,TM+1) )
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Hence,

eD(t,x,Tn+1) — oDt Tn) — (1 _ eD(t,a;,Tn)—D(t,x,TnH)) eD(t,x,TMJrl)
M
X H eD(t,$,Tk)—D(t,$,Tk+1)
k=n+1
_ OL(t—, Tn)Hn(t,x)eD(m’TMH)
1+0L(t—,T,)
ﬁ 1+ 0L(t—, Tp,)(1 + Hy(t, z))
et 14 0L(t—, Ty

where in the last equation we have used equation [Th4.2.d] from the proof of
Theorem 4.2. By using equation [Th4.2.d] again we get

Dtz Tov1) _ oDtz Tn) (eD(tw,Tn)—D(t%TnH) — 1) eD(tx, T 11)

B 14 0L(t—, T (1 + Hy(t,z))
= (1_ 11 TS )

k=n+1

L(t—, T, H,(t Dtz Tv+1) - [Th4.9.
X1+5L(t_,Tn) ( ) ) (7x)e [ 9C]

Now we consider the expressions in equation [Th4.9.a], that are related to the
jumps of L(.,T},). For the purpose of lucidity we use the notation for integrals
with respect to random measures from Jacod and Shiryaev (1987, I1.1.5).

(ePUnT)=DlwTorr) — 1 PlonTort) — DT 7
+ (ePCrT)=DlnTu) — 1) % (1 — ),
= (PlrTW)=DlTus1) — | 4 @D(rTur1) — DT s
+ (ePHT=DlnTusr) 1) (PlrTar1) — 1) s 17
+ (PCnT=DCeTurt) _ 1) 5 (= pTin)

— (eD('v'an+1) _ eD('WT") _|_ (eD('v'an)_D(warH—l) _ ]_) eD(~7'7TM+1)) % V:

+ (eD(-»-an)—D(-v-anJrl) _ 1) * (/1’ _ VTM+1),5 )
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By using equation [Th4.9.c|] and [Th4.2.d] we get

ST

(1 + 5L(,Tn)) ((eD(.,.,Tn)D(.,.,Tn+1) — 14 ePGoTnsn) eD(-,.,Tn)) * Vt*

+ (eD(.,.,Tn)—D(.,.,Tn+1) . 1) % (,U . V*)t)

) <L_<.,Tn>Hn<., ; (1 B Rt (5TL><(1 - z;I( .>>>) e

+ (L—(an)Hn(., )) * (M — VTMJrl)

[Th4.9.d]

L

By combining equation [Th4.9.b] and [Th4.9.d] we get equation (4.36) where
the drift coefficient satisfies (4.37). O

The next theorem shows that the market practice of assuming that caps and
floors can be priced such that the Libor rates are driven by a Wiener process can
be pushed further to a model where the Libor rates are driven by Lévy processes
under each forward measure. This means that in our discrete tenor model under
each forward measure Py, ., the Libor rate L(.,T,,) has the form in Assumption
(LLR.1) on page 121.

We proof a slightly more general version.

Let r > M, I, C {1,...,M}, and let for all n € {1,..., M} H, € Gic(p)
such that H,(¢,0) = 0 and H,, depends only on the I,-coordinates, i.e. let II;, :
I, (x) = I, (y) we have H,(t,2) = H,(t,y). We define H, : [0,7%] x R" — R
by setting H,(t,x) := Hy(t,z), where z € I, '(z) is arbitrary. We define the
random jump measure fi, on 2 x [0, T%] x IR’ by setting (w3 [0, 1) X A) :=

compensator. Let f,, be the continuation of fn on IR" which depends only on the
I, coordinates and vn+1(dt, dx) := f,(t,dx) dt.

In the exponential Lévy Libor setting in Assumption (LLR.1) we have I, =
{n} and H,(t,z) = etT)en — 1 cf. Corollary 4.8. For practical purposes it is
sufficient to consider the case where the Lévy measure has a Lebesgue density,
ie. vIn+1(dt,dz) = fu(x) dz dt. The next proposition generalizes Proposition
3.1 in Glasserman and Kou (2001).

Proposition 4.10 For each n = 1,2,..., M let v,(.) be a bounded R%-valued
function. Let H,, H,, [i,, vin+t, oo+t f f WIntt be given as above.
Consider the following model, where for eachn € {1,..., M} the dynamics of
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L(.,T,) under its associated forward measure Py, is given by

AL(t,T,) = L(t—,T,) | ()T dW/ + / H,(t,2)(fin — D) (dt, dz) |

R
(4.38)

where
v (dt, dz) = fo(t, dz) dt.

This model is arbitrage-free if the risk-neutral intensity satisfies for all t €

[0,7%.

j / g(s, ) v*(ds, d)

0 R"
” 14 6L(s—, T3,) (1 + Hy(s, z))
// S, ) 15 0L(s—.T}) fu(s,dx) ds, (4.39)
0 R

for every integrable g : [0,T*] x R" — IR that depends only on the J,, Ix-
coordinates.

Proof: Tt is sufficient to proof the statement for purely discontinuous L(.,T5,).
If the Gaussian parts are nonzero they can be handled in exactly the same way
as in the classical setting of Brace, Gatarek, and Musiela (1997) or Musiela and
Rutkowski (1997).

We follow the same strategy as in the proofs of Theorem 4.2 and Theorem
4.9. Again we set D(t,x,T,) — D(t,x,T,+1) as in equation [Th4.2.b]:

D(t,z,T,) — D(t,x,T,+1) = / d(t,z,u) du
- ) 14+ 6L(t—,T,)(1 4+ H,(t,x))
'_ln( T OL(—.T,) )

Note that D(t,z,T,) — D(t,z,T,,1) depends only on the I,-coordinates, since
H,, depends only on the I,-coordinates and that D(¢,x,7,.1) depends on the
Uk<n Ii-coordinates, see [Th4.2.e].

Let us now consider the terms related to the jumps of the risk-neutral dy-
namics of L(.,T,,), see equation [Th4.9.a].
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1+ 6L(t—,T,)
5

/ (eD(t,x,Tn)—D(t,m,Tn+1) o 1) (N . V*) (dt, dx)

R"
+ / (eD(t7x,Tn)—D(t,CIJ7Tn+1) _ 1 + eD(t,l’,Tn+1) _ eD(t,J},Tn)) V*(dt7 dx)
R"

14 0L(t—,T,)
- 5

/ (eD(t7$,Tn)_D(t,$,Tn+1) o 1) (u - I/:;) (dt, d:L’)
]I{’V‘
4 / (eD(t,m,Tn)—D(t,z,TnJrl) S eD(t,z,TnJrl) _ eD(t,m,Tn))

RT

b 1+ O0L(t—, Tp) (1 + Hy(t, )
x ( 11 11 oL(—T}) ) falt, dz) dt) '

k=n(t)

Now we use equations [Th4.2.d] and [Th4.2.i]. Hence the above sum can be
written as

= Mfst_’ = ( / (1 ¥ 6Lft—, Ty L T Hnll, x>> (1 = v3) (dt, dx)

T

SL(t—,T,)H,(t, ) - 1+ 0L(t—,Ty)

R k=n(t)

y (H 1+5L<1t+7£€2£1j—7ﬂ5k(t7x))> Fult,dz) dt)

k=n(t)

= /L(t—,Tn)Hn(t,x) (1 — v (dt, da)

+ /L(t—, T.)H,(t,x) (fu(t,dz) dt — v} (dt,dx))

n

1+ 0L(t—, T})

+]R/T L(t—, To) Hu(t,z) | 1~ kl;[@ 14 6L(t—, Ty) (1 + Hi(t, x))

n

1+ 0L(t—,Ty)(1 + Hy(t,x))
H 1+ 0L(t—,Ty)

fn(t,dx) dt

k=n(t)
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_ /L(t—,Tn)Hn(t,x) (1 — v (dt, da)

o
1+ O0L(t—, T)(1 + Hy(t,z))
+ [ Lt= T Ha(t, ) [ 1— ] ful(t,dz) dt
]R[ i 1+ 6L(t—, Ty
1+ O0L(t—, Tp) (1 + Hy(t, z))
+ [ Lt— T Ha(t,2) | ][ — 1| fult,dz) dt
]R[ o 1+ 6L(t—, Ty)
— [ LT t) (7~ ) e o)
RIn
O

4.3.4 Examples for the volatility structure

In Brigo and Mercurio (2001, Section 6.3.1 and Chapter 7) one can find a list of
different specifications of the volatility structure as well as some aspects of the
calibration in the Gaussian setting. The different types of volatility structures
can be applied in our setting, too.

We define an auxiliary function h : [0, 7*] — INy by

h(t) = ki, 13-
The simplest example for A is the constant volatility structure
)\(tv Tk) = Sk,

where each s, k € 1,..., M — 1is a positive constant. The number of parameters
can be reduced if we assume that A\ depends only on the time to maturity. In
this case we have

At Tr) = Ni—n)-

This can be also generalized to a more complex but still piecewise constant
volatility structures:

At Tx) = senney+1

or

At Ti) = SkMk—n()-
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Brigo and Mercurio (2001) propose also two different types of parametric
forms for \. For a, b, c,d > 0 the first one is given by

)\(t, Ty; a, b, C, d) = (a(Tk — t) + d)e_b(Tk—t) + ¢,
or more general
A(t, Ti; g, a,b, ¢, d) = O ((a(T), — t) + d)e T 4 ¢) ®p,a,b,¢c,d > 0.

Note that in case we have a = 0,¢ = %, = %, for some ¢ > 0, we get the
Vasicek volatility structure, which is known as a volatility structure of instan-
taneous forward rates. But note that it is not suitable in our case, because the
Vasicek volatility structure guarantees that the asset which is considered has a
prespecified value at maturity, namely 1 in case of a zero-coupon bond. However
it would not make any sense to postulate that the volatility A(t,T") of the Libor
rate tends to zero for t — T
Figure 4.1 shows the typical shape of the parametric volatility structure.

a=0.03 b=0.2 ¢=0.111d=0.06

0.20

Volatility Structure
0.10 0.15

0.05

0.0

Time t

Figure 4.1: Example for the parametric volatility structure, a = 0.03,b = 0.2, c =
0.111,d = 0.06.

4.4 Pricing of caps and floors

An interest rate cap is a contract where the buyer of the cap places a maximum
value, i.e. a strike rate, on the Libor rate index. He has to pay a premium to
the seller of the cap. The premium will have to depend on the tenor structure
0 < Ty <T) < ... <T,, the strike rate K, the day-count convention, and
the notional amount N. Similar to swaps an interest rate cap can be settled in
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advance or in arrears. The time-T} payoff of a forward cap which starts at time
T and is settled in arrears at dates Tj is

NS(L(Tjo1, Tyr) — K)*.

The counterpart to interest rate caps are interest rate floors in the same sense
as a call option is the counterpart of a put option. The payment of an interest
rate floor settled in arrears at time 7j is

NO(K — L(Ty -1, Ty-1))".

Without loss of generality we may assume that the notional amount NV is one.
The value at time t < T} is then given by

FC, = B [By/ Brd(L(Ty1, Tja) = )7 | 7.
j=1

The conditional expectation with respect to the measure IP* can be trans-
formed to the conditional expectation with respect to the forward measure Pr,
by using the abstract Bayes rule, see e.g. Musiela and Rutkowski (1998, Lemma
A.0.4). The density of IP* with respect to Pz, is given by, see equation (4.17),
page 105,

dIP* dIP* B.B(0,T;)
= By B(0,T; d —|p ="
dIPTj T] (07 ]) an d]PTj |-7:t B(t, Ty)
Hence
o NS BT B [/ By 0L, ) — %) By BO.T) | 7
=2 B,B(0,T})

j=1

- i B(t,T;) By, [6(L(Tj-1, Tj-1) = K)* | F]

=1

Remark: Fach forward cap (floor) is a strip of caplets (floorlets). The j-th caplet
with strike X and nominal value 1 is equivalent to a put option with maturity
T;_; and nominal value § := 1+ X on the bond with maturity 7;. The j-th
caplet has positive value on the set {L(7;_1,7;-1) — X > 0}. This is the same
set where the put option described above is exercised, because

1 ~
L(Tj,l,Tj,l)—ﬂc>0 <~ 1+L(7—‘],1,7ﬂ],1)6:m >5:1+g<(5
1
<~ B(T;1,T)) < =
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In case that the payoff of the caplet discounted to the time 7j is positive it equals
the payoff of the put option described above, since

B(T) 1, T)5(L(Ty—1, Ty) — K) = 1 — 3B(T)_,.T,) = 6( - B(T, 1,T>)

In the remaining part of this section we show how caplets can be priced by
using bilateral Laplace transforms, where we generalize slightly the approach in
Raible (2000, Chapter 3). In view to applications using generalized hyperbolic
Lévy processes, we concentrate on the purely discontinuous case. We assume that
under the forward measure associated with the date 7; we have the dynamics as
given in Proposition 4.10, i.e.

dL(t, Tj—1) = L(t—, Tj-1) / (XD — 1) (p — v™F) (dt, dz),
R

where A and v7iI satisfy the conditions given in (LLR.1) and (LLR.2).
From equation (4.29) we obtain

=

j—1

L(Tj-1,Tj-1) = L(0, Tj-1) exp A(s, Tj-1) dLy?

—

S o

j—1

= L(0,7T;_1) exp V.(s)A(s, Tj—1) ds

/
J

ﬂo\

Jj—1

/x)\sle (1" =) (ds, dz)

+

o\

We define

t

X, = /A(S,Tj_l) dL?,
0

so that

L(T, 1, Tj1)
X —n (2t
b n( L(0,Tj-1)

1

TJ TJ
:/b;())\(sle ds—i—//:c)\sle pt — vl (ds, dz).
0 0
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As a consequence of Lemma 3.1 in Eberlein and Raible (1999) we get the
following form of the characteristic function x of X, ,

X(u) = IE]PT]- [eiuXTjA]
Tj,1

= exp iu/b;(s))\(s,Tj_l) ds
0

Tj—l

- / / (e Time — 1 — jud(s, Tj_q)z) v (ds, dz)
0 R

Equation (4.31) in Assumption (LLR.2) simplifies in the purely discontinuous
case to

t

V(s)\(s,T) ds = — | AT 1 — \(s, T)x) vTToF(ds, dz).
/ /] |

0

Thus, the characteristic function of Xr,_ is given by

Jj—1

X(u) = exp | —iu T/

I
/]

AT — 1 — (s, Tj_1)z) v (ds, dz)

o]

0

(e Ti-0)r — 1 — jud(s, Tj_1)x) v (ds d:c)
(4.40)

= exp / / (e Ti-vr — gy AT — (1 — ju)) v (ds, da)
(4.41)

According to our model

(Lt T1))eefory o) = (L0, Tj—1) exp (Xi))iepoz; )

is a martingale with respect to the forward measure associated with the date T}.
Hence the moment generating function of Xr,_,

mgf(u) := Ep,, [e"Xijl}
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exists at least for u € [0, 1] and we have

mgf(1) = ]EIij [eXTJ—l} = ]EHDT]. {M} - 1

L(07 Tj—l)
We make the following technical assumptions, cf. Raible (2000, Section 3.1
and 3.2). We assume that [~ _|x(u)| du < oo, so that the distribution of X7, ,

has a Lebesgue density, i.e. there exists a Lebesgue-measurable function p such
that

Xr.
j—1
dIP;,

L _, Lebas
dLeb P, LEDAS

We assume that the extended characteristic function x(2) := Ep, [e' i-
is defined for all z € R — [0, 1] C C with x(—i) = 1.

We define w(z,X) = (z — X)* so that the payoff of the j-th caplet
is w(L(Tj_1,Tj—1),K). The price of the j-th caplet at time 0 is given by
Ep, [w(X7,_,,K)].  We introduce the modified payoff v by v(z,K) :=
w(e ™, K).

Note that for R < —1 the function z +— e #y(z, X) is bounded since

1 (IR -1\
0< e Br(e —K)T = (elRl-De _ glRn) " < ( ) :
( A

The function z +— e fy(x,K) is strictly greater than zero if and only if
1 < —In(X). Hence x — e % y(x, K) is integrable:

00 —In(X)
/eRx (e —K)" dz = / (ellFI=Dz — KelRlw) dg
—In(X)
b arve — K e
|R| -1 |R| o
ISR A R
R 1 (%) ‘E(i)
gclf\Rl
= ——— < 00.
[RE=TR] =~
Theorem 4.11 Let ¢; := —In(L(0,T;_1)). Then L(T;_1,T;_y) = ¢ 91,

Assume that mgf(—R) < oo. Let V;(¢;,K) be the time-0 price of the j-th caplet
and let L[v] be the bilateral Laplace transform of v, i.e.

Lv|(z) = / e *u(z) d, z=R+iueCuecl.



Then

GR ,
Vi6:%0 = BO.T) G- im [ LR+ (R - u) du (442)
-M

whenever the right-hand side exists.

Proof: The price of the j-th caplet at time-0 can be written in the following way

Vy(¢. %) = B0, T)Ep,, [w(L(Ty1,Tj-1),%)]
B(0, 7)) B, [w(e & ¥, %)
= B(0,T))Ep, [0(¢;— Xr,_,.%X)]
B

Thus,
LIV;](R +iu) = B(0,T}) L{v](R + tu) L[p|(R + iu) for uwe€ R. [Th4.11.a

The integral that defines the bilateral Laplace transform L[V;](z) converges
absolutely and ¢ — V;(¢,X) is a continuous function by Theorem B.2 in Raible
(2000). Hence the payoft V; can be obtained by inverting the Laplace transform,
see Raible (2000, Theorem B.3).

R+ioco

1 i Z
Vi(¢, K) = oy e9* L[Vj](2) dz
R—1i00

1 .
=5 e B LIV(R + du) du
m

—00

oo

et s 4
=5 A}linoo/e i LIV;|(R + iu) du.
M
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By equation [Th4.11.a] we get

eG Rt 4
V(G %) = BO.T) 5 Jim /ew@- L{o](R + iu)x (iR — u) du.

T M—oo
-M

O

It is sufficient to consider the case there the strike price equals one because
of Lemma 3.3 in Raible (2000),

V(G5 XK) = XV;(( + In XK, 1).

The bilateral Laplace transform L[v] for K = 1 is given by L[v](2) = (2(z + 1)) "
Equation [Th4.11.a] remains true for more complicated payoff functions as long
as the payoff depends only on X7, ,. Examples are given in Raible (2000, Table
3.1).

The characteristic function in (4.41) can be determined more precisely. Re-
member that v75L(dt, dz) = v%i(dx) dt. Let

o(u) 1= exp /(ei“x — 1 —iuz) v (dr)

R
be the characteristic function of L;. Then it follows from equation (4.41)

Tj,1

x(u) = exp / (—iuln ¢ (—iX(s, Tj_1)) + Ind(uA(s, Tj-1))) ds

Let L be a generalized hyperbolic Lévy motion. Thus the distribution of
Ly is generalized hyperbolic with parameters A, o, 3,0, 1 and the characteristic
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function of L; is given by equation (1.14), page 13. Hence,

(a2 _ BQ)A/Q
K, (9v/a? = )

X(u) =exp | Tj—1(1 — tu) In

Ty

N / (Zu In (a2 = (84 A(s, Ty 1))?)

— %m (a® = (B +iuX(s,Tj_1))?)
+1n<KA (5\/ — (B + iu(s, Tj_1) >)
—z’uln(K,\ (5\/ (B A5, Tj1) )>>

In case that L is a normal inverse Gaussian process, i.e. A = —%, the charac-
teristic function x simplifies to

x(w) = exp | Tj_1(1 — iu)dy/a2 — 32
Tj_1

+ / 5 (iu\/a2 — (B4 M. Tym))? — yJa2 — (5 + m(s,:rj_l)y) ds

Hence, equation (4.42) can be calculated numerically in an efficient way. Fu-
ture research will deal with the fitting of the model to real-life data sets as well
as the pricing of swaptions. Another topic of future research is the modeling
of defaultable Libor rates, see Lotz and Schlogl (2000), Schénbucher (2000b),
and Bielecki and Rutkowski (2002). In analogy to equation (4.8), page 95, the
defaultable §-(forward)-Libor rates are defined by

d 1 De(t,T)

where D¢ (t,T) denotes the time-t price of the defaultable bond with maturity 7°
which can be modeled according to Chapter 3.
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Appendix A

Construction of the Conditional
Markov Process

The construction that we present in this appendix is a slight modification of the
construction in Bielecki and Rutkowski (1999).
The general starting point is a probability space

(Q,F,]P,]F) = (Qa‘/f7]P7 (ft)tZO)

where the filtration (F;);>o satisfies the usual conditions. This probability space
corresponds to the probability space (Q, F, P* (F;)o<t<r+) in Section 3.2.1. The
aim is to enlarge this probability space so that a further process, i.e. a conditional
Markov process that describes the credit ratings is measurable as well.

For i,j € K = {1,....,K},i # 7, let \; : Ry x Q — [0,00)
be (F:)i>o—adapted Lebesgue-integrable functions and for ¢ € K, \;,; =
- Z )\i’j.

JER\{i}
Furthermore, we have a Hilbert cube, given by

(QUﬂj:UJPU) - ([07 1]1Na®8<[07 1])7®(Leb|[0,1])> )

i>1 i>1

where Leb denotes the Lebesgue measure on (IR, B(IR)). The elements w? € QU
are assumed to have the following form w? = (wgl,wgl,w%,w%,w%, .. ) For
i € {1,2} and j € IN we define the projection U; ; : Q — [0, 1] by U; ;(wY) = wZU]
Thus, the projections U; ; are uniformly distributed on [0,1]. This probability
space, together with some auxiliary functions which will be introduced below,
controls the law of jumping times and the law of the jumps.

Moreover we define

(5, 25,#) = (K,2% ),
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where 28 denotes the set of all subsets of Q, and p is a probability measure on
Q=K.

The set Q is the state space of the Markov process and j is the starting
distribution. In the credit risk framework p is a one-point measure on the rating
class that can be observed at time 0.

The product space is given by

(Q, F,P) = (QXQU xﬁ,f@fU@)QQ,]P@]PU@M)_

We define the functions T : IR, x Q x [0,1] x Q — Ry by

t+s
T(t,w,u,w) =inf ¢ s > 0 : exp /)\5@(0,11}) dv | <u
t

and let C: Ry x Q x [0,1] x @ — IR, be a random function with the following
property
Dwtw) (t) if )\w}w(t, (.U) <0

Leblio1 ({u € [0,1] : C(t,w,u, @) = j}) = { Ao .
0, otherwise.

Next, to simplify the notation in Bielecki and Rutkowski (1999) we define the
auxiliary functions Ty : Ry x Q — Ry and Ci : R. x Q — Q. k € IN, by

Ti(t,w,w’, @) =T (t,w, U e (wU) ,w)

and
Cy (t,w,wU,G) = Cg (t,w, Use (wU) ,E) ,

respectively. The functions Ty and Cj, will control the waiting time between the
(k—1)-th and the k-th jump, denoted by 7, and the state, Cy, of the conditional
Markov process after the k-th jump, respectively.

We will define the sequence of waiting times, n, £k = 0,1,2, ..., the jumping
times, 7, K = 0,1,2,..., and the state after the k-th jump recursively. We start
with ¢t = 0 and define

Mo : Q0 — IR, no(w,w?,@) = 0,79 = 19, and Co (w,wU,w) =w.

The waiting time to the first jump is 7 : O — R,:

T (w’ijw) = Tl (TO (W,WU,w) 7w7wU7 50(w7wU7w)>
=T (O,w, UM(wU),E) .
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The jumping time of the first jump is 7 := 79 + 71 and the state at 7; is a
random variable given by C : Q — €,

51(w,wU,w) =C; (nl(w,wU,w),w,wU,50(w,wU,w)>
= C(m (w, wU,w),w, U2,1<WU>, w).

The waiting time between the (k — 1)-th and the k-th jump, 7y : Q— R, is
recursively defined by

nk(waanw) = Tk (kal(waanw)awaan 5]()71(("‘)7("‘)[]7@))

=T (Tk_l(w,wU,w),w, Ul,k(wU), ék_l(w,wU,w)> )
The k-th jump happens at 7, := 7,1 + 7%. Then, the state 5k Q= Qis

6k<w7 wU7 w) = (Ck <77k<w7 an w)a W wU7 ak—l(wa wU7 w))
=C (nk(w,wU,w),w, Us (W), ék_l(w,wU,w)> .
The conditional Markov process that we are interested in is C' = (C*, C?) and

it is given by

Cl = Croo1,  fortelm,m),k>1,
ék—la for t € [Tk,Tk_H),k? > 2,

C? =
Co, forte[0,m).

C} is the current rating at time ¢, while C?,¢ > 7o, is the previous rating,
which has an effect on the recovery rate in the default case.

Properties of 7, and ék
The following equations hold for every k£ > 1
IP()\CNVMCN%(T]CJA) < O) =1.

For further properties we need first some notation. If (X, X) and (Y,)) are
two measurable spaces and &) is a sub-c-algebra of X and Z is a sub-o-algebra
of X ® Y , then we define
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Let Hf := 0 (Ifr,<q} : 0 < s < t) and G := F, VH V o(Cr—1). Then it can
be shown that, see Bielecki and Rutkowski (1999),

T+t

P <77k+1 >t Frogt V ka Vo <5k>) = exp / )‘ékﬁk(v) dv |,
Tk
Tk-‘rt

Pl >0 =B |ow | [ g g dv |,

Tk

~ [~ A ‘(Tk )
P (C}chl =7l gkﬂ) = OV
—Aé,.& (Th+1)

Tk+1

The enlarged probability space that we are interested in is the given filtered
probability space (2, F,P*, (F)o<i<r+) enlarged by the information given by
credit ratings. The enlarged probability space is

(’Q, G Q" (gt)ogtg*) = <Q x QU xQ,FoFl e P, (FV fF)OStST*> :

where FF := 0 (Cy : 0 < s < t). We denote the first time of a change in the credit
rating at or after t > 0 by 7(¢) := inf {s >t : Cs # Cs_}. Then the conditional
Markov property of C' with respect to the filtration holds, i.e.

Q*(O?(t) =(4,1)1G:) = Q" (C?(t)
= Q" (Cru

()| Fo v FY)
(j,i) | Fe Vo (Cy)) .

It is worth noting that the conditions needed for the enlargement of the fil-
tered probability space, i.e. the usual conditions, hold as well in the Bielecki
and Rutkowski (1999) Gaussian HJM framework, as well as in the Lévy HJM
framework.
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