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Introduction

A first-passage time (FPT) is defined as the first time point a stochastic
process crosses some threshold level, default boundary or critical barrier
that is usually a constant, but can be a random variable or even a stochastic
process itself. When we aim at general results for first-passage times we will
call this stochastic process the first-passage process or underlying process.
This model approach — ‘a first-passage process falling below some threshold’
—is called threshold model/approach. A first-passage time will be a stopping
time with respect to a filtration that holds the necessary information to
answer the question whether a first passage happened. In this dissertation
we will introduce a new class of first-passage processes: Brownian motion
time-changed with a continuous stochastic non-decreasing process.

Our main application will be in credit risk, where the first-passage pro-
cess will be interpreted as firm-value process, asset-value process or ability-
to-pay process - depending on one’s particular interest. The threshold level
will be a function of the firm’s liabilities. The threshold approach thus con-
nects equity and debt of a firm. In this context the threshold model is also
called structural model, see Definition 1.8, and the first-passage time is called
default time because it indicates a company’s default event. A default event
may not imply a total default (liquidation of the firm) but can also indicate
a rating downgrade'. As literature on credit risk and credit derivatives we
suggest BLUHM & OVERBECK (2006), SCHONBUCHER (2003) and MARTIN,
REITZ & WEHN (2006).

There is another application in barrier option pricing. Here the under-
lying process is the option’s underlying. The threshold level is the barrier
value and the first-passage time indicates a certain knock-in or knock-out
event.

Our focus is on models that yield a first-passage-time distribution which

! Rating systems measure the creditworthiness of borrowing companies. The borrowers
are ranked in ratings. External ratings are assigned by rating agencies - the most famous
ones are Standard & Poor’s (S&P), Moody’s and Fitch - and internal ratings are estab-
lished by the credit institute itself. An improving creditworthiness turns into a rating
upgrade and a worsening creditworthiness into a rating downgrade. The transition prob-
abilities are given by a migration matrix. Compare BLUHM ET AL. (2003) and BLUHM &
OVERBECK (2006).

xiii



xiv INTRODUCTION

can be represented by an integral and/or series. We will call this an ana-
lytical distribution. In the mentioned applications, credit risk and barrier
option pricing, this allows for a simpler calibration of the model to given
market data, either a default-probability curve or barrier option prices.

In the following we summarize the advances of the structural model:
The classical structural approach, introduced by MERTON (1974), considers
a geometric Brownian motion as asset-value process and assumes that the
firm’s debt consist of only one issued zero-coupon bond with some face value.
This classical approach allows for a default only at one date, the maturity
T of the bond, and default happens when the asset value at maturity is
less than the face value K. This is illustrated in Figure 1. In order to

firmvalue
|

firmwalue
|

default no default

Figure 1: Classical structural approach: default happens at a fixed time T'
when the firm value at that time, Y7, lies below the pre-specified default
threshold K, that is when Y < K.

determine the default distribution Merton applied the well-known option
pricing result by BLACK & SCHOLES (1973). We name a few extensions of
Merton’s classical approach: GESKE & JOHNSON (1984) considered coupon-
bearing bonds. LELAND (1994) and LELAND & TOFT (1996) applied a
generalized geometric Brownian motion and examined an optimal capital
structure, i.e. maturity and amount, of corporate debt. Their model is
able to predict various credit-spread term structures.? SHIMKO, TEJIMA
& VAN DEVENTER (1993) introduced stochastic interest rates following a
Vasicek process, see VASICEK (1977). Regarding Lévy processes® a default-
time distribution under the classical approach can be determined when a
closed-form probability density is available. This is for example the case for

2We introduce credit spreads in Chapter 3 and analyze them in Chapter 4, 5 and 6.
3A Lévy process is defined by independent and stationary increments and stochastic
continuity, see Def. 1.3 and cf. SATO (1999), KYPRIANOU (2006b) or APPLEBAUM (2005).
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the jump-diffusion model, see ZHOU (1997a) and Subsection 1.2.6, and for
some subordinated Lévy processes, see Subsections 1.2.8 and 1.2.10.

Brack & Cox (1976) extended the classical approach to the first-
passage approach: They considered a geometric Brownian motion as ability-
to-pay process continuously in time, an exponentially time-dependent de-
fault boundary and allowed for default at any time, whenever the threshold
has been hit. Their approach yields an analytical first-passage-time distri-
bution; compare HARRISON (1985) and see Section 1.2.1. There are several
extensions of this original first-passage approach. A first survey on first-
passage times was given by ABRAHAMS (1986). An overview of more recent
first-passage models can be found in BIELECKI & RUTKOWSKI (2002) and
ELIZALDE (2005) - among these are the following: KiM, RAMASWARNY &
SUNDARESAN (1993) introduced stochastic interest rates following a Coz-
Ingersoll-Ross (CIR) process; see COX, INGERSOLL & RoOss (1985). There
is a positive probability of default at maturity. LONGSTAFF & SCHWARTZ
(1995b) used Vasiceck interest rates. NIELSEN, SAA-REQUEJO & SANTA-
CLARA (1993) applied stochastic interest rates modeled by a Hull & White
process, and introduced a stochastic default barrier. Both papers, however,
show that introducing a stochastic process for the risk-free interest rate has
only a small effect on credit spreads. BRIYS & DE VARENNE (1997) an-
alyzed correlated asset-value and interest-rate processes. Regarding Lévy
processes an analytical FPT formula is not available. But, at least KYPRI-
ANOU (2006a) and ALILI & KYPRIANOU (2005) were able to determine over-
shoot and undershoot densities for some specific, time-changed Lévy pro-
cesses at first-passage, see Subsections 1.2.8 and 1.2.9. For a jump-diffusion
model with double-exponentially distributed jumps, Kou & WANG (2003) de-
rived the Laplace transform of the FPT distribution, see Subsection 1.2.7,
in our terms it is not an analytical FPT distribution.

The structural models mentioned above assume that the asset-value pro-
cess is adapted to the market filtration. In reality this is not true; see BUF-
FETT (2002). For this DUFFIE & LANDO (2001) and GIESECKE (2004),
(2006) analyzed the role of information in structural models and introduced
models with incomplete (accounting) information about the firm assets, as
well as about the liability-dependent threshold barrier. These models be-
long to the class of hybrid models because they combine the advantages of
reduced-form models and structural models, that is, tractability to market
data and economic intuition. For completeness, one more word about the
class of reduced-form models. They are also called intensity-based models or
hazard-rate models because default probabilities are modeled through a pos-
sibly random intensity or hazard rate (process). Default time is an exogenous
random variable and the cause of default is not further specified (through
a firm value or asset value). These two main model classes, structural and
reduced-form models, are compared in JARROW & PROTTER (2004). Other
hybrid models where default intensity explicitly depends on firm value were
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considered by MADAN & UNAL (1998) or AMMANN (1999). Ammann herein
analyzed counterparty risk in a Merton-type framework.

We also want to name some literature of the more recent class of credit-
barrier models, where the focus lies on an influencing factor other than the
firm value. HuLL & WHITE (2001) and AVELLANEDA & ZHU (2001) mod-
eled the distance-to-default in a structural framework with time-dependent
threshold boundary. They assumed that the distance-to-default is not observ-
able; instead it is used to build a risk-neutral measure that leads to realistic
spread curves. GORDY & HEITFIELD (2001) modeled the distance-to-default
through a one-factor model and focus on the changes in distance-to-default
over time, in order to model rating transitions. They found that the pro-
cess of rating transitions is not closely tied to a default-indicating process
such as the distance-to-default process. Therefore they suggested to incor-
porate through-the-cycle ratings. The credit-barrier model by ALBANESE ET
AL. (2003) and ALBANESE & CHEN (2007) considered the credit rating as
driving process which was calibrated to migration rates* and credit spreads.
It captures all important firm information. Models with jumps or stochastic
volatility are necessary in order to fit the whole matriz of migration rates,
that is, not only the probabilities of retaining the same rating level, but also
the transition probabilities of ratings changes.

With the just given overview of one-dimensional structural models, in-
cluding the classical approach, the first-passage approach, hybrid models
with incomplete information and credit-barrier models, we have seen that
there are structural models, even with jumps, where a classical default-time
distribution can be obtained. When regarding first-passage-time models
those based on Brownian motion can lead to analytical FPT distributions.
But when including jump processes, as far as we know, analytical FPT dis-
tributions are not available. But, at least, there are some examples where
a numerical approximation for the FPT distribution can be yielded, when
a Laplace transform or Fourier transform of the FPT distribution is avail-
able. These will be said to have a numerical FPT distribution, in order to
differentiate from the analytical FPT distribution.

We also want to focus on multivariate structural models and desire ana-
lytical joint first-passage time distributions that yield joint default probabil-
ities. Naturally, we also restrict ourselves to processes based on Brownian
motion. For two correlated Brownian motions and an exponentially time-
dependent barrier, ZHOU (1997b) derived a joint FPT distribution by apply-
ing results of Cox & MILLER, HARRISON (1985) and REBHOLZ (1994). In
this context Rebholz and FISCHER (2003) also considered the two-dimensional
Brownian motion with drift. OVERBECK & SCHMIDT (2005) extended the
result of Zhou by applying a deterministic time change® on each Brow-

“4See footnote 1.
5A deterministic time change is a positive non-decreasing function; see Definition 1.1.
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nian motion and determined the joint survival probability for two corre-
lated processes. In addition, their model perfectly fits the marginal default-
probability term structures.

Still, an ability-to-pay process given by a Brownian motion or a deter-
ministically time-changed Brownian motion does not have enough degrees
of freedom to adapt marginal default probabilities, joint default probabil-
ities, and credit-spread dynamics (the evolution of the credit-spread term
structure in time). Furthermore the dependence between two asset-value
processes relies on only one correlation parameter. We analyze the Merton
model and the Overbeck & Schmidt model in the Chapters 4 and 5.

In this dissertation we will consider first-passage-time models that have
a continuous stochastic time-change. For this we here give a short history
of the time change:

BOCHNER (1949) first introduced a time-changed Brownian motion. FELLER
(1966) first presented subordinators as a time change to Markov processes.
CLARK (1973) introduced Brownian motion with an independent time change
as a price process in finance. MONROE (1978) showed that a very general
semi-martingale can be embedded in Brownian motion via a time change.
IKEDA & WATANABE (1981) studied time-change models for solving SDEs.
(Oksendal (1990) studied when a stochastic integral can be represented as
a time change of a diffusion. GEMAN, MADAN & YOR (2000) and CARR
& Wu (2003) introduced subordinated Lévy process. SCHOUTENS (2003),
(2004) and CARIBONI & SCHOUTENS (2007) used these in derivative pricing.

As the second part of the introduction we here give the structure of this
doctoral thesis:

Chapter 1 starts with an introduction to the framework for modeling first-
passage times and gives definitions that are used in all the chapters. For the
first time we introduce a general continuous stochastic time-change model
on Brownian motion in a FPT-setting and derive analytical formulas for the
FPT distribution in one and several dimensions. The multivariate model in-
troduces a dependence structure via the time change. Our two-dimensional
model allows for an additional dependency of correlated Brownian motions,
the so-called Brownian correlation, and also yields an analytical FPT distri-
bution. We give time-change examples that are close at hand and that yield
numerical time-change distributions (in terms of a Laplace transform) and,
as a consequence, numerical FPT distributions. Furthermore we give less
obvious time-change examples for which we derive an analytical time-change
distribution. Whenever a conditional time-change distribution is necessary,
which is the case when we determine credit-spread dynamics, numerical ap-
proximations are not practical. Our general time-change model can also

6See Conclusion 3.5.
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be used across assets in order to model dependence structures on the one
hand and to model dynamics on the other hand. Up to now, multivariate
processes for dependency modeling include only either correlation between
the driving processes or a time change. Our bivariate model contains both;
see Section 1.3.4.

Chapter 2 analyzes one specific time-change model where the time change is
given by the integral over an independent squared Brownian motion. This
is the simplest model in our general model class. We refer to it as the simple
time-change model. We calibrate the model to default-probability curves
and yield a good fit for non-investment-grade companies. Using these cali-
brated model parameters we simulate and plot joint and multivariate default
probabilities or survival probabilities, respectively. We analyze the influence
of the time change on the joint survival probability and furthermore the re-
lationship between default correlation and event correlation.

Chapter 3 introduces the basic credit product, the credit default swap
(CDS), which is a contract between a protection seller and a protection
buyer. We determine the CDS spread under annual and under continuous
protection payments following HULL & WHITE (2000) and SCHMIDT (2004b),
respectively. Then we introduce the credit-spread dynamics. In order to
show that it is reasonable and moreover necessary to consider credit-spread
dynamics when modeling credit-spread curves, we empirically study credit-
spread volatility of five years markets CDS spreads.

In Chapter 4 we determine the credit spread and the credit-spread dynamics
under the FPT approach of the Merton model. The model has no degrees
of freedom to influence these credit-spread dynamics. At the end of the
chapter we review some extensions of the Merton model. The extensions
add randomness to the default barrier (CreditGrades model), the interest
rates, or the business clock. Other extensions assume incomplete account-
ing information or include jumps into the first-passage process. The main
advantages of these models are that they can yield a positive instantaneous
credit spread and also other credit-spread shapes than the hump-shaped
term structure under the Merton model.

Chapter 5 studies the deterministic time-transformation model by Overbeck
& Schmidt. The model perfectly fits the default-probability curve and thus
the survival-probability term structure. We make an additional assumption
of an available default-probability density (derivative of the given default-
probability curve) which implies an analytical formula for the credit-spread
dynamics. Again credit-spread dynamics are a function of asset value and
threshold and cannot be influenced.
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In Chapter 6 the general stochastic continuous time-change model is ap-
plied to credit-spread modeling. With the time change arbitrarily many
degrees of freedom can be included. Furthermore, when choosing a time
change with start above zero the model is of incomplete information and
yields non-zero instantaneous credit spreads. The time change has several
interpretations e.g. as economic time or amount of information flow. The
extension of the stochastic time-change model to a multivariate model is
straightforward and inserts a dependency via a joint time change. The
model is applicable for multivariate products, especially multi-credit prod-
ucts. A time change should not always be chosen all the same for the
underlying credits. Instead, the credit-spread dynamics of each underlying
have to be studied and the time change should be chosen accordingly. We
derive an analytical formula for the continuously-paid credit spread. As-
suming an absolutely continuous business clock we can also determine an
analytical formula for the credit-spread dynamics. Credit-spread dynamics
should in particular be considered when credit contracts have a long time
to maturity and when credit products are credit-spread sensitive. We name
a few examples: constant-to-maturity (CMS) swaps, credit-spread options,
credit baskets, k-th-to-default swaps, collateralized-debt obligations (CDOs),
(credit-spread) variance swaps and leveraged credit products; cf. for example
SCHONBUCHER (2003) or HUNT & KENNEDY (2004). We take the first-to-
default swap as an example to show that our multivariate model can be used
to yield closed formulas for more complex credit products. This is due to the
analytical formula for the joint default probability. For all these formulas
the conditional time-change density is needed. For this we give two explicit
examples, the simple time change of Chapter 2 and a CIR-type time change.

Chapter 7 shows how our stochastic time-change model can be applied to
option pricing, especially pricing of barrier options. The time-change model
is a stochastic volatility model, and we give the time-change model that is
equivalent to the Heston model which is well-known for option pricing. Un-
der stochastic volatility models the risk-neutral measure is not unique and
we choose to price under the minimal martingale measure. Assuming the
general time-change model, allowing for correlation between spot and time
change, we derive a closed pricing-formula for the European call. Under no
correlation and zero interest rates we show how to derive pricing formulas
for barrier options applying our FPT results of Chapter 1. The degrees of
freedom of the time change can be used to produce desired volatility features.
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Chapter 1

First-passage times under a
general continuous stochastic
time-change model

This chapter introduces the general stochastic framework which will be the
basis throughout this thesis. For definitions and notations from stochas-
tic calculus we follow PROTTER (2004) when considering stochastic pro-
cesses in general, KARATZAS & SHREVE (1991), STEELE (2001) and KLE-
BANER (2005) for processes based on Brownian motion and SCHOUTENS
(2003), CoNT & TANKOV (2004) and KYPRIANOU (2006b) for Lévy pro-
cesses.

In a structural setting with underlying process (Y;)i>0 and a pre-specified
threshold level K, the first-passage time (FPT) is given by the time point the
process Y first touches or crosses the threshold. In credit risk the underlying
process is the asset-value process. The first-passage time will be a stopping
time with respect to a filtration that holds the necessary information — only
then we can observe whether a first-passage event happened or not. In
general the threshold boundary can be a stochastic process itself, see Figure
1.1, but in that case the asset-value process Y can be adjusted so that the
new threshold K is a constant. Note that then the adjusted model has a
different interpretation.

We introduce a general continuous time-change model, a process that
lives in a transformed time, under another clock, see Definition 1.1. Under
this time-change model we derive analytical formulas for first-passage-time
distributions. We start with the first-passage model in one dimension, then
extend the model to two and higher dimensions. Joint first-passage-time
distributions are derived under the following asset dependencies:

e independent Brownian processes but identical time change,

e correlated Brownian processes and identical time change,
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Figure 1.1: Structural FPT approach: default happens at the first-passage
time 7, where the firm value process first crosses the default threshold K.

e correlated Brownian processes under separate time changes.

At the end of this chapter we give some time-change examples. Table 1.1
lists Laplace transforms of distributions of time changes close at hand. These
lead to numerical FPT distributions. For one thing it is not clear whether
there are indeed time-change processes with an analytical distribuition such
that an analytical FPT distribution can be obtained. We give examples.
These are listed in Table 1.3. In Chapter 6 we analyze the evolution of credit
speads under the stochastic time-change model. In order to obtain analytical
conditional survival probabilities, analytical first-passage-time distributions
and herewith also analytical time-change distributions become necessary.

1.1 First-passage-time framework

We assume a probability space (0, F,P), where 2 represents the states of
the world, F is the o-algebra containing all possible events of interest and
P : F — [0,1] is the probability measure. The probability space is assumed
to be equipped with a filtration I = (F;)¢>0. A filtration is a nondecreasing
family of sub-c-algebras of F, that is, Fs C F; C F for all 0 < 5 < ¢.
In this thesis any stochastic process X will live on © X [0,00), sometimes
only on Q x [0,T], T < oo, and will be adapted to IF, i.e. for all t > 0,
X; will be Fi-measurable. The underlying process will throughout be de-
noted by (Y;);>0 and generates the filtration FY = (FY), 7Y := {0, Q} and
FY = 0(Y; : s < t), that is the smallest filtration holding all the informa-
tion about Y, and is called natural filtration of Y. Brownian motions will
be denoted by W and B and it is assumed that they start in zero.
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Definition 1.1 (Time change)
A deterministic time change is a positive, non-decreasing function and a
stochastic time change a positive, non-decreasing stochastic process.

The non-decreasing property of the time transformation can be understood
as saying that information that has been obtained once, will never be lost.
Thus a stochastic time change can contain neither a pure Brownian motion
nor negative jumps. A stochastic time change adds stochastic volatility to
a process. The original clock will sometimes be called normal clock and the
new clock will be called business clock. The time change may be interpreted
as experienced time, that runs faster when the information flow is bigger (or
speeds up). In other words, experienced time is a measure of the amount of
information arrival.!

Definition 1.2 (Absolute continuity)
A stochastic process X is called absolutely continuous if there exists a process
(h¢) such that

t
Xt = h0+/h5d8.
0

If X is a positive, increasing process we can substitute the positive process
(h¢) by a process (g;) with g7 = hy.

Definition 1.3 (Lévy process)
A real-valued cadlag? IF-adapted stochastic process L with independent,
stationary increments that is stochastic continuous, i.e.

YVt >0, Ve >0 : lims_,,P(|Ly — Ls| >€¢) =0
is said to be a Lévy process.

Every Lévy process (L;); can be associated with an infinitely divisible® ran-
dom variable, through Li. Any infinitely divisible distribution is specified

!Geman, Madan & Yor (2000) show that a time change (of a Lévy process) represents
a measure of activity in the economy and therefore is a speed of the economy.

2Cadlag is the abbreviation for continu & droite et limites ¢ gauche (right continuous
paths with left limits).

3The distribution of a random variable X is said to be infinitely divisible if for all

n € N there exist iid random variables X{m, .., X such that

XéXf”)_F..._A,_XT(l")



4 CHAPTER 1. FIRST-PASSAGE TIMES

by its characteristic triplet (b, A,v) with b € R, A € R4 and a Borel mea-
sure v satisfying v({0}) = 0, [R(1 A z?)v(dz) < oo, where the so-called
characteristic exponent
2A )
Pr(u) = dub— UT + / (e =1 —duxlly y<1y)v(dz)
R

yields the characteristic function
E [ei“Ll] = (¥

Thus also L; is identified through (b, A,v) (called Lévy triplet) and the so-
called Lévy exponent

Yr(u) = thy(u)
describes the characteristic function
E [eth] = %) |

v is said to be the Lévy measure, and its density, when this exists, the
Lévy density. A linear drift is the simplest Lévy process. Brownian motion
(with drift) is the only non-trivial Lévy process with continuous paths. A
Lévy process may have small (< 1) infinite-variation jumps and large (> 1)
finite-variation® jumps. A Lévy process can be split up in the just-mentioned
descriptive components:

t
Ly = bt—l—\/ZWt—{—//ZE(jL—V)(dS, dz)
0 JR

= (b—/x|zla:1/(dx))t+ @

continuous martingale

Evb’
t t
+/ / xTJE(ds, d:c)+/ / e Jh(ds, dx)—t/ zv( dz)
0 Jl|z|>1 0 Jlz|<1 lz|<1
Compound poisson process pure jump martingale

where J1 is the jump measure (or Poisson measure), a random measure
counting the jumps of magnitude > 1 resp. < 1. The Lévy measure v is its
compensator, in that the integral over the small jumps under the compen-
sated jump measure JY — v is a martingale. This decomposition is called
Lévy-1t6 decomposition.

4A process X is said to be of finite variation if almost all paths are of finite variation on
each compact interval, i.e. for any decreasing partition Il,, of this interval that is tending
to zero (for m — oo, w.r.t. the maximum-norm) it is true that

limy,— oo an | Xe, — Xy, | < o0

Otherwise the process is said to be of infinite variation.
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As literature on Lévy processes we suggest PAPAPANTOLEON (2005),
SATO (1999), KYPRIANOU (2006b), CONT & TANKOV (2004) and APPLE-
BAUM (2005).

Definition 1.4 (Subordinator)
A subordinator is an increasing Lévy process, that is it has a nonnegative
drift, no diffusion and only positive jumps that are of finite variation.

Subordinators (without drift) are fully characterized through their jump
measure v. Since subordinators are positive non-decreasing processes they
can be used as time-change processes. Examples are the gamma process or
the inverse Gaussian process, whose corresponding Lévy densities are given
in Table 1.1.

Definition 1.5 (Stopping time)
On a measurable, filtered space (2, F,IF) a random variable T' is called
stopping time of the filtration IF = (F})¢>0, if {T' <t} € F; for all £ > 0.

Definition 1.6 (Laplace transform)
The Laplace transform of a positive random variable T is given by

Ir(u) = E[e ] = / e ™P(T € dt), u>0.
0

Integration by parts yields the following equivalence for the Laplace trans-
form:

Ip(u) = u/ooo e UIP(T < t)dt. (1.1)

Definition 1.7 (Default time under the classical structural approach)
Given the underlying process (Y;):>0, a threshold level K, and a fixed time
T € [0,00) the classical default time is defined by

T =

T ifYr < K
o0 otherwise ,

a discrete random variable on IR U {co} whose distribution is specified by

P(r=T).

Definition 1.8 (First passage time (FPT) under the structural approach)
Given the underlying process (Y:)¢>0 and a threshold level K, the first-
passage time (or default time) is defined by

7 = inf{s>0:Y; < K} .

The first-passage-time distribution, also called default probability, is denoted
by IP (1 < t) and for u > t the conditional default probability density given
the information FY is given by IP(7 € du | FY).
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Since {r <t} = {info<s<tYs < K} € F} for all ¢, Definition 1.5 tells us
that the first-passage time 7 is a IFY -stopping time. Considering a FPT is
only interesting, when the first-passage event has not already occurred at
time zero; so we will always assume K < Yj.

Definition 1.9 (Multivariate first-passage-time distribution)

Given underlying processes (Y;);>0, threshold levels K; and default times
7 =inf{s > 0:Y; < K}, i=1,...,n, the joint first-passage-time distribu-
tion (or joint default probability (JDP)) is given by

P(r <t,...,7 <t)
Furthermore

P(r >t,...,7 >t)
is called joint survival probability (JSP).

The two-dimensional JDP, JSP and marginal probabilities are in the follow-
ing relation:
IP(Tl <t 1< t) = ]P(T1 > 1,9 > t) +]P(T1 < t) +]P(7'2 < t) —1.
(1.2)

The following definitions characterize the dependencies in a multivariate
model.

Definition 1.10 (Asset correlation)
The correlation between two asset value processes Y and Y2,

VAR
p = Corr (VL2 = Cov(lt, ‘) _
VVar(Y) Var(v7)

)

is called asset correlation.

Asset correlation does not display the whole dependence between two stochas-
tic processes, as it does not totally specify the joint distribution. We will
say that the joint distribution is described by the asset dependence. Con-
cerning our processes, asset dependence will be due to correlated driving
Wiener processes on the one hand and a joint (or dependent) time change
on the other. Therefore the next definition is to distinguish the cause of de-
pendence. Assume the Brownian motions W' and W? are correlated with
constant correlation parameter p. Then there exists a Brownian motion
W, independent of W, such that W?2 can be written in terms of W' and
W

W2 = pWl41-p2 Wt vt.
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Definition 1.11 (Brownian correlation)

A constant correlation between Brownian motions will be called Brownian
correlation. If there is zero correlation we say there is Brownian indepen-
dence.

Definition 1.12 (Event correlation / default correlation)
The correlation between the default events {73 <t} and {m < t},

Cov (g, <p, Iy
pi = Corr (Iir <y Mircpy) = SLERICET
\/Var (]I{ngt}) Var (]I{rggt})
P(r <t,ma<t)—P(r <t)P(r2 <)
VP <) (1 —P(n <t)P(m < t)(1 —P(r2 < 1))

is called event correlation or default correlation.

We define m; := min(IP(7; < ¢),P( < t)) and M; = max(P(r <
t),IP(ro < t)). Then 0 < IP(r; < t,72 < t) < my, and some simple al-
gebraic transformations lead to the following natural bounds for the event
correlation:

—P (11 <t)P(r2<t) E my(1—My)
VP (11 <t)(1-P (11 <t))P(r2 <t) (1-P(12<t)) SAS Vgaomy - (1)

The next lemma connects the stochastic integral (w.r.t. Brownian motion) to
a time-changed Brownian motion. We will need this relationship in order to
determine dynamics under our stochastic time-change model in Section 6.3.
The remark following the lemma considers the special case where the time
change is deterministic. This will be applied to derive the dynamics under
the Overbeck & Schmidt model in Section 5.4. First of all we introduces the
quadratic variation.

Definition 1.13 (Quadratic variation)
Let X be a continuous martingale. The quadratic variation process ((X)t);~¢
is defined by

t
(X)) = sz/ X, dX, .
0

If X is in addition square-integrable, i.e. IE[X?] < oo V¢, the quadratic varia-
tion process (X) is the unique adapted, increasing process for which (X)g =
X2 =0 and X? — (X) is a martingale. Then also, if II,,, = {to,...,tn} are
partitions of [0,¢] tending to zero (for m — o0) in terms of the maximum-
norm |II,,| = maxj<k<m [ty — tk—1|, we have that the so-called realized
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quadratic variation or sample quadratic variation > - | (Xy, — th_l)Z tends
to the quadratic variation®, i.e.

ILpn|—0 . 1.
Z (Xp, — Xltk,l)2 el (X)¢ in probability.
I
Furthermore, for two stochastic processes X and Y the realized covariation
is given by

m
Z (th - thfl) (ka - szﬂ) :

k=1

Lemma 1.14 5 (Time-changed Brownian motion)

Let (g¢) be a stochastic process on (2, F,IP) that is adapted to the filtration
IF = (F;), has caglad” paths and satisfies IE[fg g2 ds] < oo for every t > 0.
Furthermore (W, F;) be a Brownian motion. Then the stochastic integral
fot gs AWy is a continuous local martingale with quadratic variation

. t
</ Js dWS> = /gg ds =: Gy,
0 0

t
mean zero and variance

Var | [y g, dW,| = T [(fggs dWS)Q] — E[([;9,dW.),] = E[GY] .

Gt_l — inf{u>0 : </gdes> >t}
0 u

is a IF-stopping time. Then there exists a Brownian motion (Bt, fGt_l) such
that, a.s.,

Furthermore

t
/ngVVS = Bg,, 0<t<o0.
0

Remark 1.15 (Deterministically time-changed Brownian motion)
In particular the last lemma holds for a deterministic time change G; =

ggi ds. In fact, then <fg Js dWS)t and (Wg,): are both Gauss-processes

having the same covariance structure i.e.

t
/gdeS £ Wea, -
0

This will be used in Chapter 5.

5Cf. KARATZAS & SHREVE (1991), Section 1.5.

5Cf. KARATZAS & SHREVE (1991), Section 3.4, B.

"Caglad is the abbreviation for continu & gauche et limites & droite (left continuous
paths with right limits).
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Remark 1.16 (Quadratic variation of time-change processes)
Geman, Madan & Yor (2002) considered the composite process of a Brow-
nian motion W time changed with a right-continuous process A,

Yi = Wy,

and analyzed whether the time change can be observed under the informa-
tion of the underlying process IFY. This is important because if the time
change is known to all market participants continuously in time, then it is
useable for hedging and martingale models are available for pricing. Oth-
erwise pricing under the filtration IFY is critical. If the time change is con-
tinuous and square integrable, i.e. IE[A?] < oo, it is given by the quadratic
variation of the time-changed process (cf. Geman, Madan & Yor (2000)):

At = <Y>t .

Geman, Madan & Yor showed that a discontinuous time change cannot be
recovered by the observed composite process (i.e. by its realized quadratic
variation). For a general discontinuous time change they obtained

E[([V,Y]:— A)?] = E[2[4,4] > 0,

so the time change is not determined by the quadratic variation.® They
considered a variety of discontinous time changes, analyzed whether the
realized quadratic variation is (at least) a sufficient statistic for the time
change and found that this is only the case for the Gamma time change.

1.1.1 The aim of this chapter and our application

We aim for a structural first-passage-time model 7 that leads to an analytical
first-passage-time distribution, in one and more dimensions. We will assume
a constant threshold level K < 0 and for the underlying process Y we search
a model class that, in the multivariate model, inherents some dependency
structure.

In our application to modeling credit-spread curves, the structural ap-
proach has a realistic interpretation of the default event and the available
analytical FPT distributions simplify calibrations. Moreover, dependencies
in our multivariate model, i.e. business time and asset correlation, can be
explained. Last but not least our model yields credit-spread dynamics and
allows for input on the credit-spread volatility. This is especially necessary
and important for long-term and leveraged credit products.

When it comes to calibrating a specific model (see Chapter 2 and 5)
we sometimes assume that the market provides us with a FPT distribu-
tion (F(t))o<i<7. Usually, for simplicity, we will assume it is given by the

8[Y,Y); denotes the quadratic variation for a semimartingale, in general. Our Def. 1.13
is well-defined because in case Y is continuous we have [Y,Y]: = (V).
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exponential distribution
F(t) = 1—¢?, Xx>0. (1.4)

Then on a discrete grid {tp = 0,...,t,, = T} we want to fit the model
exactly at least at two points,

!

F(t;) = P <t),

e.g. the liquid credit spread points ¢; = 5 years and to = 7 years.

1.2 Survey: default-time and first-passage-time mod-
els

In this chapter we want to keep the results as general as possible and there-
fore do not focus on the interpretation in credit risk and the link to equity
and debt. This we postpone to the Chapters 3, 4, 5 and 6, where we give
an introduction to credit risk, especially to the credit spread, and analyze
the Merton model, the Overbeck € Schmidt model and our stochastic time
change model in detail.

1.2.1 Brownian motion with drift

MERTON (1974) introduced the classical threshold model to finance, where
the considered underlying process is given by geometric Brownian motion
and the threshold level is supposed to be constant. At a fixed point in time
T, one is interested in whether at that time the underlying process crossed
the threshold or not. This model is called the Merton model. It is equiva-
lent to considering Brownian motion (with volatility and drift parameter),
Y; = oWy + ut, and a constant threshold barrier K (given by the natural
logarithm of the original threshold value). Please note that throughout this
thesis W denotes a Brownian motion starting at zero, p a constant drift,
o a constant volatility, K < 0 a constant threshold level, ® the standard
normal cumulative distribution function and ¢ its density. The default-time
distribution for the classical approach (see Definition 1.7) is specified by

K —uT

P(r=T) P(oWr+pT < K) <I>< oI ) . (1.5)
Brack & Cox (1976) started to consider the Merton model in a first-
passage time (FPT) approach. So again geometric Brownian motion was
chosen to be the underlying process, and the threshold was assumed to be
exponentially time dependent. Equivalently, we consider the first-passage-
time problem for Brownian motion with drift and a constant threshold bar-
rier. The FPT distribution can be derived via the reflection principle? (since

9See HARRISON (1985) or KARATZAS & SHREVE (1991), Section 2.6.
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K < W), and yields

P(r<t) = P <Or£13r<1t [oWs + ps] < K)

® <KU?/€¢> & o <K0%t> . (1.6)

1.2.2 Joint survival probability - Brownian motion

ZHOU (2001) determined the JSP of the two-dimensional Brownian motion
(o1 W1, 09W?), with correlation parameter p, not crossing the upper bound
(K1, K3) by considering the equivalent problem of solving a partial differen-
tial equation (PDE). Let

F(K,Kot) = TP <max oWl < Ky, max ooW2 < K2> (1.7)
0<s<t 0<s<t

be the joint survival probability and f(x1,x2,t) the corresponding transition
probability density satisfying

K Ko
F(Kl,KQ,t) = / f(l’l,l‘Q,t) dxq dzs .
—oc0 J—o0

That is, f is the probability density that a particle being at (1, x2) at time
zero and not having yet crossed the boundary (K, K3) will not reach that
boundary in the time interval [0,¢]. The transition probability satisfies the
Kolmogorov forward equation'?,
ot 0*f *f | 030°f of
2022 P 000, T 2042 | Of
1 < K1, 2o < Ky

subject to specific boundary conditions:
f(ﬂfl,KQ,t) = f(Kl,.’EQ,t) - 05 t>07
K1 K
/ f($17$2>t)dxldx2§17 t>07
—0o0 —0o0

f(—OO,fL’Q,t) = f(xla —OO,t) =0
f(z1,29,0) = 0(x1)d(22) ,
where ¢ is the Dirac delta function. The first three conditions are due to the

fact that f is a density and the last one displays the starting value of the
process. Zhou derived the solution by various transformations of the PDE,

108ee for example Cox & MILLER (1972), KARATZAS & SHREVE (1991).
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in particular by transforming the (x1, z2) coordinates into polar coordinates
(r,0), yielding the PDE

1 02 10 0? 0

10 Lof 9 o1

r? 06 ror  Or ot

As a solution he obtained the transition probability density:
r2+r2
_ 2 - 0 : 0, : 70
f(r,0,t) = me 2 ),y sin (%) sin (37 Inm (%)
(1.8)

where the abbreviations rg, 6y and « are given in Theorem 1.17 and 1,
denotes the modified Bessel function of the first kind with order v'. The
JSP F of equation 1.7 is yielded by integrating f.

We will always consider the contrary problem of not crossing a lower
barrier. Thus before applying Zhou’s solutions for the JSP F and transition
probability density f we have to reflect our first-passage processes at the x-
axes. Therefore the next theorem states the JSP result in our terms where
surviving means not crossing a lower barrier. We will apply Zhou’s results
various times.

Theorem 1.17 (Zhou; JSP of a two-dimensional Brownian motion not
crossing a lower barrier)

Let Y! = oW and Y? = 69W? be correlated Wiener processes with corre-
lation parameter p and K1 < 0, K3 < 0 the threshold levels. Then Y and
Y? have the following joint survival probability:

IP(Tl >t,To >t)

P | min O’1W51 > K1, min (IQVVS2 > Ky
0<s<t 0<s<t

_2r9 7 1 . [(nmb rg 7“(2)
— \/ﬁe 4t nz%:g’ nsm( o > |:]é(rzr+1) <4t +Ié(%7l) E )

on

where
tan—1 01Ka24/1—p? if 01Ka+/1—p? >0
0 oo K1—po1 K2 oo K1—po1 K2
V=
_1 [ o1K2y/1—p? .
T+ tan <02 R —poi ks otherwise,
Yy — K
O = — o>
o9 sin(6p)
_ 1—p2? .
tan~! <—pp> if p<0
a =

_p2
7+ tan~! <—1pp> otherwise.

"'The Bessel function is given in Def. A.3, BORODIN & SALMINEN (2002) and studied
in more detail in REVUz & YOR (2005).
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1.2.3 Joint survival probability - Brownian motion with drift

We proceed much as in the previous subsection (for Brownian motion with-
out drift). Denote the JSP of the two-dimensional Brownian motion with
drift and correlation parameter p by

1 2
FHrKy, Ko, t)=TP <OH<1?§t (ale + ,uls) < Kborggéct (O'QWS + ugs) < K2> .
(1.9)

The corresponding transition probability density for a particle being at
(z1,22) in time zero and not reaching the boundary (Ki, K2) in the time
interval [0,¢] will be denoted by f#(x1,x2,t). The solution for the tran-
sition probability density in polar coordinates can be derived by changing
the measure so that the considered Brownian motion with drift becomes a
Brownian motion without drift under the new measure, and then using the
result for f in equation (1.8). Compare e.g. Fischer (2003). The solution is
the following:

2 Agt oo r24rd
f,u(r,at) — e +A17r cos0+Asrsin 0 o

0102\/1 —p204t
-Zsin <n7r90> sin <n7r9> Inx <@> . (1.10)
— a Qo o t

The JSP F* is yielded when integrating the transition probability density
in equation (1.10) and is stated in the (2001) paper by ZHOU - an update
of Zuou (1997b). The derivation can be found in FISCHER (2003) resp.
REBHOLZ (1994).

Again we give the JSP result in the way that is suitable for us, i.e. for
the contrary problem of not crossing a lower barrier. Thus before applying
the JSP F* and transition probability density f* we have to reflect our
first-passage processes at the x-axes. The result, the JSP for not crossing a
lower barrier, is given by the next theorem.

Theorem 1.18 (JSP of a two-dimensional Brownian motion with drift not
crossing a lower barrier)

Let Y! = oy W' and Y? = 0oW? be correlated Wiener processes with corre-
lation parameter p and K1 < 0, Ko < 0 the threshold levels. Then Y1 and
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Y? have the following joint survival probability:

P(r >t,m>t)

. 1 . 2
P <012111<1 (01Ws + ,uls) > Kl’orélslgt (O'QWS + MQS) > Kg)

@_Lo <mr90>
= Sln
. r2 T
/ / sin ( ) reAﬁcos@-l—AgrsmG—f Inx ( 0) do dr ,
=0 Jr=0 a @\t

where 1o, 6y and « are as in Theorem 1.17 and

102 — 201
A, = M ot

(1—p?)o?oy ’
H201 — PU102
Aa ———
(1 P)orod
4 = 1303 = 2ppppoioy + 3o}
(1—p?)otos '

1.2.4 Deterministically time-changed Brownian motion

Let (T}) be a continuous deterministic time change with regard to Definition
1.1. Then, by continuity, the first-passage time of the time-changed process
(W) has distribution

K
P <I§1<1£1WTS < K) = P (ming<7, Wy < K) = 20 (\/T) (1.11)

This FPT will be applied in Chapter 5 to calibrate the Overbeck € Schmidt
credit-spread model.

1.2.5 Joint survival probability - deterministically time-changed
Brownian motion

HurLr & WHITE (2001) fitted a Merton-type default model on a discrete
time grid to the default probability curve of CDS spreads. Therefore the
threshold value had to be adapted at each grid point to the given default
probability value. In a next step, considering two firms, they calculated the
default correlation, as in Def. 1.12, by simulating the instantaneous corre-
lation through proxies such as the company’s equity returns and calculating
the joint default probabilities.

OVERBECK & SCHMIDT (2005) introduced a continuous-time model by ap-
plying a deterministic time change to a Wiener process. Their model yields
an analytical first-passage-time distribution and can be perfectly fitted to



1.2. SURVEY: FIRST-PASSAGE-TIME MODELS 15

a given default-probability curve. In Chapter 5 we analyze the so-called
Overbeck € Schmidt model in more detail. At this point we want to state
their result of an analytical joint survival probability for a deterministic
time-change model.

Theorem 1.19 (Overbeck & Schmidt extended'?; Joint survival probabil-
ity)

Let W' and W? be correlated Wiener processes with correlation parameter
p and Ky, K, < 0 the threshold levels. For deterministic time changes T
and T? with T¢ = 0 = TZand default times 7;, i = 1,2 defined through
the asset-value processes Y! = W%Sl and Y2 = W%sz we have the following
expression for the joint survival probability:

IP(Tl >t,7’2>t)

@ [ /nnb 2 70
sin| — |re 2T Inzx [ —
6=0 Jr=0 « o\ T

Loioqesing +1 2[+/1 — p2cosf + psiné
<_1+2q) <r Tr<T? Tt1>Tt[ p p ])) 0 dr.

VA

T = min(Ttlvzf)?
A = max(T},T?) — min(T}, T7)
tan~1 (le"ﬂ) if B2vizr®

6y — Ki1—pK; Ki—pKs
7+ tan~! <m> otherwise,
K,
o= sin(6p) ’
tan~! (— lpp2) ifp<0
o =
7+ tan~! <— \/1;7> otherwise.

Note that if T = T} = T?, the expression simplifies to the formula that

12The survival probability stated in O&S (2005) is correctly given under the assumption
T2 > T that is applied in their proof. It is not correct for 7% < T since then, following
the lines of ZHOU (1997b), another coordinate transform has to be done to solve the
corresponding PDE. As a consequence, for general T" and T2, the indicator functions had
to be included in the integrand of the general O&S result.
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directly follows from Zhou’s Theorem 1.17:

IP(Tl > 1,79 >t)

B 2rg B 1. nmty T(% T%
— \/ﬁe 4T Z nSln( a > |:I%(72r+1) <41_, +I%(%fl) E .

n=1,35,...

In the following sections we give a short overview about which FPT results
can be reached when including jumps in the underlying process. The jump
part makes it difficult to study the distribution of the first-passage time 7
because the process does not necessarily hit the boundary K exactly - there
can be an overshoot Y; — K > 0 or undershoot K — Y, > 0.

1.2.6 Classical jump-diffusion approach

ZHoUu (1997a) developed a new structural approach by modeling the firm-
value process through a jump-diffusion process:

Ny
i = pt+oWi+> Zi, (1.12)
=1

Ny ~ Pois(\t) , Z;iid ~N(ugz,0z) ,

where (N;) determines the number of jumps and Z; the amplitude of the
i-th jump. The advantage of including jumps into a diffusion model is that
this allows an instantaneous default of the firm. Furthermore a jump dif-
fusion model can generate various credit-spread shapes including upward-,
downward-sloping, flat and hump-shaped. Zhou determined a closed-form
default time distribution under the classical approach:

oo

P(r=T) = P(Yy<K) = Zexp—At(At) o[ KT —inz

o '
=t v \/ 02T +ic%

1.2.7 First-passage jump-diffusion approach

Kou & WANG (2003) analyzed the FPT of the jump diffusion process in
equation (1.12) hitting or crossing an upper!'? barrier K,

T = inf{s>0:Y; > K},
where the Z; are iid double exponentially distributed, i.e.

fz:(2) = p-me M L0y +q-meP I g,

3Note that this is the contrary problem since we consider the FPT distribution of
crossing a lower barrier.
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with p,q > 0, p+q =1 and n1,n2 > 0. The FPT distribution has to be split
up:

P(r<t) = Pr<t,Y;—K=0)+P(r<t,Y;—K>0),

that is, the overshoot distribution is necessary, in particular IP(Y; — K = 0)
and IP(Y; — K > x), x > 0. In the case of double exponentially distributed
jumps the overshoot distribution can be derived because it is conditionally
memoryless, i.e.

PY,—-K>z|Y,—K>0) = e ™M% |
Furthermore overshoot and FPT are conditionally independent:

P(r<tY,—K>z| Y,—K>0)
=Pr<t|Y;,-K>0 PY,—-K>z|Y;,—K>0).

When we want to determine the FPT distribution via the reflection principle,
the dependence structure between overshoot and terminal value Y; is needed,
but not known:

P(r<t)= P(r<t,Y,—K=0Y,>K)+P(r<t,Y, —K>0Y > K)
+ Pr<t,Y,—K=0Y,<K)+P(r<t,¥V,—K>0Y, <K).

As a consequence, an explicit FPT distribution is not available. But Kou and
Wang were able to compute the Laplace transform'* of the FPT 7 and hence
could retrieve the FPT distribution from equation (1.1) by applying the
Gaver-Stehfest algorithm, that numerically inverts the Laplace transform on
the real line. Further numerical methods for first-passage of jump-diffusion
processes can be found in ATIYA & METWALLY (2005).

1.2.8 Subordinated Lévy processes

In Definition 1.3 and 1.4 we introduced Lévy processes and subordinators,
non-decreasing Lévy processes that can be used as a time change. CARI-
BONI & SCHOUTENS (2007) considered a subordinated Wiener process as
asset-value process, where the subordinator was given by a pure jump pro-
cess and interpreted as new business clock. Let us consider a general sub-
ordinator J independent of W and the resulting first-passage process

Y;g = O'WJtJr,th.

Then Y is again a Lévy process.!® A subordinator has independent incre-
ments, that is, the arriving information is not affected by the amount of

1GQee Definition 1.6.
15This even holds when we substitute W by another Levy process independent of J; see
KYPRIANOU (2006b), Lemma 2.15.
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information that has already arrived. If the subordinator yields a Laplace
transform, then also a Laplace transform is available for the whole process Y.
This is for instance the case for the gamma subordinator or inverse Gaussian
subordinator (see Table 1.1), which lead to the variance gamma model or to
the normal inverse Gaussian model. Under the classical approach (Def. 1.7),
a closed-form default time distribution is obtained:

P(r=T) = P(Yr<K) = E[P(Yr <K |Jp)]
_ /OOIP(YT<K]JT=$)IP(JT€ dz)
0

_ /OOOCI><K;T_\/§:CC>IP(JTG dx) |

where the corresponding result for Brownian motion with drift, equation
(1.5), was applied. That is, the default-time distribution is explicit whenever
an explicit density of the subordinator fj, () dx = IP(Jr € dz) is available.
Examples are the already mentioned gamma process and the inverse Gaus-
sian process, see Table 1.1. As mentioned when we defined subordinators,

subordinator | Lévy measure probability density Laplace transform
Ji v(z) f1.(z) Efe~]
-z ct g _ .
gamma ccz ]I£E>O F?ct) xct 1 e Az (1 _ %) ct
“Aw 0242
inv. Gaussian “234—/2 I~ el e2etVmA—da—m = | o —2ety/m(VA=u=V)

Table 1.1: Gamma subordinator and inverse-Gaussian subordinator,

¢ > 0 accounts for the overall jump intensity (i.e. it determines the time-
change speed) and A > 0 for the decay rate of big jumps. The denominator
23/2 of the inverse Gaussian Lévy measure increases the importance of small
jumps, compared to the gamma denominator x.

J is only continuous in the trivial case of a deterministic drift. Interesting
subordinators are jump processes and thus lead to a noncontinuous pro-
cess Y. Then at first-passage, overshoots or undershoots are possible. As a
consequence, an explicit formula for the FPT distribution is not available.
Compare CONT & TANKOV (2004). Furthermore compare ALILI & KYPRI-
ANOU (2005) and KYPRIANOU (2006b) for the first-passage of Lévy processes
and an analysis of overshoot and undershoot distributions of (independently)
exponentially time changed respectively subordinated Lévy processes (espe-
cially when the Lévy process is spectrally one-sided or a subordinator itself)
via the Wiener-Hopf factorization.
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The multivariate model is given by

YZ‘ = O'QWf]t‘i‘,uth 5 ’i:l,...,m ) (113)
pi; = Corr(W}, Wi) vt ,

where the subordinator inserts a dependency structure - in addition to a pos-
sible Brownian correlation through the p;;’s. LUCIANO & SCHOUTENS (2006)
introduced the corresponding exponential model, in particular assuming a
gamma subordinator (see Table 1.1), for modeling multivariate financial as-
sets:

Ai = BQXP{UZW3t+Mth} 5 Z.Zlvu-ama

see also Section 4.6.2 and Chapter 7. One possible interpretation is that
the asset-value processes are influenced by the same external, economic in-
formation and thus run under the same business clock. This is one of the
ideas we adopt to yield dependence, while considering another time-change
process.

1.2.9 Stable processes at first passage

A (strictly) stable process X is a special Lévy process. Its distribution is
characterized by a constant a € (0, 2] and the following property:

X, £ tex, wi>o0.

KYPRIANOU (2006a) determined the overshoot and undershoot distributions
of X at first passage. Furthermore he was able to derive the first-passage-
time distribution for the reflected strictly stable process

{(z\/ sup XS)—Xt:tEO} , 22>0.
0<s<t

This is not possible for the stable process X itself.

1.2.10 Time-changed Lévy processes

CARR & WU (2003) considered a Lévy process L time changed by an inte-
grated jump process

t
Gy = /v(s_)ds,
0

that is normalized so that IE[G;] = t. The local intensity v is interpreted as
instantaneous (business) activity rate and can be correlated with innovations
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in L (e.g. due to leverage effects). Being an integral, G is a continuous
process. Carr & Wu determined the characteristic function of

Y;f = LGta

when L and G are independent and when they are dependent. Under inde-
pendence this is straightforward and yields:

E "] = g, (¥r(u))

where [, is the Laplace transform of the time change and vy, is the Lévy ex-
ponent; see eq. (1.1). This is useful for option pricing under the correspond-
ing exponential model, and reduces calculation compared to characteristic
functions.

Classical default time distribution and FPT distribution are only avail-
able when L is a diffusion process. The formulas are explicit only if the
distribution of GG is explicit. This is exactly the model of our interest; see
Section 1.3 and Chapter 6.

1.2.11 Summary and conclusion

In this last review section we have summarized models that are important to
understand our further proceeding. We have seen models based on Brownian
motion that lead to an analytical classical default-time distribution as well
as a first-passage-time distribution. We have learnt that the classical diffu-
sion model with jumps has a closed-form default-time distribution and that,
in case the jumps are double exponentially distributed, a Laplace transform
of the FPT can be derived and the FPT distribution can be retrieved nu-
merically. There is even a so-called reflected strictly stable process - a very
specific Lévy process - where a FPT distribution is available. We aim at an
analytical FPT distribution, always having in mind our application of mod-
eling credit spread and credit-spread dynamics. The survey on first-passage
processes and first-passage times teaches us that it seems very reasonable
to stay with a model based on Brownian motion. Therefore Chapter 4 ana-
lyzes Merton’s threshold model. We will learn that the Merton model fails to
produce realistic credit-spread curves and credit-spread dynamics. Chapter
5 then considers the deterministic time-transformation model. We will find
that, while it perfectly fits a given default-probability curve, it has only one
parameter - the correlation parameter - to describe dependencies for two-
dimensional default probabilities. Furthermore, the model can not influence
multivariate default probabilities of more than two dimensions and it has
no degrees of freedom to influence credit-spread dynamics. Therefore, as an
extended approach, we apply a stochastic time change on Brownian motion.
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1.3 Stochastic time-change model
Consider a Wiener process with drift
O'Wt + ,ut

and substitute the normal time t by some experienced time Gy as in Defini-
tion 1.1. This leads to the first-passage process of our interest:

Y, = oWa, +pu Gy . (1.14)

By definition Y is adapted to the filtration IF¥ . The corresponding first-
passage time is given by

7 = inf{s>0:Y;< K} = inf{s>0:0Wg, +uGs < K}

and is a IFY stopping time in terms of Definition 1.5. Considering a FPT
makes only sense when a first-passage (or default) has not already occurred
in the past, i.e. when we have not already crossed the barrier K at time
zero, that is, we will always assume that

K < O'WG()"",U/ Go.

We interpret the stochastic clock as a business clock that measures the
amount of (stochastic) information arrival. The extension to a multivariate
model is straightforward:

vy = UiWé};‘i‘Mz‘ beo i=1..,m, (1.15)
pij = Corr(W" W7).

Each underlying process Y* has an individual driving Wiener process W7,
drift pu; and uncertainty parameter o;. Dependencies are possible between
the Brownian motions, between the time changes and between Brownian
motions and time changes. We will not allow for the last mentioned de-
pendence between Brownian motion and time change, since then our proofs
will not work. In detail, as mentioned already in the introduction of this
chapter, we will consider the following dependence structures between the
first-passage processes:

e independent Brownian processes but identical time change,
e correlated Brownian processes and identical time change,
e correlated Brownian processes under separate time changes.

When applying the same time change to each process, one can think of un-
derlyings that reach the same (business) information at the same time, with
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the same speed. If the (external) information is different, independent time
changes could be suitable. The correlation parameter p;;, of the untrans-
formed Brownian motions, could describe any other dependence structure,
some basic joint dependence that does not change with time. In unison
with the general time change Definition 1.1 comes the assumption for our
stochastic time change model:

Assumption 1.20 (Continuous time change)
Let G be a non-decreasing process with continuous paths and starting value
Go = g > 0. Furthermore G be independent of the Wiener process W'.

Assumption 1.20 accompanies our model (1.14) and will be assumed through-
out this thesis. When the starting value g is truely positive the business clock
speeds up at the very first moment and thus enables an instant jump of the
underlying process. In credit risk this enables an instantaneous default.
When we slightly change the model by defining the asset-value process and
the default barrier

5}; = Wthg )
K = K-W,, (1.16)

then the threshold level K is a random variable (see Figure 4.9) and the
CreditGrades model by FINGER ET AL. (2002) is a special case of the model.
We give a detailed introduction to the CreditGrades model in Section 4.5.1.

1.3.1 What does a continuous stochastic time change look
like?

There are two main approaches in order to get a positive, non-decreasing,
continuous time change process. The first possibility is to apply an integral
to a positive process (gs):

t
Gy = g—l—/gsds g>0. (1.17)
0

Here gs; can be understood as the increase of information or default speed.
A positive process is for instance the square or absolute value of some other
process. There are also stochastic processes that are already positive such as
the Cox-Ingersoll-Ross process or the generalized Ornstein-Uhlenbeck pro-
cess with positive jumps, see Section 1.3.6. The integral representation
(1.17) makes G an absolutely continuous process (Definition 1.2) with start-
ing value g. Conversely, if G is an absolutely continuous process there exists
a non-negative process (gs) and a starting value g such that (1.17) holds.'®

16Cf. PROTTER (2004).
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The second possibility is to define the time change by the supremum of
a positive continuous process (which is actually its maximum):

Gy = su = max ¢ .
Ogsgtgs Ogsgt'gs

Note that our results in the remainder of this chapter are general and thus
independent of any particular time-change expression.

1.3.2 First-passage-time distribution

In the following we will abbreviate the time change distribution as follows:
Pg,(dx) = P(Ge e dx) .

Theorem 1.21 (First-passage time for stochastic continuous time change)

Let G be a time change fullfilling Assumption 1.20. Then the default prob-

ability for the first-passage process Y; = cWg, + 1 G+ and threshold barrier
K < oWy + g is given by

ez - [T (-5

B K -Y,
+ 62:2(1( YO)Q(O\/{LT(?Q_’_Z\/x_g)]]PGt(dx) .

Proof. We use Assumption 1.20, i.e. continuity of the time change and
independence of time change and Wiener process. Note that Gy = ¢ and
Yy = oWy + png. Then

P(r<t)
= P (Orgrglt [oWa, + nGs| < K>
K
= P < min [WGS + HGS} < >
0<s<t (o} g
Gir cont. P ( min [WS + ﬁs} < K)
9<s<G o o

= / ]P(min |:W5+MS:|<K‘Gt:x>]PGt<dx)
p o o

9<s<Gy
s *° ) K
GrLlve) / P ( min [WS + HS] < ) Pg,(dx)
g g<s<lz o g
o . 1% Yo K —Yp
= /g P <0<g1<1§:19 |:Wg+5 + g(g + S) — 0‘:| < ) IPGt( dl‘) .

The value of the integrand is now given by the FPT formula (1.6) for Brow-
nian motion with drift and start at zero. g

In the following we apply this result for the multi-dimensional model.
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1.3.3 Multivariate first-passage-time distribution under Brow-
nian independence

In equation (1.15) we introduced the multivariate model. In this section
it is assumed that the driving Wiener processes of the the m first-passage
processes are uncorrelated (Brownian independence, see Def. 1.11). They
are only dependent through the same time change, and thus experience
identical information at the same time. This is the simple extension to
a multi-dimensional default probability and deriving the FPT formula is
straightforward: Conditioning on G, we use the independence of the Wiener
processes W' and apply the result for the one-dimensional case (Theorem
1.21).

Corollary 1.22 (Multi-dimensional default probability under Brownian in-
dependence)

The joint default probability for the mu]tjva;iate model Y} := aiWét + 1 Gy,
i =1,...,m, with threshold levels K; < Y and uncorrelated Wiener pro-
cesses is given by

P(r<t,...,7m<1)
oo M K., — Y} Li
— P ZO_Z/x_g>
/g g[ (Uz‘\/ﬂ?—g o

wi (K —Yg)

2 2 K; —Yoi i
i O — + — — P dz) .
+e (Ui f—g—i_(n\/w g ¢, (dx)

Proof. Using the conditional independence of the processes Y yields

o0
P (r <t ..., <t) = / P (i<t ..., 7m<t|CGi)Pg,
g
1 oo [
L / [P (i <t| G P,
9 =1

Insert the conditional one-dimensional FPT distribution derived in the proof
of Theorem 1.21. O

1.3.4 Joint survival probability under Brownian correlation

Applying the same time transformation to each underlying process is one
way to insert a dependence structure into a multivariate model. Another
possibility is to correlate the driving Wiener processes in addition. For de-
riving the joint survival probability under Brownian correlation, we restrict
ourselves to the two-dimensional case because as a main step of our proofs
we will use Zhou’s result stated in Theorem 1.17. Note that equation (1.2)
then yields the joint default probability.
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Theorem 1.23 (JSP for correlated Brownian motions with drift under a
joint time change)

Let W' and W? be correlated Wiener processes with correlation parameter
p. Furthermore let G be the joint time change satisfying Assumption 1.20
and having starting value Gy = g. Then the default times 7;, i = 1,2 of the
processes Yf = 01Wét + 1 Gy and Yt2 = @Wét + uoGy have joint survival
probability

]P(Tl > 1,79 >t)

2) Az(e—g) 5 2 nmly
= ———e 2 -9 ) sin
lg,00 o

2 a(r —g) ot
o 00 . -2
/ / sin (717'“9) reA1TCOSQ+A2rSIHG_m Inx < rTo ) d6 dr
0=0 Jr=0 Q C\T—Yg
]PGt( d.%') 5

where I,, denotes the modified Bessel function'” of the first kind with order
v and

o2 (K1=Yd)—po1(K2—Y3) o2 (K1-Yg)—po1(K2—Yg)

to
1 01(K2—Y02)\/1—p2 .
T + tan (UQ(KI_Yol)_pgl(KQ_YOQ) otherwise,
rg = 7}/02 — I
0 oo sin(6y)
tan~! <— ¥ 1pp2> ifp<0
(8% =
7+ tan~? (— v lpp2> otherwise.
U102 — pl201
A, = M2 PR201
LT = pele
U201 — PH102
Ay = ———1,
(1—p*)o103
Ay = 105 — 2pp ppo10s + P30t
(1= p?)oios

Proof. For each process we follow the first steps of the proof of Theorem
1.21, yielding

IP(Tl >t,7’2>t)

:/ P ( min (01W81 + uls) > K, 1<1113 (UQVVS2 + uzs) > K2> Pg,(dz) .
g gsssx

g<s<z

17See footnote 11.
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Then with the integrand we proceed as in the proof of Theorem 1.19 given
in the (2005) paper by OVERBECK & SCHMIDT:

o
= / IP(O’1W51+,U18>K1, O'QW52+,UQS>K2, gSSS.T)IPGt(d:L’)
g

o0
= / 1P<01ng+s + pi(g +s) > Ky, 02W5+5 + po(g + s) > Ko,
g
s<ux —g)]PGt( dz)
(o]
= / IP(—O’1W91+S—M1(Q+S)+}/01<—K1+l/01,
g
_GQW;—I—S — p2(g+8) + Yv[)2 < -Kz+ YO2’ s< T — g)]PGt( dz)
o
— [P - KU - Kaa - g) P (do)
g
where F* is the JSP of the two-dimensional Brownian motion with drift
(—o1Wy o — (g +s) + Yy, —0aWZ, o — pa(g + s)), not crossing the upper
barrier (Y, — K1, Y02 — K>) by time x — g, stated in equation 1.9. The corre-

sponding proper JSP of not crossing the lower barrier is given in Theorem
1.18, in polar coordinates. O

Corollary 1.24 (JSP for correlated Brownian motions)

Let W' and W? be Wiener processes with correlation p. The default times
7, i = 1,2 of the processes Y,! := alwét and Y72 = @Wét have joint
survival probability

IP(T1 > 1,79 > t)
27"0 & 1 _i 1 . (mr00>
= e 4@-9) — sin
V 2 g vV —4g 1273;57“' n @
’1”2 T2
Ii nn —0 )4 Tinm —0 )| Pg(d
{%a+”<«x—m)+'¥a-”<4x—m>} o)

where the 0y, ro, o and I, are as in Theorem 1.23.

The proof for the corollary follows directly from the proof of Theorem 1.23
when inserting F', the JSP for two-dimensional Brownian motion without
drift (given in ZHOU (2001)), instead of F*, the JSP for two-dimensional
Brownian motion with drift.
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Remark 1.25 Note the following equivalences for «, 6y and r:'®
a = arccos(—p)
K| — po1 K.
0y = m — arccos 202 1~ P12 -
\/O'%Kl — 20109 K1 K9 + O'%KZ
J%Klg — 20102I€1[€2 + U%K22
ro = N 2 9 >
(1 —p?)oios

where we abbreviated Ki =K, — Yoi.

1.3.5 Joint survival probability under Brownian correlation
and separate time changes

In this section we derive the JSP for the two-dimensional model with Brown-
ian correlation, but different time transformations, that might be dependent
or independent. When choosing independent time changes, calibration is
very much simplified because then at a first step each underlying process Y
can be calibrated separately (by adapting its volatility o;, drift p; and time
change G%). A constant dependence between the two underlying process can
afterwards be introduced via the Brownian correlation parameter p and the
relation (1.3).

Theorem 1.26 (JSP under correlated Brownian motions with drift and
separate time changes)

Let W' and W? be correlated Wiener processes with correlation parameter
p, and G' and G? be time changes satisfying Assumption 1.20 and having
joint starting values G(l] =g= G%. Then the default times ;, 1 = 1,2 of the
processes Y, = 01W(1;% +u1Gt and Y2 := azWég + u2G? have joint survival

probability
IP(Tl > 1,10 > t)
A3(T(2,9)—9) 3 s
— / #e 3 2y . 72(T(z%)79) Zsin <n7r90)
[g,00)2 Oé(T(l’, y) - g) n—1 «a

/a /OO sin <7’L7T9> TeAlTCOS@+A2TSin97W2y)7g) Ton <7"7"0>
0=0 Jr=0 (0% L T(x7 y) 5
(-1 + 29 <r]ImSy sin 6 + Tpsy[y/1 — p2 cos 0 + psin 6] )) 0 dr

A(z,y)
P12 (dz x dy) ,

B These definitions for «, 0y and 7o as well as A1, Ay and As as stated in Theorem 1.23
were introduced by Fischer (2003) in order to determine the JSP. Note that we corrected
the sign within the arccos of 6y, added a missing square for K; in the denominator of r¢
as well as a factor 2 in the nominator of As.
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where 0y, 1o, a, A1, Ao and As are as given in Theorem 1.23 and the minimal
time T and the time difference A are defined by

T(G%a G?) = min(Giv G?) )
Proof. For the proof we furthermore define the index i, indicating the
faster time change,

I C s { 2 otherwise

and follow the first steps as in the proof of Theorem 1.21 for each time change
separately. We use the definitions of T, A and ¢ and apply the conditional
Markov property of Y, as in the proof of OVERBECK & SCHMIDT (2005):

]P(T1 >t, T2 >t)

= P min oW} G! > Ky, min o,W2 G?*>K
<O<s<t 1 Gi*‘ﬂl s 1, o1z, 2 G§+N2 s 2

G cont. . .
b= P( min oWl +ums>K;, min  ooW2+ pss > Ko
9<s<G} 9<s<G?

Gy L(W;
HL7) / P( min oW, + s> Ky, min 0oW? + pgs > Ky
l9,00)? ‘ s

g<s<wz
Payep(dex dy)
= /[ ; ]E(]I{01W3+S>K1, 02 W2, >Ka, s<T—g}
g,00
P (0;Wi+ pis > K, T<s<T+A| W;‘,ng))
P ey .ap(dex dy)
Markov E(1
- [g.00)? ( {o1 W), tui(g+s)>Ki, 02W2, 4p2(g9+s)>Kz, s<T—g}
g,00

P (oW + s > K, T<s <T+A | Wj) )]P(G%)Gg)(dx % dy)

/[ 2 I (]I{OHW;Hm(g+s)+Yol<K1+Y(,1}
g,00

][{*02W§+S*/»tz(g+s)+Y02<fK2+Y02,s§ng}

K; — o;Wi — u,T
(1—2(1)( (;\/TZ a )))P(Gg,cg)(dxx dy)

Yi K1 Yi-K»
/ )2/ / f’u(l‘17m27T_g7p)
g,00 —00 —00

Ki =Yy +
(1 — 20 (W» ) dz; dws Py ) (dz x dy)

O'i\/Z

where f# is the transition-probability density of (—01ng e — (g +s) +
\ —02W92+s —p2(g+s)+YZ) not hitting the barriers Yy — K1 and Y2 — Ko
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by time T'— g. f* was given in equation (1.10). O

Remark 1.27 In the last theorem we put the constraint that the time
changes have the same starting value. We now show why this is a necessary
requirement in order to obtain an analytical formula. Assume G§ = g #
g*> = G% and define

g = max(¢',¢*) = ¢'vg?,

. 1 if g1 < 92 . A 1 9
A= { 2 otherwise Le. 9o =g Mg
§ = max(g',¢%) —min(g',¢%) = ¢g'vVg*— g'Ag®,

e 1 if G} > G?
i = i(Gy,Gy) = { 2 otherwise

Then the survival probability can be decomposed as follows
IP(Tl > 1,79 > t)

=P min oyWh > Ky, min ocoW2, > K
0<s<t 1 Gl bg<s<t 2GS 2

IE(II ) . IE(]I A e
/[9’00)2 {oaW), >K1, 02W2 | >K3, s<T—g} {oAWih, >Ka, T—g<s<T—g"}

2

| , _ 1 _
Liowi, >ki 7-gicssr—giray | Worpe Wopos <T 9))

+

]P(th7G?)(d$ X dy) .

Now one has to distinguish two cases for the inner conditional expectation
(where G} and G? are fixed):

In case A and i are not the same, we have W L W' and ¢* = g which for
the inner conditional expectation implies (using the Markov property)

A
]E<]I{O'/\WQA/\+S>K/\7 T—g<s<T—g"} | WgA+ng)

. . . Z‘.
]E(]I{aiwgugm, T—gi<s<T—gi+A} | Wg“rT—g)

A
= ]E<]I{O'/\WQA/\+S>K/\, T—g<s<T—gr} | WTﬂS)

i
]E(]I{aiwg+s>m, T—g<s<T—g+A} | WT)

- (o () e ()

In case A and i coincide, we have W = W' and ¢* = ¢”, which for the
inner conditional expectation implies

K/\ —O'/\Wrz/w\_6>

A
]E<I[{0'AW;\/\+S>K/\7 T—g<s<T—g +A} | W9A+T_g> =1oz < oAVA =6
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So the inner equation depends on whether G} > G? or not. Since this event
is random we won’t have an analytical formula unless we further require
Gl > G? or G* < G? for all t. Then the time changes are not independent
and a separate calibration for each asset-value model to its credit-spread
curve is not possible.

The last two sections of this chapter give explicit examples for possible time
changes. We distinguish between so-called numerical time-change distribu-
tions and so-called analytical time-change distributions:

The next section concentrates on examples where a numerical approxima-
tion of the time-change distribution is available through a Laplace transform.
These time change distributions and the resulting FPT distributions are said
to be numerical. By contrast, the last section of this chapter gives examples
that have an explicit time-change density, in terms of an integral and/or
series representation. Then, time-change distribution and FPT distribution
are said to be analytical.

1.3.6 Numerical time-change densities

The distribution of G; is uniquely determined by its characteristic function
bg, (u) = E[e™Ct] and also — since G is a positive random variable — by its
Laplace transform lg,(u) = E[e““]', which we prefer to consider because
it is a transformation on the real line. The time-change distribution can be

retrieved numerically, via Laplace inversion?, when applying equation (1.1)
for Gy:

lg,(u) = u/ e “IP(Gy < t)dt .
0

As we mentioned already there are two main approaches to obtaining a pos-
itive continuous time change, the integral over a positive process Gy = g +
fot gs ds or the supremum of a positive continuous process Gy = Supy<s<¢ gs-
Time-change examples close at hand follow the integral approach and are
given by integrated positive and mean-reverting processes such as Cox-
Ingersoll-Ross (CIR) or generalized Ornstein-Uhlenbeck (OU), where the
Lévy component is given by a subordinator?’. The corresponding driving
processes (gi); are given by

dgf™ = k(0 — g7 dt + 64/gF R dB, (1.18)
dgP?¥ = —kgPVdt+ dJ; ,

19See Definition 1.6.

20The fastest method for retrieving a distribution is by direct integration, which is
possible whenever a characteristic function is explicitly known, confer KiLIN (2007).

21 A subordinator is a special time change. It is an increasing Lévy process and therefore
needs to have a nonnegative drift, no diffusion and only positive jumps of finite variation.
See Definition 1.4.
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where £ > 0 is the mean-reversion speed to the long-term mean 6 > 0
(in the CIR case) respectively 0 (in the OU case). ¢ > 0 is the volatility
of the Brownian motion B and J denotes the jumping subordinator. For
the gamma and inverse-Gaussian subordinator, the Lévy measure v(z) and
Laplace transform 1j,(u) = IE[e”“/t] were given in Table 1.1. Table 1.2
lists the Laplace transforms of the time change G; = g + f(f gs ds, that is
lg,(u) = IE[e™C], where the driving process is given by a CIR, general-
OU and OU-gamma process, respectively. The Laplace transform of the
OU-gamma time change is given when the Laplace transform of the gamma
subordinator is inserted into the Laplace transform of the general-OU time
change (second row of the table).

time change
Gi=g+ Jy 95 ds

Laplace transform
E [e—uGt ]

eXp( Rzgt) 2
CIR 2y exp (- 2 )
(cosh 3+ 2 sinh 3) 0% P\ h o ¥

gCIr v = VK2 +262u

general OU exp (%(1 —e ") + fot Ly, (%(1 —emts=0) ds))
ou

g

OU-gamma exp (%(1 — e TNt) 4 julre  ARc Iy (] — (] — e”“)))

Table 1.2: Time-change examples that yield a Laplace transform and thus
a numerical time-change distribution.

1.3.7 Explicit time-change densities

Sometimes it is not sufficient to have a numerical approximation of a time-
change density, for example when one is interested in an analytical credit-
spread formula and wants to derive credit-spread dynamics. In general,
whenever a conditional time-change density w.r.t. some filtration IF (that is
Pe. 7 (dx)) is needed, it is not enough to have an approximation of P¢, (dz).
Examples for time changes with analytical density are not obvious!
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CIR-type time change

Our first idea is to consider the integrated Cox-Ingersoll-Ross process G§'TF =
g+ fg g€  ds. The integrand process (1.18) has explicit solution:

t t 2
gCIR = ont [981R+2 [g 1R &/ L dBS—i—&z[/ o3hs st} ]
0 0

t 2
= e“t{ gOCfRJr&/ e2hs dBS} . (1.19)
0

But the time change G¢'% has no analytical distribution. Therefore we
multiply the integrand g¢7® with the factor e and define the time change
as follows:

Definition 1.28 (CIR-type time transformation) For g > 0, g§T# > 0,
6 >0, k > 0, the CIR-type time change is defined by

CIR
A ~2 ¢ KT 90 2
Gt = g + g 0 (§] |: a- + B]‘(;r eks dS:| d?“ .

Because of Remark 1.15 G is equivalent in distribution to??
A~ [: t
Gy = g—i—/ e gCIR qp (1.20)
0

Now we will show that G indeed yields a density. We first introduce the
abbreviation Gy = Gy — g and the notation IP* for the probability measure
where the underlying process starts in x. Thus

P () = IP<-|BOZ\/%> .

Theorem 1.29 The time change Gy has density

[ k —1+k .
o= S () () "
G 2m62 = \ 207 &2 — T(L+k);!

Jj=0

CIR\ 2
(3 +26+2) ke —1)+ %)

P 2t g
g
| Ly op 4 gjyertot  agtm\ T
(_)]+12%+k7l (k+1) (2 + +27) P Y
i Nk+1-20)! z—g
0<I< == o

22Cf. KAMMER (2002).
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where T' denotes the Gamma function?3.

the time transformation is given by

In particular the distribution of

r—g

PG <) — / fe () dy -

Proof. We determine IP(G; < ). The density follows by derivation w.r.t.
x. For the proof we set gy = gg IR Then

g ! 2 _
P(Gy <) = P(G <z -g) = IP(/ e“r[@jLBfgem 0] < 9)
0 P

) a2
t 2 r—g
o KT "
= ]P@ </0 e |:B/0 ekrs ds] dT‘ S 6‘2 ) .
Substitute w = [ e ds = Z(e"" —1), i.e. 92 =e"", then

(et —1) —
P(Gi<x—g) = IP\/%</ Bidngﬂg>
0 g

= x(e™t—1)
= P 5 / B2 dwe dy | .
—00 G 0

With BORODIN, SALMINEN (2002) (p. 168, 642) and their notations the
integrand can be determined as follows:

et -1
P o / B2 dw € dy
G 0

e -1 90
- S——0,55)d
w0 0 )
_ 1 /g0 ( 1 1 go - )
=1 <202) by th 15zt =1)) dy
— 1i1<go)sz(%+k+]) L
Vo (S R A20% ) T T 4 R)!
N1 n )
exp (G +2k+2j) (" =1) + %)
2y
et —1 k+1-21
T (gt (DL (G2 2T+ dy
o<i<ktl Nk +1—20)! NG
- = 2
= f(y)dy

Z3Cf. e.g. BORODIN & SALMINEN (2002).
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Now note that with the fundamental theorem of calculus

d A d 1 T—g
_ < = _— < —_— = s .
dx]P(Gt < x) deP(Gt <z—g) &2f ( )

Remark 1.30 (Drawback of the CIR-type time change)
With the proof of the theorem we have

F(et -1 (e —1) 1
EG, ~ / B2 dw :/ wdw = —(e" —1)%,
0 0 Qli

that is, on average, for k > 0 the business time speeds up as x — e* and
does not slow down again.

Remark 1.31 (Another time-change idea)
The drawback can be eliminated by defining another time change:

G = f(G, £ /0 £(H) > o(r) dr |

where e.g. f(t) = e, f(t) = }e 2 or anything such that E[Gy] ~ t.
The equivalence in distribution follows by (1.20). Note that G is a positive

non-decreasing process. Then the first-passage process
i = Wrpa, »

has default probability

N N O e ¢ N
P(r<t) = 2/0 <I><U f(t)x—g)IP(Gted)'

Example 1.32 (CIR-type sample paths)

Figure 1.2 and 1.3 show sample paths for the Brownian motions W and
B, the resulting time-change paths G and the first-passage (or asset-value)
paths Wg. The parameters were chosen to be Kk = 2, &6 = 1 and & = 2,
respectively. The time-change paths have an exponential form. For 6 = 2
the business time is much faster than for 6 = 1. In Figure 1.2 it reaches 30
and 8, respectively, in a normal unit of time. That is in the same normal time
t, Gy with 6 = 2 runs faster through the W-path of the first plot (leading
to the sixth plot) than with 6 = 1 (leading to the fourth plot). Figure 1.3
also illustrates this nicely: In one unit of real time, the slower time change
(6 = 1) just reaches the top of the Brownian path (where the time change
slows down), whereas for the faster time change (6 = 2) we run over the
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Brownian hill which appears like a peak (last plot). The distributions for
the two considered time changes, and other values for the speed to mean-
reversion k, are shown in the boxplots of Figure 1.4. Boxplots visualize a
distribution by its median, quartiles and extreme values. We see that the
parameters of a CIR-time change can yield various distributions for G;.

Example 1.33 (Multivariate asset-value paths dependent on the same CIR-
type time change)

In Figure 1.5 five time-changed Brownian motions are plotted. Thereby, the
original Brownian motions are uncorrelated (Brownian independence). All
are time-changed with the same CIR-type process having parameters k = 2
and & = 1. Dependence is thus introduced only by the business time. We
derived the corresponding multivariate default-probability formula in Sub-
section 1.3.3, Corollary 1.22. Figure 1.5 shows that as long as the time
change is slow (i.e. generates small values), the asset-value paths Wét are
not volatile. Vice verca when the time change speeds up we find a lot of
variation in the asset-value paths. Note that because of the independence
between the W%’s the paths are independent in their up-and-down move-
ments.

Further analytical time-change examples

When inserting gg I’ -0, k=0 and 6 = 1 into the CIR-type time change
it reduces to G} = fg B2 du. That is said to be the simple time change.
Table 1.3 states analytical densities for this time change?®, furthermore for
the so-called Dufresne time change®®, the time-change process defined by the
supremum of Brownian motion®® and the supremum of the n-dimensional
Bessel process?” R{"” = V(BDZ+ -+ (B")2, n € N. We derived the
time-change densities with the help of the ‘Handbook of Brownian Motion’
by BORODIN & SALMINEN (2002). We refer to them for the notation and
definition of the functions I', m, J and j.2® Note that m is a Laplace inverse
having an analytical form. B and B!, ..., B” denote independent Brownian
motions starting at zero. Note that the formulas can be extended for Brow-
nian motions not starting at zero. The parameters ¢, x are constants and
n = 2v + 2 and v are natural numbers.

2The formula for the conditional density is derived in the proof of Theorem 6.7. For
the unconditional density insert By = 0 instead of B; leading to the formula in Table 1.3.

250ur name comes from the Dufresne identity, cf. BORODIN & SALMINEN (2002).

20For differentiating the integral of the time change distribution in Table 1.3 apply the
following equivalence (see Appendix A.1):

%[if(u,x)du = —f(—x,x)+f(x,x)+[z%f(u,x)ds

2TFor Bessel processes we refer to REVUzZ & YOR (2005).
28The definitions of I', m, J and j are given in BORODIN & SALMINEN (2002); see A.2.
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Gy fa, (95)
t 00 ST(L 45
squared Jo B2 ds ﬁ Srso(=) %
((%+2j)f)2 (l+2j)t
BM - exp 2y 27;
xr2
CIR-type ét fc:,, ()
(Thm. 1.29)
t oA .2 2.2¢ 1
Dufresne Jo e7BtTrs s, R b Dt B S
6>0,k>—-1 mgzt/g(:‘ﬁ—*A )
o0 T —(u z)?2
sup BM SUPg<s<; | Bs| %ﬁ S f_w(ze (u+4kz)? /2t
e—(u+2x+4km) /2t) du
n ) 267V T, (e 2 22
sup Bessel supp< oy B, TR ks oSt
R™ = \/(BN2+ ... (B1)?
n=2+2 Ry =b

Table 1.3: Examples for time changes with analytical density




Chapter 2

Analyzing the time-change
model with G; = 6° fg B2 ds

In this chapter we consider the simple time change Gy = 62 fot B? ds and
analyze its density while varying the parameter 6. We calibrate the model
to several default probability curves by fitting two points exactly, which
yields a good fit for non-investment-grade ratings. Applying the calibrated
parameters we determine the joint default probabilities for two respectively
three names, regarding the setting as in Corollary 1.22, that is under zero
correlation between the Brownian motions. (Remember our Definition 1.11
of Brownian independence and Brownian correlation.) We also study joint
survival-probability curves under asset correlation, regarding Corollary 1.24.
Asset dependence is due to a common time change and/or Brownian correla-
tion. We analyze the asset dependence produced by the time change and find
that it cannot be substituted by adapting the Brownian correlation. Finally
we consider the correlation between default events, the so-called event cor-
relation or default correlation. The relationship to the Brownian correlation
is studied and the evolution of default correlation in time is visualized. Note
especially that a constant Brownian correlation does not imply a constant
default correlation.

Later on in Chapter 6 we analyze this particular simple time change with
regard to credit-spread modeling.

2.1 Calibration to a default-probability curve
We calibrate the time-change model with the simple time change Gy =
52 fg B2 ds to a given default-probability curve. Therefore we discretize the
time grid and determine the discretized density

P(Giely,y+A) = PGi<y+A)-P(Gi<y), (21

41
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using the default-probability distribution

PG <y) = (/32d5<>

Regarding the default-probability formula of Theorem 1.21, we find that
the model has two degrees of freedom for calibration, K;&YO and ‘;—U Thus
we can fit two points of the curve exactly, which allows us to solve from
the analytical FPT formula, Theorem 1.21, for the model parameters easily.
Especially in most applications concerning credit spreads (see Chapters 3,
6), it is more important to fit the liquid credit-spread points (usually five and
seven years) of the term structure exactly instead of a best fit of the whole
curve. The parameter sets of Table 2.1 lead to the same default-probability
curve, with fitted points IP(7 < 0.5) = 0.0064 and IP(7 < 5) = 0.0734.
Thereby we fix g = 0 and Yy = 0. The parameter 6 influences the shape of

o o 7 K

1 1 0.781724 | —1.60449

2 0.5 0.195431 | —1.60449

5 0.2 0.031269 | —1.60449

10 0.1 0.007817 | —1.60449
1 0.390862 | —3.20898

5 1 0.156345 | —8.02245

Table 2.1: Parameter sets calibrated to IP(7 < 0.5) = 0.006 and IP(7 < 5) =
0.073 (9 = 0 and Yy = 0)

the time-change density: Higher values for 6 lead to a flatter density curve
with fatter tails. Figure 2.1 shows the densities for G5 and &-values 1,2 and
5. Note that the scales of the lower plots differ. As we just argued and have
seen in Table 2.1, different values of & may still lead to the same (marginal)
default-probability curve when adapting at the same time the parameter
values of K, ¢ and u. Thus & can be used to influence the joint default
probability or credit-spread dynamics, see Chapter 6.

Example 2.1 In Figure 2.2, 2.3 and 2.4 we show default-probability curves
coming from the model calibrated to the assumed market default-probability
curve that is, for simplicity, given by F(t) = 1 — e~ with A = 1%, A = 7%
respectively A = 10%. For this we decided to fix g = 0, Yy = 0, 0 = 1 as well
as 6 = 1, leading to the simple time change G; = f(f B2 ds. The parameters
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P(G e dy)
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Figure 2.1: Densities of the time change Gy = 62 f05 B2ds for 6 = 1 (black),

=2 (red) and 6 = 5 (blue)
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p and K are calibrated to two points, F(t1) and F(t2). The parameter
sets that lead to the curves in Figure 2.2, 2.3 and 2.4 are given in Table
2.2. The curves calibrated to F(2), F(5) respectively F'(3), F(5) respectively
F(5), F(7) respectively F'(5), F(10) are quite acceptable. Please note that
the finally chosen parameter set should emphasize one’s personal view on
more or less important (liquid) market data points.

Example 2.2 Standard & Poor’s publishes average default probabilities
(cumulative default rates) for different rating classes, see Table 2.3. The
average term structures for the years 1981 to 2002 for ratings AAA, BBB,
BB, B and CCC are plotted in Figure 2.5 respectively Figure 2.6. Due to the
different shapes (concave, linear or convex) of the default-probability curves
for different rating classes, we find that our model with the simple time
change Gy = fg B2 ds gives an astonishingly good fit for speculative grade
default curves (BB, B and CCC), but not such a good fit for investment-
grade default curves (AAA, AA, A and BBB). Figure 2.6 shows calibrations
to the CCC-curve at different time horizons. All these fits are good. Table
2.4 gives the corresponding calibrated parameters.

A =1% A=1% X = 10%

F(t1) | F(t2) I K I K I K

F(5) | F(5) [0.9207 [ —1.5981 | 0.3802 | —1.3489 | 0.2663 | —1.2947
F(1) | F(5) | 0.8753 | —1.6732 | 0.3895 | —1.3270 | 0.2837 | —1.2503
F(2) | F(5) | 0.6626 | —2.1291 | 0.3001 | —1.5624 | 0.2164 | —1.4346
F(3) | F(5) | 0.5346 | —2.5265 | 0.2290 | —1.7989 | 0.1564 | —1.6329
F(4) | F(5) | 0.4520 | —2.8601 | 0.1800 | —1.9938 | 0.1135 | —1.7973
F(5) | F(7) |0.3207 | —3.5837 | 0.0995 | —2.3821 | 0.0422 | —2.1162
F(5) | F(10) | 0.2469 | —4.1458 | 0.0342 | —2.7687 | —0.0107 | —2.3910

Table 2.2: Model parameters p and K calibrated to F(t) = 1 — e~ in two
points for A = 1%, A = 7% resp. A = 10% (for 0 =1, 6 = 1).

2.2 Multivariate default probabilities under Brow-
nian independence

As we mentioned already, ¢ influences the dependence in a joint default
probability. We assume the multivariate model as of Corollary 1.22. Figure
2.7 shows the one-dimensional default curve and the resulting joint default
probabilities for two respectively three names for the parameter set 6 = 1,
o; =1, p; = 0.781724 and K; = —1.60449 where ¢ = 1,2 resp. ¢ = 1,2, 3.
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Figure 2.2: Calibration of the simple time change at two points of F(t) =

1 — e (black curve) with A = 1%
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Figure 2.4: Calibration at two points of F(t) = 1 — e~ with A = 10%
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years 1 2 3 4 5 6 7 8 9 10
rating

AAA | 0.00 0.00 0.03 0.06 010 017 025 038 043 048
AA 0.01 003 008 016 027 039 053 065 075 0.85
A 0.05 0.15 0.28 044 0.62 0.81 1.03 1.25 1.52 1.82
BBB | 037 0.94 1.52 234 320 4.02 474 540 599 6.68
BB 1.38  4.07 716 9.96 1234 14.65 16.46 18.02 19.60 20.82
B 6.20 13.27 19.07 2345 26.59 29.08 3141 33.27 34.58 35.87

CCC | 27.87 36.02 41.79 46.26 50.46 52.17 53.60 54.36 56.16 57.21

Table 2.3: Average S&P default rates [in %]

CCC at | CCC at 1 K

t1 to

1 5 0.4389 | —0.6965
2 5 0.3829 | —0.7689
3 5 0.3069 | —0.8882
4 5 0.2331 | —1.0336
9 7 0.3330 | —0.8442
5 10 0.2413 | —0.9947

Table 2.4: Calibration to an average CCC default-rate curve at two points,
t1 and to [in years] (for 0 = 1 and 6 = 1)
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Figure 2.5: Cumulative default-rate curves by S&P

Here unfortunately the influence of 6 on the joint default probabilities is very
low. For example, when choosing the parameter set with ¢ = 10 the dashed
curves in Figure 2.8 are obtained and plotted against the curves where 6 = 1.
Actually, it is rather difficult to compare these default-probability curves
at all because for different parameter sets we have to use different grid
points for approximation due to the oscillating default-probability integrand.
Regarding Corollary 1.22 we conclude that one should choose a time change
other than that in Table 1.3, having more degrees of freedom to strengthen
the time-change impact.

2.3 Joint survival probabilities under Brownian cor-
relation

We will instead analyze the joint survival probability (JSP) under asset cor-
relation and joint time change Gy = 62 fot B? ds, i.e. under the conditions
of Theorem 1.24. We fix the parameters ¢ = 0, Yy = 0, ¢ = 1 and vary
6 = 1 respectively 5, K = —1.4 respectively —0.5 and p = 0.9,0.5,0.1, —0.5.
The resulting JSP curves are shown in Figure 2.9 where the curves with
different correlation parameters are plotted against each other, and Figure
2.10, where the curves with different time-change densities, i.e. parameter
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Figure 2.6: Calibration at two points of the CCC cumulative default-rate
curve of S&P
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Figure 2.7: Default-probability curve (black) and joint default-probability
curves for two (red) resp. three (blue) uncorrelated assets (for 6 =1, 0; = 1,
p; = 0.781724 and K; = —1.60449)
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Figure 2.8: Joint default-probability curves for two (red) resp. three (blue)
assets when ¢ = 1 (solid) resp. 6 = 10 (dashed)
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&, are plotted against each other. We see that the higher the correlation
the higher the JSP. Furthermore with a higher time-change volatility (in-
fluenced by &), the JSP curves become steeper (that is, the JSP decreases
more rapidly). Also a threshold level of K = —1.4 leads to instantaneous
survival probabilities of one, whereas a threshold level of K = —0.5 only
leads to 0.6 (for 6 = 1) respectively 0.4 (for 6 = 5). Figures 2.9 and 2.10
have shown that both p and ¢ influence shape and, especially, steepness of
the JSP curves. We want to analyze whether the influence is identical, that
is, whether the time change is redundant. Therefore we compare five years
JSPs under the following two assumed models:

1) two asset-value processes W(l; and Wé having same time change but un-
correlated Brownian motions, i.e. Corr(W?!, W+) = 0 (as in Corollary 1.22),
2) two asset-value processes without time change, W' and W2, but corre-
lated, Corr(W!, W?2) = p (as in Zhou’s Theorem 1.17).

We choose different parameters 6 and solve the following equation for p:

P < min oW} > K;, min oWg > K2> (2.3)
0<s<t s 0<s<t s
= P <min oWl > Ky, min oW?2 > K2> : (2.4)
0<s<t 0<s<t

GS—&Z/ B du, W!'liwt, Corr(W!L,W? =p.
0

Thereby we keep the marginals in (2.3) constant at IP(7; < 5) = 0.378 (by
fixing K; = —2.39 and adapting o = %) Table 2.5 gives the calculated
JSPs and corresponding Brownian correlation parameters and marginal de-

fault probabilities of (2.4) that are given by PP(r; < 5) = 2® (%) With
increasing time-change factor & the JSP increases and the Brownian corre-
lation decreases, which is due to the decreasing marginals in (2.4). We con-
clude that the dependence structure from the time change and the Brownian
correlation parameter differs. The parameter p should be used to include a
basic (constant) dependence and the time change should be introduced for

stochastic dependence in addition.

2.4 Event correlation versus Brownian correlation

The correlation between the asset-value processes Y7 and Ys is called asset
correlation, or rather asset dependence, because it may not only be due to
the correlation between the Brownian motions but also due to a joint (or at
least dependent) time change, see Definition 1.10. In order to differentiate
the cause of dependence we also introduced the term Brownian correlation
in Definition 1.11. Ewent correlation, also called default correlation, is the
correlation between the default events {r < ¢} and {7 < t}, see Definition
1.12. Recall that the formulas in Theorem 1.23 and Theorem 1.26 for the
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Figure 2.9: Joint survival-probability curves for Brownian correlation pa-
rameter p = 0.9 (red), 0.5 (pink), 0.1 (blue) and —0.5 (turquoise)

o JSP P of (2.4)
0.9 0.4186 0.3853 0.3359
1.2 0.4258 | —0.0796 0.1994
1.5 0.4292 | —0.3802 0.1087
1.8 0.4311 —0.5669 0.0543

Table 2.5: Varying time-change parameter &, resulting JSPs and correspond-
ing Brownian correlation parameters for constant marginals in (2.3) and
marginals in (2.4) as stated.
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Figure 2.10: Joint survival-probability curves for several Brownian correla-
tions p and 6 = 1 (dashed) resp. 6 =5 (solid)
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joint default probability IP(m; < ¢,79 < t) depend on the Brownian correla-
tion p. Thus event correlation and Brownian correlation are related through
the joint default probability. For this relationship we want to show some
numbers. In Example 2.1 we calibrated the model with the simple time
change G; = 62 fg Bg ds to a given default-probability curve and thereby
fitted two points of the term structure exactly. Now let Fj(t) and Fy(t) be
given default-probability curves and ¢ a point of exact fit for both curves.
Then the event correlation can be written as follows:

E _ IP(T1 St,TQSt)—F1<t)F2(t)
VE)(1 = F(6)F(t)(1 - Fa(t)

Table 2.6 gives Brownian correlations corresponding to event correlation
values of 0.1,0.3,0.5,0.7 and 0.9 for default curves Fj(t) = 1 — e N with
default rate A\; = 0.07 respectively A; = 0.1 (i = 1,2) being exactly fitted at
the points ¢ = 5 and ¢ = 10. We chose default curves for non-investment-
grade rating classes because we saw that they yielded the best fit. The empty
cells in the second tabular for 0.9 are due to the upper bound (omitting the
argument)

p (2.5)

E < min(Fl,Fg)(l—max(Fl,Fg))
p max(F, F>) (1 — min(Fy, )

coming from condition (1.3). We summarize the numbers as follows: When
fixing time, Brownian correlation increases with default correlation. When
fixing event correlation, Brownian correlation increases with time.

2.4.1 Event correlation against time

When we consider a constant Brownian correlation parameter over time, this
does not necessarily mean that the event correlation is also constant over
time. Figure 2.11 shows event-correlation term structures for time-change
factors ¢ = 1 (dashed curves) respectively 6 = 5 (solid curves), thresh-
old levels K = —0.5 respectively K = —1, and Brownian correlation levels
p = 0.1 (blue curves), 0.3 (red curves) and 0.5 (pink curves). For p = 0.1
and p = 0.5 corresponding survival-probability term structures were shown
in Figure 2.9. We find that the default-correlation term structure is hump-
shaped. The curve level increases with increasing threshold level (i.e. for
worsening names) and its steepness grows with the time-change factor 4.
Note that there are different time scales for 6 =1 and 6 = 5.
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A = .07

Ao = .07 t=5 t=10
p¥ p JDP p JDP
0.1 0.4467 | 0.1080 | 0.7097 | 0.2784
0.3 0.5900 | 0.1496 | 0.8598 | 0.3284

0.5 0.7190 0.1913 0.9552 0.3784
0.7 0.8277 0.2329 0.9971 0.4284

0.9 ~1 0.2745 ~ 1 0.4784

A = .07
p¥ p JDP p JDP
0.1 0.3544 | 0.1384 | 0.5319 | 0.3423
0.3 0.5214 | 0.1830 | 0.7342 | 0.1906
0.5 0.6743 | 0.2276 | 0.8817 | 0.4388
0.7 0.8044 | 0.2722 | 0.9711 | 0.4870
0.9

A =1

Ao =.1 t=5 t=10
p¥ ) JDP p JDP
0.1 0.2633 | 0.1787 | 0.3627 | 0.4228
0.3 0.4520 | 0.2264 | 0.6022 | 0.4693
0.5 0.62678 | 0.2744 | 0.7881 | 0.5158
0.7 0.7765 | 0.3219 | 0.9158 | 0.5624
0.9 0.8917 | 0.3696 | 0.9844 | 0.6089

Table 2.6: Event correlation and corresponding Brownian correlation for five
resp. ten years JDPs under marginal default-rates of 0.07 and 0.1
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Chapter 3

Credit spread: structural
modeling approach and
empirics

This chapter introduces in general the structural or threshold approach for
modeling credit-spread curves and its dynamics in time. The dynamics will
be described via a stochastic differential equation (SDE). Here we first define
the default event of an entity, the corresponding survival probability and the
credit spread. Then we explain what we mean by credit-spread dynamics and
credit-spread volatility. The second part of this chapter empirically analyzes
the credit-spread volatility with market data from IBM and General Motors.

Under a structural approach, the default event is triggered by an asset-
value or firm-value process falling below some pre-specified default boundary
(depending on the firm’s debt). The default time equals the first-passage
time — this is the link to the previous chapter — and we will apply the previous
general results on modeling credit spreads in Chapter 6. Asset-value process
and default barrier of a threshold model link equity (stocks) and debt (bonds)
of a firm’s capital structure and provide equity-based default probabilities
and credit spreads. The difficulty of the structural model is its calibration
to a market-given term structure of default probabilities. But, extensions
for multiply correlated credits are straightforward, as we have seen in the
preceding chapter when we introduced our multivariate model.

In the subsequent Chapters 4, 5 and 6, we will analyze the dynamics of
the credit-spread term structure under the so-called Merton model, Overbeck
€ Schmidt model and our stochastic time-change model (introduced in the
previous chapter). We will not focus on these models here.

59



60 CHAPTER 3. CREDIT SPREAD

3.1 Credit-risk framework

In credit risk a first-passage process Y is interpreted as ability-to-pay process
or asset-value process and we assume it is observed at the market.! Thus
the filtration Y = (F)) with £y = {0,Q} and F} = o(Ys : s < t)
holds the available market information. In Definition 1.8 we introduced the
first-passage time (FPT),

T = inf{s>0:Y; < K}.

When Y falls below the threshold K, 7 indicates a default event or credit
event of an entity and is therefore called default time. Note that for us it
does not matter whether a credit event indicates a credit-rating downgrade
(e.g. due to the company’s failure to pay some outstanding credit amount
in time) or a total default (liquidation of the firm). Furthermore 7 is a IFY -
stopping time. The first-passage-time distribution IP(7 < t) is called default
probability. We assume that the market provides us with a whole default
probability curve

Ft) = P(r<t) ,t>0,

which was introduced in equation (1.4). The entity’s actual survival proba-
bility will be denoted by

Q1) = P(r>t) ,t>0.

Definition 3.1 (Conditional or future survival probability)
For 0 <t < T the conditional or future survival probability given the infor-
mation fty , or for short just survival probability, is defined as

QT = P(r>T|F) .

The term structure of survival probabilities is obtained when considering all
T > t. Note that Q(0,7T) is a number, whereas Q(¢,7T’) is a random variable.
Q(t,T) is well-defined in the sense that inserting ¢ = 0 into Definition 3.1
leads to

QOT)=P(r>T | F)=P(r>1T),

because ]—"8/ is the trivial o-algebra.

In Definition 1.8 we introduced the conditional default-probability density
given the information F} - there is the following relation to the survival
probability:

T
QU T) = 1/t P(re du|F)du. (3.1)

!For estimating a company’s asset value from market data compare e.g. JONES, MASON
AND ROSENFELD (2004) and HULL, NELKEN AND WHITE (1984) - both papers suggest
implementations for the Merton model. See also Chapter 4.
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Remark 3.2 (Survival probability)
The indicator function L ) is FY -measurable, therefore we can write

QET) = ]E<][{T>T} \ fty) = Iap ]E(]I{T>T} | ff) ‘

Furthermore we determine the expectation of Q(¢,T):

EQ®T) = B(E(Ipary | 7)) = B(Lry) = QO.7)

The expected survival probability of the time interval [¢, T] is given by the
actual survival probability of the time interval [0, 7] . Especially the expec-
tation does not depend on t.

Definition 3.3 (Discount factor)

The present value (at time t) of one unit of currency received at u > t is
called discount factor and denoted D(t,u). Under constant interest rates r
and continuous discounting it is given by

D(t,u) = et

Remark 3.4 (Defaultable zero bond)

A zero bond B pays one unit of currency at maturity 7', i.e. B(T,T) =1,
in case of no-default of the reference entity. Let 7 denote the default time
(classic approach). Assuming that the bond is a liquid market instrument,
then it is a martingale under the real measure IP, and under no-arbitrage
and constant interest rates we have

B(t,T) = E(e_T(T_t)B(T,T)’]:t) = e_T(T_t)]E(]I{T>T}’-7:t)
e "I QL T) .

That is the zero bond price is given by the survival probability of the refer-
ence entity.

3.2 Credit-default-swap spread

With the definitions of the last section we now can define the credit-default-
swap spread or simply just credit spread. First of all we explain the credit
default swap (CDS):

A CDS is a contract between a protection seller and a protection buyer.
The protection seller offers protection against default of a reference entity
during a certain time period, say between t and maturity T. Therefore the
protection buyer regularly pays an insurance fee, the credit spread s(t,T),
but only as long as the entity is not defaulted. In case of a default before
maturity of the CDS the protection seller pays a claim amount as agreed in
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the contract to the protection buyer, which depends on the recovery rate®
R of the entity. We call M =T —t the contract’s time to maturity.

In order to determine a formula for the credit spread, one can make several
assumptions about payment times and amounts in case of default (of the ref-
erence entity as well as of each contract holder) and also in case of no-default.
We summarize the Hull & White approach (2000) for annually spread pay-
ments and the Schmidt approach (2004b) for continuous spread payments.
Both assume no counterparty default risk. The Schmidt approach is the
basis for our studies.

3.2.1 Annual credit-spread payments

HuLL & WHITE (2000) determined the fair credit spread in case of annual
insurance payments. Therefore they introduced the value U(t,T) of pay-
ments at the rate of one unit currency per year, starting at contract start
t and ending at contract maturity 7. They assumed that in case of default
at 7 the recovery value of the entity is determined by the face value plus
accrued interest A(¢,7) and is given by (14 A(¢,7))R. This is realistic (with
regard to bankruptcy laws) for the claim of a defaultable bond, according to
J.P. MORGAN (1999) and JARROW & TURNBULL (1995). Under no default
up to ¢, the credit spread s(t,T') is fair when the present value of the credit-
spread payments equals the present value of the recovery payment in case
of default between t and T'. So on the one hand, there is the claim amount
of the protection buyer, 1 — (14 A(t))R, that is assumed to be paid directly
at default and has present value

/T (1 - R A(tau)R)IP(T € du | F)D(t,u) du .

And on the other hand, there are the spread payments by the protection
buyer, in case of no default. The corresponding present value is determined
by the survival probability Q(¢,T") and the rate of annual payments U(t,T),
and is given by

s(t, T)Qt,TU(t,T) .

In case of default at time 7, let t* be the last payment date before default,
then the protection buyer makes the annual spread payments till t*, U(1) =
U(t*). And in addition he pays the accrual of the spread payment for the

2The recovery rate is that part of the underlying face value that is regained after
default. The conditional probability distribution of the recovery rate (meaning conditional
on default) describes the recovery risk, that is the uncertainty about the severity of a loss
upon default. Cf. SCHONBUCHER (2003).
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outstanding period 7 — ¢t*. The accrual we denote by E(7). The present
value of the spread payments in the default event is

st,T) [T P(r € du | F)(U(u) + E(u)) du .
This yields

(1= R—A(t,u)R)D(t,u)P(r € du | F;) du

s(t,T) = —= .
[ P(r e du | F)(U(t,u) + B(w)) du+ Q(t, T)U(t,T)

With equation (3.1) this equals

(1= R—A(t,u)R)D(t,u)P(r € du | F) du
UT)+ [T P(re du| F)(U(t,u) = U, T) + E(w) du

s(t,T) =

3.2.2 Continuous credit-spread payments

SCHMIDT (2004b) assumed continuous credit-spread payments. In case of
default before maturity the protection seller pays 1 — R at default, that is
his payment leg has present value

T
(1-— R)/t D(t,w)P(r € du | F;)du .

Therefore the protection buyer continuously pays the credit spread as long
as no credit event occurs, but only till contract maturity, that is until 7 AT
His payment leg has present value

TAT
_s(t,T) /t Dt WOt ) du.

Under no default until ¢, the fair credit spread is obtained when the present
value of the two payment legs are equal:

AT T
—s(t,T)/t D(t,u)Q(t,u)du = (1-— R)/t D(t,w)P(r € du | F;)du .

Note that ftTAT Q(t,u) du = ftT Q(t,u) du, since Q(t,u) = 0 for u > 7.

Then, conditional on 7 > ¢, the continuously paid credit spread is given by

T
ST) = (1-R) ftTD(t,u)IP(T € du | ) du ‘ (3.2)
[ D(t,u)Q(t,u) du
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3.2.3 Continuous credit-spread payments in discrete time

Consider the discrete time grid tg = t,t1,...,t, = T. In case of no credit
event, the protection buyer pays the credit spread at each time step, leading
to the present value:

n

s(t, T)(t; —ti—1) Z D(t,t:)Q(t, ti) .

=1

In case of default, say between t;_1 and t;, we assume that the credit spread
is paid until the middle of the time interval (t;_1,t;], that is %(ti,l + t;).
The probability of default in that time interval is given by

IP(T € (ti—17t’i] | ft) = Q(t,ti_l) —Q(t,ti) .

Herewith the payment leg of the protection buyer has present value

s(t,T) > (ti — ti1) D(t, ) Q(t, 1)
=1
RO SURURLICE EOUB RN

which leads to the following discretization of the credit-spread formula (3.2):

s(t,T) = (3.3)
(L-R) >0 (t —tio)D(t 1) [Q(F tio1) — Q(t, 1)
Yoy (ti —tic1) [D(t,t)Q(t, ti) + D(t, 5(tim1 + 1)) [Q(t, tio1) — Q(E,13)]]

When the time grid is equidistant the spread formula becomes

(1-R) >iL, Dt.t:) [Q(t, tim1) — Q. 1)
S [DE)Q(E ) + D(t, 3 (tioy + ) [Q(t tio1) — Q)]

s(t,T) =

3.2.4 Credit-spread formula

We assume that the payoff is contingent on default by the reference entity
only, that is there is no counterparty default risk. For simplicity we do not
consider discount factors and make the following assumption:

Assumption 3.5 (CDS credit spread)
e The credit spread is paid continuously in time.
e There is no counterparty default risk

e Riskless interest rates are zero.
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Under no default until ¢, the fair continuously-paid credit spread is given by
equation (3.2). That is, under Assumption 3.5 we have
1—R)(1— QT
ft Q(t,u) du

Usually a CDS spread is considered in terms of time to maturity M, i.e.
T=t+ M and

sty = SR =QUt+ M) (3.5)

ftt+M Q(t,u) du

Note that when the CDS starts at a future time point ¢, the spread s(t,T)
is called forward credit spread.

3.3 Credit-spread curve and its dynamics

A credit-spread term structure (credit-spread curve) at time ¢ contains vari-
ous time to maturities M: (s(tyt+ M),

for example one, three and six months as well as one up to ten years. The
credit-spread curve varies in shape and level when moving on in time ¢.
There is a so-called credit-spread dynamic. We are going to model credit-
spread dynamics via a stochastic differential equation (SDE). For this we
have to specify drift factor and volatility term, the so-called credit-spread
volatility.

The remainder of this chapter analyzes market histories of CDS spreads in
order to estimate credit-spread volatility. Furthermore the relation credit-
spread versus credit-spread volatility is studied.

3.4 Estimating credit-spread volatility

We use histories of five years CDS spreads from IBM and General Motors
(GM), respectively, in order to determine estimates for the credit-spread
volatility (short: vol). The credit-spread histories are shown in Figure 3.1.
Both data sets have a time period where credit-spread volatility is high,
which leads to a ‘peak’. The estimation of the credit-spread volatility is
done in the same way as stock volatility is estimated. Hereto we refer to
HuLL (2003). Say we have n+1 credit-spread observations s;, i = 0, 1,...n,
and let At be the time in years between two observations. At the market,
for liquid data, there are about 260 mid-day quotes per year, so we set
At = 51 and further choose n = 130, that is, data of half a year, for

260
estimating credit-spread volatility.
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3.4.1 Volatility estimate of a log-normal spread process

Assuming a geometric Brownian motion for the spread process s,
ds = so™Naw;, (3.6)

the increments of geometric Brownian motion, i.e. the spread yields, at
t;, 1 =1,...,n are given by

i
u; = In ,
Si—1

and yield the standard deviation

S = it S -2 = o S e o (T w)? (3.7)

where @ = 23" | u; abbreviates the mean. Geometric Brownian motion

has standard deviation v/ At; thus the volatility estimate is given by

VAL

The volatility estimates of IBM and GM 5-years credit spreads, for the
time period 2002 to 2005, are shown in Figure 3.2. The first two plots
show the credit-spread volatility estimates against time. Using independent
data sets for estimation leads to the blue step functions. Each step level
indicates the credit-spread vol estimate that was computed with the 130
credit spread data corresponding to the underlying trading days. The change
in the credit-spread volatility can be better seen when an estimate at each
trading day is computed. For an estimate at each time point we take the
credit-spread data of the corresponding last 130 trading days, i.e. when
we use the data overlapping. The daily estimates are plotted in pink. In
our examples, under the log-normal model, credit-spread vol ranges between
20% and 90%. The volatility of the credit-spread vol (vol of vol) is quite high.
For comparison, stock volatility lies between 10% and 90% and FX (foreign
exchange) volatility between 2% and 20%. The last two plots of Figure 3.2
illustrate that there is a relation between credit spread and credit-spread
vol. Increasing IBM credit spreads yield increasing spread volatility. The
relationship for the GM data is not so clear, but this might be due to a
rating change within this time period.

. S
GLN

3.4.2 Volatility estimate of a normal spread process

Assuming a normally distributed spread process,

ds; = o™dw;, (3.8)
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the yield spread equals the difference of the spreads
Uy =— S — S4—1 .

Computing the standard deviation of the w;’s as in equation (3.7) and di-
viding it by the square of the time increment leads to the volatility estimate
&N of the normal spread model. The corresponding computed credit-spread
volatilities of the IBM and GM data are shown in Figure 3.3. The first two
plots show spread volatility against time and the last two against spread.
Again the blue step levels (in the first two plots) are estimates coming from
independent data sets and the pink paths show the credit-spread vol evo-
lution when the data was used to generate moving averages (always taking
credit-spread quotes of the previous 130 trading days) for estimation. As
under the log-normal model, the plots the last two plots of Figure 3.3 show
a relationship between credit spread and credit-spread vol, now on another
scale.

Remark 3.6 (Comparing log-normal and normal vol)
Comparing equation (3.6) and (3.8) leads to the following relationship be-
tween log normal and normal vol:

S0 = O

This is why the credit-spread volatility estimates are on a different scale.

3.5 Conclusion

At the beginning of this chapter we introduced our aim, to model credit-
spread curves and their dynamics in time. We want to do this via a SDE.
In the previous section we estimated and analyzed the historical volatilty
of 5-years credit spreads. We found that, clearly, credit-spread volatility is
a process itself and furthermore it depends on the spread level, although
the mode of dependence seems to be different for different data sets. The
IBM data shows a leverage effect, that is, the credit-spread vol increases
with the credit-spread level. We find that a local-volatility model seems to
be appropriate in order to model the credit-spread process and especially
its volatility. We aim for a geometric Brownian motion SDE in order to
describe the spread dynamics:

ds; = s(t)[u(t,s) dt + o(t,sy) dWy] .

Goals of the next Chapters 4, 5 and 6 are to derive the credit-spread SDEs
under the Merton model, the Qverbeck € Schmidt model and our stochastic
time-change model. For this the simple credit-spread formula (3.4) will be
assumed and our tool will be It6’s Lemma.
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Chapter 4

Credit spread under the
Merton model

MERTON (1974) proposed a model for assessing a company’s credit risk by
characterizing its equity as a call on its assets. The firm value or asset value
is modeled by geometric Brownian motion. The firm’s outstanding debt
specifies a constant default level or threshold level. Then under the classical
approach a credit event occurs at one fixed point in time 7', when the value
of the asset value lies below the threshold, i.e. Yp < K. The model thus
links credit risk to equity and debt of a firm’s capital structure. We will
call this classical approach the classical Merton model. The extension of the
classical default makes a default possible continuously in time and happens
the first time the asset value (i.e. geometric Brownian motion) falls below
the pre-specified barrier. A model that allows for a default at any time is
called first-passage-time model or just first-passage model. In this chapter
we analyze credit spread and credit-spread dynamics under the so-called
Merton first-passage model or simply Merton model. It is well-known that
the model implies hump-shaped credit-spread curves with zero spread at
zero maturity. That is, in contrast to reality, no instantaneous default is
possible. We determine the model-implied credit-spread dynamics of the as-
sumed credit-spread formula (3.4) via the It6 rule and find that it is given in
terms of the asset value, i.e. Brownian motion, that is assumed to be given
by the market. Especially, the Merton model has no degree of freedom to
influence the spread dynamics.

Implementations for the Merton model were suggested by JONES, MASON
AND ROSENFELD (1984), who estimated the company’s assets and asset
volatilities from the market value of equity and instantaneous equity volatil-
ity, and more recently by HULL, NELKEN AND WHITE (2004), who estimated
the parameters based on the implied volatility of options on the company’s
stock.

71
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4.1 Model framework

We just described the first-passage approach under the Merton model where
default happens when geometric Brownian motion falls below the debt level
D:

7 = inf{s>0:Ape"* < D} .

Equivalently and instead, we consider a Wiener process W as the asset
value process that indicates a default whenever it falls below the constant
threshold K (where D = AgeX). That is, we are interested in the default
time

T = inf{s>0: W, < K} . (4.1)

Under the Merton model the filtrations IFY is the natural filtration generated
by the Wiener process W,

FY = o(Ws:s<t).
We determine the survival probability defined in 3.1:

Theorem 4.1 (Survival probability under the Merton model)
The survival probability is given by

K-W,
QET) = Tisy [1—2<1><T_;>] ,

and for fixed time to maturity M,

Qt,t+ M) = Iy, [1—2<1><K\/_th>] .

Note that Q(¢,T) is a F} -measurable random variable!

Proof. The filtration was chosen such that i, is FY measurable. With
Remark 3.2) the survival probability of the entity is determined by

QET) = ]I{T>t}]E(]I{inft§s§TW5>K}\ ff) :

In the following we consider the case where 7 > t. Then the Markov property
of (W, IF) yields

QU T) = P(tgigngWS > K| Wt>

- ]P( inf (W, —W,) > K — W, | Wt) .
t<s<T
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For s > t set Wy_;, = W, —W;. Then (Wu)u>0 is a Brownian motion starting
in zero. Furthemore set K (W;) = K — W;; then

e R K (W)
tT) = P( _inf KW |W,) = 1-20 ,
Q( ) OgilngftWU > ( t) | Wt (\/ﬁ)
where for the last equality we used that K(W;) < 0 (since 7 > t) and
applied the well-known result for the exit time of Brownian motion, derived
in HARRISON (1985), see (1.6). The general result for Brownian motion

starting at any value W; is stated in BORODIN, SALMINEN (2002), page 251.
]

4.1.1 Speed-of-default probability

For fixed K and M and under the assumption that 7 > ¢ (which especially
means that we must have Wy > K), we determine the derivative of the
distribution of inf;<s<7 Wy in W, that is of

, K—W,
< =
JP(tSS%aMWS_th) 2@( — ) ,
yielding
2 K-W,
M t
W) = - .
fic (W) m¢< NoTi >

The derivative ffj\(/[ can be interpreted as default speed, depending on the
actual asset value level W;. It describes how fast the default probability
increases or decreases. Figure 4.1 shows the default speed for K = —8.1,
which corresponds to a starting survival probability of Q(0,10) = 99%. The
default speed is fast when the starting value W; is close to the threshold K.
This impact is bigger when maturity is closer.

4.2 Calibration - threshold level

For calibrating the Merton model to market data there is only one degree
of freedom and that is in the threshold level K. How to choose the K?
One can do this by fixing today’s survival probability for one time horizon
T, that is Q(0,T), because then, under Wy > K, Theorem 4.1 implies the
following threshold level:

1
K = @*1(5(1 - Q(O,T))) VT + W,
which in turn fixes the whole term structure of survival probabilities (Q(O, t))

K—Wo)

Q(0,t) = 1—2@( 7
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Figure 4.1: Default speed for K = —8.1

Example 4.2 Figure 4.2 shows survival-probability term structures for T' =
10 and the models with K = —1, ..., K = —5. The instantaneous survival
probabilities (in each model) equal one, so the instantaneous credit spreads
are zero. The second plot of Figure 4.4 shows the corresponding credit-
spread curves at time t = 0.

4.3 Credit spread

Corollary 4.3 (Credit spread under the Merton model)
Conditional on no-default up to t, the spread is given by

2(1—R)®<%)
T—t-2f o (50) au

u—t

s(t,T) =

i

and for fixed time to maturity M,

2 (1-R) & (L0
s(t,t+ M) = M2ftt+M‘1’<<KM))du'

o

We will sometimes abbreviate sM = s(t,t + M).

Proof. Insert the Merton survival probability into the spread formula (3.4)
and (3.5), respectively. O
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4.3.1 Instantaneous spread

The instantaneous credit spread is the short-end maturity spread where
T = t, that is M = 0. We determine the instantaneous credit spread by
taking the limit M — 0. We assume no default before ¢, so especially
W, > K. Applying the rule of de L’Hospital and the fundamental theorem
of calculus leads indeed to an instantaneous credit spread of zero:

' B 1nnM¢0<b(R;%%)
Ay S A= QG_Jamm“0@4_2ﬁ+M¢<K‘“)d@

u—t
limys10 @ (Kﬁt) (K =Wy) - (—3) M}"/Q
) : -
hlio (1 — 2‘13 <K\/%Vt))

— 21— R)(K - W) <_1> limario ¢

= 0,

= 2(1-R

1
x

since e~ 2 converges faster for | 0 than :53% So the instantaneous spread
vanishes in the Merton model. Note that the limit for W; | K exists and is
finite for M > 0:

BO0) 1-R
i M) = 2(1-— = .
Wltrans(t,t—l— ) ( R)M 0 i

4.3.2 Simulations

We divide the time interval [0, 7] into n = 200 equidistant intervals of length
% and set to = 0,1 = L,... ¢, ..., t, = T. Simulating

n’"

AWy, ~ @ (0, L) (4.2)

yields a discrete Brownian path (W;,); with

Wi, = Wo+ > AW, .

7

J=1

Then with Theorem 4.1 the survival probability at ¢; is determined by

K — Wti
Qt:,T) = I[{infOSJSthj>K} [1 -2 (\/ﬁ)}

and for fixed time to maturity T'=t; + M by

K-W,
Qtisti + M) = Wgingoe; o, Wi, >K) {1 -2 (M)] '
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The discrete formula for the continuous credit spread was given in equation
(3.3). For zero interest rates it simplifies to

(1-R)(1-Q,T))

S t“T 9
( ) %Zﬁzm Q(ti7tk)

(4.3)

where

K — Wy,
Qtitr) = Wpintoe, o, we, > K} [1 -2¢ (m)}
For a constant time to maturity M, we fix the number of grid points that
lie in the interval [t;, t; + M], say m. Then the equidistant grid intervals are
of length %, which yields the following credit-spread formula

(1 -=R)(A = Q(ti,t: + M))
% Z?;TH Q(ti, ) '

Figure 4.3 shows two possible survival probability paths (left-hand side)
and the corresponding credit-spread paths (right-hand side). The Brownian
motion underlying the upper plots survives the time interval [0, 1], and the
Brownian motion underlying the lower plots defaults since it crosses the
threshold shortly before ¢ = 1. That is why the corresponding credit-spread
path is not plotted till ¢t = 1.

S(ti,ti + M) =

Dynamics of credit-spread curves in time

We are interested in the evolution of the credit-spread curves in time. Figure
4.4 illustrates this evolution under the Merton model by considering the term
structure (s(t,t + M))ps for several threshold levels K (i.e. several models)
at five consecutive points in time, ¢ = 0,2.5,5,7.5 and 10. The underlying
simulated Brownian path is drawn in the first plot. The other plots show the
credit-spread term structures resulting from the actual state of the Brownian
motion. A credit-spread curve of a model (specified by K) is only plotted
as long as no default happens. Thus in the first term structure plot (¢ = 0)
all curves for all K are shown. At ¢ = 2.5 the Brownian motion has already
crossed the border K = —1, that is the asset value process under the model
K = —1 (black curve) is defaulted and therefore not drawn. And so on.
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Figure 4.2: Survival-probability term structures for K = —1, -2, -3, —4, -5
and T = 10.
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4.4 Credit-spread dynamics

In Corollary 4.3 we derived the credit-spread formula under the Merton
model,

2(1—R)q>(%)

K—W,
-2 ft ( Tt t) du
When we fix T, as in the next subsection, we simply write s(¢). Now we

want to determine the spread dynamics in terms of a SDE. We do this by
applying It6’s Lemma on the credit-spread formula.

s(t,T) =

4.4.1 Spread dynamics for fixed maturity 7T

The spread formula is a function f of time ¢ and the value of Brownian mo-
tion x = Wy, that is f(t,z) = s(t). We introduce the following abbreviation
for the partial derivatives:

) )
ft: 37{7 fcc: %7 fa:x: 8x£'

By Itd’s Lemma we determine the credit-spread dynamics (under 7 > t):

1
ds; = (ft+2fzx> dt+fx dW;

(ft + lfzac) fa:
= s(t) [pdt — o dWy] (4.4)
with p = 7(ft+8%f”) and o := —f?‘"”.

Then p and o can be interpreted as drift and volatility (vol) of credit spread.
The volatility is defined with a negative sign because —as we will see— the
derivative f, is always negative. In our next step we determine the partial
derivatives f:, fr and fru:

Proposition 4.4 (Partial derivatives under the Merton model, fixed T')
The credit-spread dynamics under the Merton model are given through the
following partial derivatives:

pewy _ g o () @ (57)
I-R 74 2("s (%) du {T_t_”tT(p(,\{/th) du]2

K-W;
o o (2572 17 S

7 -t-2f o (52 du}

+ 2
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(5t _ o( St
ey R deild e
— — B _ 2
208 r—y -2 o (£) au T—t—2 7o (£:5) a
K-W, 2
- - o (E=W: de
fut Wy _ aomo(SF%) (V) [t -
_2(1_R) T—t—2ftT(I)(K;Zt) du [T—t—thT@ K;Zﬁ) du]3
K—-W; K-W; K—-Wy
—4 ‘z’(ﬁ) I ¢(W du+ 2(K — W)@ (K1) [T ¢(u_;)3;2) du

+

2
K-—W,
T —t—2f o (5% dul
Note that f, is always negative!

Proof. In order to determine the partial derivatives of the credit-spread
formula given in Corollary 4.3, we use the following derivatives of standard
normal density and standard normal distribution

d

- @) = —w-(2)
dq)<K—Wt> B ¢<K—Wt>'1K—Wt
dt T—-t) T—t) 2(T—¢t)32"

Furthermore we need to differentiate a time-dependent integral and apply
(A.1) (Appendix)

a [T T d
— t)yds = —f(t,t — t)d
T renas = e+ [ Srena
We obtain the following main components for the partial derivatives:
d (' (K-W, K-W,
— P du= —lim®
i) o () e -ime (727)
+/ ¢<K Wt) 1 K- Wt
¢ Vu—t (u—t)3/2
1 K - Wt K — Wt
2 u—t3/2
T _ T _
d / <I><K Wt)du:/ d <I><K Wt> du
th t \/U—t t th \/u—t
| o) 7
= - ¢ : duv
¢ u—1 u—t

which lead to the stated expressions of the proposition. O

=—1+=
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Corollary 4.5 (Spread dynamics under the Merton model, fixed T')
Under the Merton model the credit spread has the following dynamics:

o K= o K=
dse <_¢(I§*Wt)+2 (ﬁ) 3 <ﬁ
R)

201 - T-t-2 ) e (Em) du]

2
K-—W.
® (K;F‘j/tt> [ tT ¢( {Ep d“] )
dt

)du

+ 4 3

T-t—2 [T o (5 ) dul
(Bl

2 e () du[r -2l e (52 0l

Proof. Insert the partial derivatives of Proposition 4.4 into equation (4.4).
The first and third terms of f; cancel out with terms of f,,. O

With Corollary 4.5 the spread s; = sg + fot ds, can be computed.

Remark 4.6 (Local volatility of the credit spread)

Credit spread and credit-spread vol are functions of time and Brownian
motion: s; = f(t,W;) and o(t,W;). For fixed ¢, under the general credit-
spread condition of no pre-default, in particular W; > K, the derivative of
the default probability (see equation 4.2 and Figure 4.1 ) shows that the
default probability is monotone in W; (and has a maximum at W; = K).
Then, this also holds for the credit spread. By the theorem of the inverse
function, for each t, f(t,-) yields an inverse g(t,-) in W;. Then the spread
volatility o(¢,-) can be written as a function of spread:

ot wy = LW Lalbgths®) _

f(t, We) s(t)
In the literature G(t,-) is referred to as local volatility or instantaneous
volatility. See for example REBONATO (1999).
4.4.2 Spread dynamics for fixed time to maturity M

As in the last section, we here derive the spread dynamics when time to
maturity M is fixed (instead of T' =t + M) while we move in time ¢. The
credit-spread formula was determined in Corollary 4.3:

2(1- R) @ (K1)
M=2 [ e (W)

g

s(t,t+ M) =
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Again the spread is a function in ¢ and W%, that is, there is a function
fM such that fM(t,W;) = sM = s(t,t + M). We abbreviate the partial
derivatives of fM as for those of f. Via Itd’s rule we derive the spread
dynamics for fixed M:

ds/t = s(t) [ (8, We) dt — o (6, W) AW] (4.5)
M 1M
Wlth/,LM = (t:%ﬂm)ando_]\/[ — —SLJJ\Z

Proposition 4.7 (Partial derivatives under the Merton model, fixed M)
Under the Merton model the partial derivatives for fixed time to maturity
M are given by

f;i\/[ = fx |T:t+M s
a]c\a/c[ = fxm |T:t+M7
2
rewy () -2 ("G
1-R [M 2ft+M (%> d“r
Ko, ven o)
+ 2(1)( VM )(K Wo) Ji i du

(M= g (K ]’

Proof. The derivatives with respect to x coincide with those in Proposition
4.4; we just insert ¢t + M instead of T. That is, fM = f, and fM = f,.. For
the derivative with respect to t we need the derivative of the time-dependent
integral (see (A.2) of the Appendix)

d t+M

Td
= f(s,t)ds = —f(t,t)—i—f(t—i—M,t)—i—/t af(s,t)ds

This leads to the main component of f{:

d t+M K —

— / P Wi du

dt J, vu—t
_ _ t+M _ _

o (B e (B2 +/ ¢>(K Wt>1K Wi
vM u—t Vu—t ¢ Vu—t ) 2(u—t)3/?
_ t+M — W, K —W,

_ & K —-W, _1+1/ ¢<K t>. tqu
VM 2 /s Vu—t ) (u—t)3/2

The partial derivative is then given by

ft (t, W) _ 4<I><KWt)_¢.(K\;%Vt> 141 [1HM g ( t) Kt)‘/;/}f2 du
1-R VM [M—2 [ o (K )du} ’

which is the stated expression. O
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Corollary 4.8 (Spread dynamics under the Merton model, fixed M)
Under the Merton model the spread dynamics for fixed time to maturity M
are described by

ds(t)
2(1-R)
_ 2
Cempemy (9 rED
<2 e () e ()
LG DR DR i =N
2 (M) ]
g =2 o (55) tt+M¢<%>du> "
_2ft+M (I\(/ﬂ) du [ 2ft+M (ff/th) dur

Proof. We insert these partial derivatives of Proposition 4.7 into the Ito
dynamics of equation (4.5). The second summand of f cancels out with a
term in fM. g

The spread vol (omitting the arguments) is then given by the term in front
of the Brownian increment, divided by the spread:

¢( K\;}%@) K—Wy\ pt+M ¢’<I\(/%>
o =208 S P G- L =k R
St M— 2/t+M (K;?f:)du [M 2ft+Mq>(KuKVtt>du]2

4.4.3 Simulation: spread dynamics and spread paths

For R =0, T = 10 and Q(0,7) = 99% (i.e. K = —8.145 and s(0,7) =
0.001), a Brownian path is simulated at n = 40 grid points. Figure 4.5
shows the Brownian path, the resulting survival probability path (applying
Theorem 4.1), the spread path (Corollary 4.3), the spread increments (Theo-
rem 4.8) and the resulting spread path. Note that, indeed, the spread paths
determined by the two approaches coincide (up to numerical differences).
Numerical reasons lead to small errors in the integral approximation which
can imply slightly negative spreads when using the It6 approach. These
errors can be reduced by using other integral approximations such as the
Euler approximation. Refining the grid by considering n = 400 grid points
yields Figure 4.6. Again slightly negative spreads are obtained by the Ito
approach!
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4.4.4 Simulation: spread volatility

We have already argued in Remark 4.6 that under the Merton model, spread
volatility is not only a function of the actual value Wy, but (for fixed t) can
be seen as a function of the actual spread value s;. Empirically we studied
the relation between credit spread and spread volatility in Section 3.4. We
found that historical data displays a dependence between the two (at least
for liquid data). Now we want to visualize the dependence implied by the
Merton model:

We consider the future time point ¢ = 1 and choose the threshold level K
such that Q(0,t+ M) = ]P(infogsgt+M Ws> K| Wy = 0) = 99%. Further-
more we assume 7 > t and consider future values W; = a that lie within the
3o-distance of Wy = 0 (i.e. a € [~3v/%,3+/t]). For time to maturities M = 1
and M = 5, respectively, Figure 4.7 and 4.8 plot the derivative f,(W;), the
survival probability Q(t,t + M) = P(inft§s§t+M Ws>K | W, = a), the
corresponding spread s(t, W), the spread vol oy(W;), and the local spread
vol &'(s;). For increasing time to maturity M both spread level and spread
vol decrease. The fourth plot of Figure 4.7 shows that spread vol strongly
rises when W; gets close to the default level K. The last plots of each Figure
show that the Merton model implies a positive dependence between spread
and spread vol (except for very small spreads), but in a way that does for
example not fit to the IBM and GM data of Section 3.4.

The next section gives an overview of extensions of the Merton model by
adding randomness to the default barrier, interest rates, business clock, or
including jumps.

4.5 Survey: extensions of the Merton model

4.5.1 CreditGrades model

The CreditGrades (2002) paper by Deutsche Bank, Goldman Sachs, JP Mor-
gan and RiskMetrics Group suggests a generalization of the Merton model
by choosing a random default barrier (a random variable not a process),
which depends on the amount of assets remaining for the debt holders in
case of default. The model is illustrated in Figure 4.9; default happens if
the random barrier is crossed. By adding randomness to the default barrier
the model becomes incomplete: a default cannot be predicted the moment
before. This leads to a non-zero instantaneous credit spread. Let L de-
note the random average recovery on debt, having mean L and an extreme
variance, because the recovery value strongly depends on whether default is
triggered by operational or financial difficulties, i.e. whether the company
will be restructured or liquidated. Let D be the firm’s debt per share. As in
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Figure 4.7: Spread vol for t =1, M =1 and Q(0,t + M) = 99%
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firmvalue

time

Figure 4.9: CreditGrades model: default happens at 7' if the random barrier

_ A2
K = LD e* ™7 lies within the green area, otherwise the firm survives.

the Merton model, the asset value process is given by geometric Brownian
motion; furthermore the default barrier is assumed to be log-normal:

v
V;
_ 2
K =LD = LDM % | Z~N(01), ZLW.

= pdt+odW;,

Default does not occur as long as the asset value process does not fall below
the threshold, that is as long as

VoerWitni=o* 5 [p M=
o2t LDy A2
o oWitut—rz -2t 1(—)—7.
oW+ p 5 = n Vo 5
S
=Y =K

V

The first-passage process Y and the constant threshold K yield the first-
passage time 7 with regard to Definition 1.8. Expectation and variance of
Y are given by

EY;, = pt—30% . Vary, = o%t+\*.

The CreditGrades paper approximates ability-to-pay process and random
barrier by introducing a new process starting in the past. This approx-
imation makes a default in the past possible! For an assumed zero drift
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(1 = 0) the survival probability of the approximated process is given by the
one-dimensional standard normal distributions as follows:

Q(0,t) ~ <1>(‘gt+hi4(i'l))d.q>(éthi4(i‘l)),

where d and Ay are as in the next theorem. VERAART (2005) found that the
CreditGrades default probability approximation might not be good enough
for a highly leveraged debt value D. We will not explain the CreditGrades
approximation; instead we determine the exact survival probability formula
for the original process Y:

Theorem 4.9 (Survival probability under the CreditGrades model)
Assume p = 0. Under Yy > K (no default at time zero), the survival
probability is given by

1
P(r>t|Y>K) = —(/————
(0 - 3)

A In(d) A In(d) A
“’2<2+ N2 A 4

A In(d) A In(d) A
‘1’2< st A A,

~+

)

where @9 is the two-dimensional standard normal distribution and

— Vo A2 2 2
d = ﬁe’\, A?2 = ot 4 N7
Proof. In order to determine the survival probability conditional on sur-
vival until £ = 0, abbreviate zg = —%, note that IP(Z < zy9) > 0, condition
on Z and use the independence of W and Z and then apply the FPT result
for Brownian motion with drift, equation (1.6):

P( i, Vo2 K |02 K)

2 K
= ]P(min {UWS—U—S} 2K+)\Z|Z§—>
0<s<t 2 A

1 o2
P(Z < zo)]P <0I£;I§lt [OWS 2 S} >K+A, Z< zo>
1
- ME []E [H{min0<s<t[0Ws"fs]zKHz}]I{ZSzo} | ZH

1
= B [H{Z<Z0}E [H{minogsgt[ows‘ﬁspmm | ZH
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ziw 1 20 ) o2
- — —s| >
D(29) /—oo o <o§1§2t [UWS 2 S} > K+ /\Z> ¢(2) dz

=0 K -2 Ay — 2
:@(120)/_ [q)< K 2 2t>_e_K—>\z‘I><K+U\/£ Qt)] o) ds

o0

L[, ~K-% A
— Z bJ )
D(z0) |\ Vot A2 Vol + A2

2 N K9 A
. e—K+% Dy (Zo ey 2

9

Vot + A2 Vot + A2

where in the last step we applied the following equality

0 02 av+b a
e d(2)P(az+b)dz = 67®<z — v, ,— ),
| e omiaz <) 2 (20— v i -
confer for example IKEDA ET AL. (1996). Inserting K = —In(d) + )‘72 yields
the stated result. O

4.5.2 Longstaff and Schwartz: CIR interest rates

LONGSTAFF & SCHWARTZ (1995b) generalized the Merton model by intro-
ducing stochastic interest rates r that follow a mean-reverting CIR-process
and are correlated with the asset-value process Y (through the Brownian
motions W and B). The risk-neutral dynamics are given by

2
ay; :(n—é—%J&+UM%

dry = k(0@ —ry)dt+ndB;,

where ¢ is the constant dividend rate and o respective 1 are constant volatil-
ity rates.

4.5.3 Collin-Dufresne and Goldstein: mean-reverting inter-
est rates and barrier

The extension of the Longstaff & Schwartz model by COLLIN-DUFRESNE &
GOLDSTEIN (2001) lies in choosing a random mean-reverting barrier process
that depends on the asset value Y. The interpretation: Firms adjust out-
standing debt levels in response to changes in firm value. The log-threshold
level follows the process

th = A(Y}-V-(ﬁ(?“t—e)—Kt)dt,

for some constants A\, v and ¢. So if indeed K is less than Y; — v — ¢(r, — 0)
the firm acts to increase K;, and vice versa.
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Both models, Longstaff & Schwartz and Collin-Dufresne & Goldstein, pre-
dict negligible credit spreads for very short maturities, which contradicts
reality. Comparing the models:

For investment-grade! firms the extended model leads to higher spreads for
longer maturities, and thus performs better. For speculative-grade firms the
model extension generates credit spreads that are larger and less sensitive
to changes in firm value, which is more consistent with empirical studies.

4.5.4 Jacobs and Li: two-factor model

JacoBs & L1 (2004) modeled the dynamics of credit spreads on corporate
bonds with stochastic volatility. They used a two-factor affine model for
the credit spread \;. The first factor, s;, can be interpreted as the level of
the spread and the second, vy, as wvolatility of the spread. The stochastic
volatility model consists of two mean-reverting processes

Ao = c+s+01(fu— fie) + 02(fa — far)
dSt = O[(E—St) dt+\/17tth y
dvt = fi(?j*’[)t) dt“rO'\/thdBt .

Here fi; and fo, are the factors from the two-factor affine model for the
riskfree interest rate, each following an independent square-root diffusion
process, and fi;, fo; are the resulting means. So 0; and dy determine the
dependence on the riskless interest rate!

The dynamics of credit spreads are determined in two steps: First the pa-
rameters of the riskless interest rate are estimated using U.S. Treasury bond
prices and running an extended Kalman filter (EKF). In the second step
these estimates for the interest rate are assumed to be true and an EKF is
run using corporate bond prices of one firm to estimate the parameters of
the corresponding credit-spread process. The EKF estimates an unobserv-
able state vector & using some observable vector y; that is a function of the
unobservable vector, i.e.

1 = Fé&+eqr,
y = H(&)+w

where ¢;, w; are white noise. The advantage of the EKF approach is that it
uses cross-sectional and time-series information.
4.5.5 Duffie and Lando: incomplete accounting information

DuUFFIE & LANDO (2001) studied credit-spread term structures on corporate
bonds under perfect and imperfect accounting information, see Figure 4.10.

'See Example 2.2.
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Incomplete information models yield credit-spread curves with positive in-
stantaneous spread. Classical structural models with complete (investors)
information yield a predictable default time, leading to a zero credit spread
at maturity zero. There is no short-term credit risk. In reality investors
only receive imperfect information, in the Duffie and Lando case periodi-
cally through accounting reports. That is they do not have a precise view
on default risk, particularly for short time horizons. Just before a company’s
default, the reported asset values in a balance-sheet can differ enormously
from the actual asset values. We say that investors cannot anticipate the
default and the default time is totally inaccessible?. Duffie and Lando derive
a distribution of the company’s assets conditional on imperfect accounting
information. This approach yields the existence of a default-arrival intensity
process and thus combines the structural and the reduced-form approach.
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Figure 4.10: Credit-spread term structure under complete (dashed curve)
and incomplete (solid curve) information (from DUFFIE & LANDO (2001))

4.5.6 Giesecke and Goldberg: incomplete default-barrier in-
formation

GIESECKE & GOLDBERG (2004) introduced the first-passage model in which
investors cannot observe the time-invariant random default barrier (that is
a random variable not a process) before default (as in the CreditGrades
model). But investors observe the asset value. Therefore the running min-
imum of the asset value process is a natural upper bound for the random

2 Totally inaccessibilty is for example defined in MEYER (1966), D42.
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barrier. Concerning the instantaneous credit spread, it is zero when the as-
set process is above its minimum and infinity when it is below its minimum.
In contrast to the model by Duffie & Lando, this model does not yield an
intensity process.

GIESECKE (2006) introduced the so-called trend of a default model in order
to analyze incomplete-information models (incomplete information about
asset-value process, barrier level or both) and thus was able to put them
into a generalized reduced-form approach. Whenever this generalization co-
incides with the classical intensity model, the trend can be interpreted as
cumulative intensity.

4.5.7 Zhou: jump-diffusion model

ZHOU (1997a) added a compound Poisson process to Merton’s diffusion
model. We introduced his so-called jump-diffusion model in Subsection
1.2.6, equation (1.12):

N
pt+ oW+ 7,
1=1

N; ~ Pois(\t), Z;iidd ~N(uz,0z) ,

Y

Zhou analyzed size of credit spreads and shapes of credit-spread curves.
In contrast to a usual diffusion approach (such as the Merton model), his
model is able to match a positive instantaneous default probability and
thus an positive instantaneous credit spread. Furthermore it can reproduce
various shapes of credit-spread curves including upward-, downward-sloping,
flat and hump-shaped.

4.5.8 Comparing structural and reduced-form models

DUFFIE & SINGLETON (2003) compared model-implied spreads from a reduced-
form model, a structural model and a model mixture. There are differ-
ent shapes of spread curves at short and long maturities. A Merton style
structural model leads to a hump-shaped spread curve starting at zero.
The reduced-form model is based on an exogeneously specified square-root
default-intensity process. The resulting spread curve starts above zero and

is increasing to a certain level, where it becomes flat at the end. The Collin-
Dufresne & Goldstein mizture model combines a target leverage ratio for the
distance-to-default process and a first-passage model. The resulting spread
curve starts again at zero but is only slightly hump-shaped.
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4.6 Survey: multivariate extensions of the Merton
credit-spread model

Often multivariate dependencies within multi-credit products are modeled
via a copula®, especially under the reduced-form approach. A copula has
a static dependency structure and does not show any dynamics. That is,
asset dependence does not have any volatility risk and neiter do joint credit
spreads.

Our multivariate model, equation (1.15), does show dependency risk:
The common time change is a stochastic process. Also the time-change
volatility and the time change derivative (the so-called default speed) are
stochastic processes themselves. A time change (distribution) can be con-
structed to fit the spread dynamics according to one’s imagination.

4.6.1 Brownian correlation in bivariate models

In Subsection 1.2.5 we introduced the two-dimensional models with Brown-
ian correlation: HuLL & WHITE (2001) (in discrete time) and OVERBECK
& ScHMIDT (2005) (in continuous time). Both approaches fit the market’s
marginal default-probability curves at each grid/time point. The corre-
sponding correlation parameter is matched to the (market) joint default
probability at a fixed time horizon.

Our two-dimensional model of Theorem 1.23 adds to the Brownian cor-
relation the dependence inserted by a joint time change. Asset dependencies
by the Brownian correlation lead to a default correlation which is not nec-
essary very strong. The time change can be used to strengthen the default
correlation and also to influence the dependence structure at any other time
horizon.

4.6.2 Cariboni and Schoutens: variance-gamma model

LUCIANO & SCHOUTENS (2006) considered the multivariate variance-gamma
model (equation 1.14) as a multi-firm default model. So far, they calibrated
the one-dimensional model to CDS spreads by applying a numerical method
that solves partial integro-differential equations and is used in pricing dig-
ital barrier options. Positive instantaneous credit spreads are yielded. Un-
der the variance-gamma model and other (non-trivial) subordinated Lévy
processes explicit credit-spread dynamics cannot be derived via the Ito6 ap-
proach (because the credit-spread formula has no analytical form, see the
introduction to Subsection 1.3.6). The dependence intensity varies stochas-
tically (through the gamma time change), but is the same between every
two firms.

3 An introduction to copulas is given by NELSEN (1999).
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4.7 Conclusion: Merton-type models

This chapter analyzed the Merton model and Merton-alike models with re-
gard to modeling the credit-spread curve and its dynamics. These models
yield a credit-spread volatility that is a function of the actual spread and
asset value (which is assumed to be observed). They leave no free-space for
giving input on the behavior of the credit-spread curve. In Chapter 6.3 we
will therefore introduce our stochastic time-change model.



Chapter 5

Credit spread under the
Overbeck & Schmidt model

The OVERBECK & SCHMIDT (2005) approach is an extension of the Merton
model. The extension consists of a deterministic time change of the Wiener
process. We defined the time change in general in Definition 1.1. We inter-
pret it as an indication of the available amount of information. The ability-
to-pay process lives in an experienced time instead of normal time. The so-
called Querbeck € Schmidt model or deterministic time-change model yields
an analytical FPT distribution, so the time change can be used to perfectly
fit a market given default-probability curve. We determine survival prob-
ability, credit spread and credit-spread dynamics, especially credit-spread
volatility. The credit-spread dynamics are a deterministic function of the
actual values of underlying process and credit spread. Credit-spread volatil-
ity can not be influenced.

5.1 Model framework

OVERBECK & SCHMIDT (2005) assumed that a continuous default probabil-
ity function (F'(t))o<t<oo wWith F'(0) = 0 is given by the market. They aimed
at a default time 7 that satisfies (1.4),

Ft) = P(r<t) Vt>0.
Therefore they set
7 = inf{s>0: Wz, <K}, (5.1)

2
K

o ()

97
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Then indeed, for t > 0 the FPT formula (1.11) for the deterministic time
change yields

P(7 <t) = 20 (K/\/ﬁ) = 20 K/q)_lz(m)) = Ft). (5.2)
T2

In the following, in order to determine credit-spread dynamics, we start
with another Brownian motion W, assume that the distribution function F'
admits a density f = F’, and define the time of default as follows:

t
T = inf{tZOZ/ Udes<K} (53)
0

3

K f(s)
SCIRECICHN

where again K < 0 (no pre-default). o4 can be interpreted as default speed
and specifies the speed with which one runs through the Brownian path W.
Since F admits a density it is especially continuous. Since, furthermore,
F(0) = 0 the zero maturity default speed is infinite:

Og =

3

) K 1

15%1 o= - ¢71(ng)> K'@(@fl <ng)>> = 00, (5.4)
:0 —

——00

since the exponential function in ¢(x) converges faster (in xz = ®~1(F(s)/2))
to zero than 3 to infinity. This enables a default at the very next time step.

By Remark 1.15 the stochastic integral underlying the default time (5.3)
yields a Brownian motion W such that

t
/O‘SdWS = Wg,
0

2

t K
7 - /0(03)%15 _ o (| (5.5)

That is, the asset-value process Y; = f(f osdWs is equal to a Brownian motion
with an absolutely continuous time change. Then also (5.3) and (5.1) are
the same default times.
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Example 5.1 (Default speed and deterministic time change)

Assume F(t) = 1 — e ™ | with density f(t) = Ae™ . Furthermore let
K = —2.578, which yields the time change 7; = 1. We want to visualize the
default speed o, and the time transformation 7;. Note that the time-change
integral in (5.5) should not be approximated simply by the sum % S (04)?
because of property (5.4). Applying the analytical formula in (5.5) leads to
Figure 5.1.
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Figure 5.1: Default speed (0;); and analytical time change (7;);

In Subsection 1.2.5 we stated the joint survival probability under the Over-
beck & Schmidt model (at time zero). Now we want to determine the
conditional survival probability (Definition 3.1). Therfore we have to spec-
ify a filtration. As in the general situation of Chapter 3, we assume the

information flow is given by the underlying process Y; = Wr;:
FY = U(Wq;:sgt) . (5.6)

Then for every ¢, {r > t} is F} -measurable. That is, 7 is a IF-stopping
time.

Theorem 5.2 (Survival probability under the Overbeck & Schmidt model)
Under T > t, the survival probability is given by

W K— [to,dW,
Q(t,T)Zl—Q‘I)(K Wﬂ) P RSl (UL

VIr =T \/ftT(as)2 ds
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For fixed time to maturity M (under T > t) this leads to

Q(t,t+M) = 1—2<1>< K= Wr )

VZism — Ty

Proof. We follow the same steps as in the Merton case (Theorem 4.1) and
use the Markov property of (Wz,, 7} ). Under 7 > t, Definition 3.1 of the
survival probability yields

QLT = E(H{inftSng Wr,>K) | fty) - P(tgigng Wr, > K| Wﬂ)
. . K—-W
= IP<in7}§5§TTWs>K‘W’Z}> = 1—2@( = ;i) ,
T — 4t

where for the last equality we used that K < W’]‘t (since 7 > t) and the FPT
result for Brownian motion, equation (1.6). O

5.2 Calibration - threshold level

We have seen in equation (5.2) that the deterministic time-change model fits
any default-probability curve F' (which yields a density). The model yields
one more degree of freedom, in the threshold K. It can be used to require
77 =T, which (with (5.5)) leads to

T
T - /(as)2ds: k)
0 F(T)

that is, a strike level of

K = @1(17(2T)> VT . (5.7)

Example 5.3 (Survival probability term structures)
For simplicity we set F'(t) = 1—e~*" and fix the threshold as in (5.7). Figure

5.2 shows survival probability curves for A = 1%,...,5% and T = 10, i.e.
for K = —5.3, 4.2, ~3.6, —3.1, —2.7.
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Figure 5.2: Survival-probability term structure for K = —5.3, —4.2, —3.6,
—-3.1, =2.7 and T = 10.

5.3 Credit Spread

Corollary 5.4 (Credit spread under the Overbeck & Schmidt model)
Conditional on no-default up to t, the spread is given by

()
VIr-T;

and for fixed time to maturity

v(Jrs)

T, —T;

s(t,t+M) = 2(1—R) - ”MK tW
M2 [ <1>< — Tt) du

VZTu—T¢
For ¢t > 0 this is the forward credit spread.

Proof. Insert the survival probability from Theorem 5.2 into the spread
formula (3.4) and (3.5), respectively. O

5.3.1 Instantaneous spread

We determine the zero maturity spread limpsjo s(t,¢ + M) for an assumed
default-probability curve F' with density f under no default until ¢ (espe-
cially Wz, > K). First of all we determine the derivative of the time change
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(5.5):
d ., K _K d_ o1 (Flt+M)
dM t+M — 9

o () e (rep)” O

d g <F<t+M>> I e e WA (e )
it (5 = i)~ ey
and thus
d K2 £t + M)
diMIH_M - _<I>_1 (F(t;—M))S ' o <<I>—1 (t“(t;-M))) ' (5-8)

Applying the rule of de L’Hospital and the fundamental theorem of calculus
yields a zero instantaneous credit spread:

. s(t,t+ M)
lim ——~
Mo 1—R
. K—Wr,
., hlig @ <%Tt+1\/172>

limpryo M — 2 [T @ <§;L_%> du

X K-Wr T 1 i/T M
limarjo ¢ <\/72+T—t7?) (K —Wg) - (_5) ﬂft;})?’m
. K—-W.
limpy)o <1 —20 <\/m737t>>

K-Wr, ) L T
(

lim
MO P\ T ) Toirs 1)

= 2

= — (K —-W+) -

(K —Wrg) -0

0 K—WTt
A K? f(t) . VITirm—T
= (K-Wg) L (FB\? (@71 (M)) . 11\}% (Tipnr — T;)3/2
o (T) 14 2
=0,
since e_%% converges faster to zero for x | 0 than #

5.3.2 Simulations

We discretize the time grid tg = 0,t; = %, cooytny1r = t+ M and simulate

the survival probability of Theorem 5.2 as follows:

K — W’th
Q(ti,ti + M) = ]I{infogjgi Wth >K} I-2¢ —’]Z ’
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and analogously the survival probability Q(t;, tx) needed for the credit spread
simulation (see (4.4)). We simulate Brownian increments that depend on
the time change (and indirectly on the threshold K),

AWﬁj ~ ‘1)(07727- _,Z;jfl) ’

in order to get a path of the time transformed Brownian motion

W = Wot S AW, .

7

j=1

Dynamics of credit-spread curves in time

In Subsection 4.3.2 we have shown possible credit-spread dynamics under the
Merton model. Here we show two possible credit-spread evolutions under the
deterministic time-change model, assuming the simplified default probability
curve F(t) = 1 —e ™ with A\ = 1% and 5%, respectively. We let T =
10, M = 10 which implies a barrier level of K = —5.28 (and a survival
probability of Q(0,7) = 90.48%), and K = —2.69 (Q(0,7) = 60.65%),
respectively. The simulated Brownian path in Figure 5.3 crosses the barrier
at time t = 2.75 and thus implies a default. The default point is shown as a
red dot in the Brownian path of the first plot. credit-spread term structures
are only shown up to the default time. The Brownian motion simulated
with A = 5% is shown in Figure 5.4. It does not cross the barrier, that is, it
does not default. In the first plot the red dots on the Brownian path mark
the Brownian levels for which credit-spread curves are plotted.

5.4 Credit-spread dynamics

For determining the dynamics we keep the CDS maturity T fixed an write
s(t) instead of s(¢,T). Furthermore we consider the spread as a function
f of time ¢ and state variable 2 = Wy, that is f(t,z) = s(t). We use the
same abbreviations f, f;, fzr for the partial derivatives as in the Merton
Subsection 4.4.1. Conditional on 7 > ¢t we determine the spread dynamics
with [t6’s formula:

ds; = s(t) [ﬂ(t,Wz)dt—ﬁ(t,Wg—t)dW%] , (5.9)

1
where i = M and & = —ff. In terms of the original Brownian

motion W, this is equivalent to

t t
ds; = s(t) {ﬂ <t, / o dWs> dt — & (t, / o dWS) o th} .
0 0
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Figure 5.3: Time-transformed Brownian path (first plot) and corresponding
credit-spread term structures till default for the threshold K = —5.28
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Figure 5.4: Time-transformed Brownian path and corresponding credit-
spread term structures for the threshold K = —2.69
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i1 can be interpreted as drift and o; - & as local volatility of credit spread.
The default speed oy is the main difference to the credit-spread vol of the
Merton model. The negative sign in the definition of & makes sense because
we will find that f, is a negative function. In the next proposition we de-
termine the partial derivatives f;, f, and fi..

Proposition 5.5 (Partial derivatives under the Overbeck&Schmidt model)
The spread dynamics under the Overbeck&Schmidt model Y; = Wy, are
determined by the following partial derivatives:

(K-W@@(KVV%) A4z (T ﬂdu

ft(taWTt) B VIr—T; (Tu—T;)3/2
1-R P 2
() o
d7; KW'T KWT B
. dan/sa(ﬁ) By o (57)
2
KW, K—W.
_t—2ft (\/?t) du |: 2ft ﬁ) d’LL:|
7 — W
) 90< f)/\/TT* +2¢>(WT_;2>L ) g,

—21—R_ o 2
(1-&) —2f @ (%)du [Tt2ftT¢(§TL_%)du]

K-V, <KWTt> <I>< Kth> ft (K WTt) du 2

feslt W) T P\vEw) T VI
—2(1—-R) K—Wr, - T - K-W °
_t—2ft (\/7> du [T—t—th @(ﬁ) du}
K-Wr, K— WT K— W’T

() oo m%) o | r o)

+—4 S SR du 2(K - W) (ﬂr%)ft SO du
2 )
K—-W.
o tte ()
where %’Z} in f; is given by:
K? F(t)

d
Ty e )
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Proof. We only give the basic derivatives needed to derive the partial
derivatives:

d K-W K-W 1 K-W d
@<W:r> _ ¢< Wz). Wr  d,.

dt \ Iy —7T; VIt =T, ) 2(Tr —T;)%? dt
where %7} is given by (5.8) for M = 0. Applying (A.1) (Appendix) yields

4T (KHW%) du ——limu_>t<I)<K Wﬂ) +[r ch><KLV§%> du

o 1 d7; T K—W'Tt ) K—Wq’t
= —1+ 2 dt ft ¥ <\/’Tu—7§ (T.—T;)3/2 du

d T K—Wq} T K-Wr, 1
i | q)(ﬁ%—%) du = [ o (7t ) e

The stated partial derivatives follow directly. (]

Theorem 5.6 (Spread dynamics under the Overbeck & Schmidt model)
Under the Overbeck & Schmidt model Y; = W, the credit spread has the
following dynamics:

_ds <_< S 240 +1>
wn - (e o ()

o (5225) 57 b a,

VIr—T;

t \/7;1._7;
2 K-W. * 2
T —
Tt-2] q>< T;) du [ 2 [Te <§£> du]
K-Wr, K-Wr,
E-Wr, g’( > <\/ >
_(I)< TT_7§€>+2 \/TT ﬁ VT.—T; du
+ 2
==Y <%> I
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Proof. We insert the partial derivatives and % of Proposition 5.5 into
equation (5.9). The first and second term of f; coincide with terms of f,,
apart from the term dTZt' The stated expression follows. O
Remark 5.7 (credit-spread volatility)

The spread volatility under the Overbeck & Schmidt model is given by

&'Ut = 2(1—R)%tt

K—[¢os dWs <K—jg os dWs>
N VIr-T of K-Jgosaws [T N VTaTs du
VIT-T; VIr-Ti st VTu—T;
T Kﬁf(% os dWs + 2 T K*]'to' dw, 2
T2 T o R ) [r-e-2 g7 o (Kt ) au

As in the Merton model (Remark 4.6), for fixed ¢ (under no pre-default)
there exists an inverse ¢ such that the spread volatility can be transformed
into a local volatility ¢ (a function in s;):

iy T - fm(taWTt) - o fx(tvg(t75(t)))
7 (t7WTt) a tf(thTt>

5.4.1 Simulation: spread dynamics and spread path

We assume F(t) =1 —e M with A = 1%, R =0and T = 10 (Q(0,T) =
90.48% and K = —5.277), and divide the time interval into n = 400 grid
points. Figure 5.5 shows a defaulting time-transformed Wiener process,
corresponding survival probability and credit-spread path (Corollary 5.4).
The two last plots show the spread increments calculated with Theorem
5.6 (where some slightly negative spreads were obtained), and the result-
ing spread path. Just before the time of default, the survival probability
jumps to zero and the spread increases enormously (and is not plotted after
default). Figure 5.6 shows another simulation where Q(0,7") = 99% and
K = —8.145 and no default happens. Both Figures show that the spread
paths determined by the two simulation approaches basically coincide.

5.4.2 Simulation: spread volatility

We choose the threshold level K (and thus the default intensity A) such that

Q0,t+ M) = ]P( inf WS>K\W0:0) — 99%

0<s<7,,

for M = 5. Assuming 7 > ¢ and WTt = a > K, where a lies within the
3o-distance of Wy = 0, we determine the derivative f,(Wr,), the survival

probability Q(t,t+M) = ]P(inftgsgt_l’_M W, > K | WTt = a), corresponding
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spread and spread vol. Graphs of spread and spread vol are plotted in Figure
5.7 and 5.8 for t = 1 and t = 5, respectively. We received simulation errors
when the time-transformed Wiener process was close to the threshold level
and also when it was so big that the spread was basically zero. In the
fourth plot of Figure 5.8 the error is plotted. In the other plots we therefore
restricted the x-axis.

5.5 Conclusion

This chapter analyzed the deterministic time-change model for modeling
credit-spread curves and spread dynamics. The deterministic time change
can be chosen such that the actual credit-spread curve is perfectly fitted.
Credit-spread volatility is more than twice as big as under the Merton model.
The main difference in the spread volatility originates from the default speed
o¢. Still credit-spread volatility is a deterministic function in the actual
spread and actual asset value. Credit-spread volatility and the here inherent
risk can not be influenced by the model. Therefore we will consider the
stochastic time-change model in the next chapter.
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Figure 5.5: Defaulting time-transformed Brownian motion, survival proba-
bility, spread dynamics and resulting credit-spread paths
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Chapter 6

Credit spread under the
stochastic continuous
time-change model

We apply the general continuous stochastic time-change model, introduced
in Chapter 1, to credit-spread modeling. When using a positive starting
value for the time change, Gy > 0, the model includes incomplete informa-
tion, as in the CreditGrades model. We derive an analytical formula for
the survival probability and herewith for the credit spread. Under the ad-
ditional assumption that the time change is absolutely continuous (i.e., has
an integral representation) we can also derive credit-spread dynamics. Our
tool is again It0’s rule.

6.1 Model framework

In Section 1.3 we introduced our stochastic time-change model: the first-
passage process (1.14)

}/;f = O-WGt + H Gt )
where the time change G satisfies Assumption 1.20, and the default time
7 = inf{s>0:Y; < K}.

We derive the survival probability under the information given by the asset
value process Y (Definition 3.1):  F} = o(Yy:s<1t).
So {7 > t} is F} -measurable and we know whether a default happens or not.

The next theorem states that the probability of surviving the time interval
[t,T] is given by the integral over the conditional time-change distribution.
The conditional normality of Y yields that the integrand is given by the
FPT expressions for Brownian motion with drift.

115
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Theorem 6.1 (Survival probability under continuous stochastic time change)
Under survival up to t (i.e. T > t), the probability of surviving T is given by

our) < [T 1)

kv - (K~ Y
+ e?r Yt)<b< t+5\/5>

O/ Z

P(Gr — Gy € dz| FY) .

Proof. Under 7 > ¢, by Remark 3.2 and continuity of GG, the survival
probability is determined by

Q(t’ T) = ]E(]I{inftSSST[UWGS+/LGs}>K} | FF)

G cont. Y
- E<]I{infGtSSSGT [Wat2s]>5) | 7 )

Yy
]E(]I{infogngT—Gt [We, +s+2(Gets)]>E} | 7 ) ‘
We consider the Brownian motion with drift g and start at %

~ Y,
W, = Lawi+ s = we, W+ LGrs) .
o o o
Conditional on Gy, we have equivalence in distribution to

Ste:
W, 16 WGt+5+g(Gt+s).

So we condition on the larger filtration F) V Gy V G and use that then W
only depends on the actual value ¥; and not on the whole information FY
(‘conditional Markov property’):

~ K
QU,T) = IE(IPyt< inf WS>—].¢2/\/G,5\/GT|}"2/>

o \0<s<Gr1—-G¢ (o2
. ~ K Y
= PPy (oot > 5 1MV @r-G)) | )
K_Y%
= Ell- || Z=2=—-~V/Gr—G
K _ Y
2(G-He | P Jar—a FY
+ e ) m“ﬂ; r—G ||| F |-

In the last step we inserted the FPT result for Brownian motion with drift
(formula (1.6)) which holds because Y; > K. The expression claimed follows.
U
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Remark 6.2 (Survival probability under F} -measurable GY)

By Remark 1.16, the continuous time change G is F, -measurable since it
is given through the quadratic variation of the underlying process, (Y); =
02Gy. Thus the survival probability can be determined by

Q. T) = 1—/000 [@(%—g z—Gt>

L 2EEY) g < K—-Y; /L\/7>

(Gr € dz| FY
oVz- G r€ Azl F) -

6.2 Credit spread

We give the credit-spread formula for an underlying process with zero drift.
The general formula is attained when inserting Q(¢,T) of Theorem 6.1 into
the general spread formula (3.4).

Corollary 6.3 (Credit spread under continuous stochastic time change)
The credit spread for the underlying process Y; = Wy, conditional on no
default up to t is given by

s (K Y) P(Gr— Gy e dz | FY)

s(t,T)= 21— R
(t,T)= 2( ) T2 (sz)]p(gu_ctedzy}“f)du

and for fixed time to maturity M when inserting T =t + M.

Proof. Insert the survival probability formula of Theorem 6.1 with =0
and o = 1 into the spread formula (3.4). O

6.2.1 Simulations

We discretize the credit-spread formula for Y; = Wg, on the equidistant
time grid tg = t,t1 =t + %, ...,tn, =7T. Conditional on no default up to
t, the discretization of the simplified spread formula was given in (4.3):

(- R)(1-Q(t.T)

S(ti, T) =
Lt Qlti )

Under the stochastic time-change model we have

K-Y;.
y=0,A2A,...
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Furthermore we apply the simple time change G; = fg B2ds with discretiza-
tion

]P<Gtk_Gtz€[y7y+A)’f?j)
= P(Gy, — Gy, <y+A|F) PGy, — G, <y | F))

and default probability distribution (2.2). We apply the model parameters
calibrated in Chapter 2 to F(t) = 1 —e™* and to the average CCC-curve
(speculative-grade), respectively, at ¢ = 5 and ¢ = 10. These parameters
were stated in the last rows of Table 2.2 and Table 2.4. The simulations
yield the default probability curves and credit spread curves in Figure 6.1.
In Figure 6.2 we show the influence of a starting value Gy = g > 0 when
applying the time change Gy = g + fg B? ds and using the same calibra-
tion parameters as before. Of course, in applications each model must
be calibrated, but here we just want to analyze the influence of g. Sim-
ulated default-probability curves and credit-spread curves for various levels
g = 0,1,10,20,50 are shown in Figure 6.2. ¢g > 0 leads to non-zero in-
stantaneous credit spreads on the one hand, and to steeper curves on the
other.

[qV]
o
[{e)
O'_ —
— [e0]
— o 4
voo< =
s © = _
3 . @
T o S
o | o
o | 8
e T T T T T o T T T T T
2 4 6 8 10 2 4 6 8 10

Figure 6.1: Default-probability curves and credit-spread curves under G =
fg B2 ds for model parameters calibrated to F(t) = 1 — e at F(t5) and
F(t10), with A = 1% (black), A = 7% (blue), A = 10% (red) and to the
average CCC-curve (green).
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Figure 6.2: Default-probability curves and credit-spread curves under G; =
g+ f(f B2 ds for various starting values g. The model parameters are cali-
brated for g = 0 to F(t) = 1—e™* at F(t5) and F(t19), with A = 7% (blue),
A =10% (red) and to the average CCC-curve (green).
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6.3 Credit-spread dynamics

The goal of this section is to determine credit-spread dynamics under the
continuous stochastic time-change model Y; = Wg,, where W is specified
below. As under the previous models we will therefore apply It6’s rule on
the credit-spread formula of Corollary 6.3 where T' =t + M and M is fixed.
We therefore abbreviate s (t) = s(t,t+ M). As in the previous chapters we
introduce the spread function f that is a function in ¢ and the state variable
y =Y, ie f(t,y) =sM(t), and its partial derivatives f;, fy, fyy- Then Ito’s
rule yields the following dynamics:

dst’ = s [po(t,Yy) dt —o°(t,Yy) dYy] |

with drift p® = and ¢® = —Sf% . 0% is not the term that can
be interpreted as credit-spread volatility. Therefore we desire dynamics in

terms of some Browninan motion W:

ft"l‘%fyy
M

dsM = M Pt Y:) dt — oV (¢, ;) dWy|
and then o®¥ can be interpreted as credit spread volatility.

In contrast to the Overbeck & Schmidt model the time change is now
stochastic. As a consequence, Y; does not in general have a representa-
tion in terms of a stochastic integral w.r.t. Brownian motion. Therefore we
make the following assumption:

Assumption 6.4 (Absolute continuity)
We assume that there is a stochastic process (g;) with ]E[fg g2 ds] < oo for
all t > 0 such that the time change (Gy) is given by

t
Gy = g§+/g§ds,
0

that is by Definition 1.2, G is absolutely continuous.

By Lemma 1.14 the stochastic integral fot Js dW, is a continuous local mar-
tingale with quadratic variation

. ¢
</ gdes> = /ggds = Gt—g§~
0 0

t

Furthermore there is a Brownian motion W, for which we define Y; = Wg,,
such that

t
0
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Then of course, Y is a continuous local martingale and has quadratic vari-
ation

Y) = Gi—

Thus Assumption 6.4 and in particular (6.1) lead to the desired credit-spread
dynamics:

dsM = M|t Yh) dt — o°(t, Y g AW,

)

and in particular to the spread volatility ¢®¥ = ¢®g. In out next step we
determine the partial derivatives for the spread dynamics:

Proposition 6.5 (Partial derivatives under continuous stochastic time change)
We abbreviate

a(Yy) = —2/t+M/ <K Yt)]P(Gu—GtedzU-"tY)
B(Y) = /HM/ (K Yt)IP(Gu—Gte dz | FY) du

Z

Then, under the stochastic time-change model Y; = Wg,, the partial deriva-
tives are given by

o kce (B22) 4P (Gronr — Gr € az | 7))
2(1-R) (V)
5o () PG~ Gee d | 7
at(Y;t)2
[es) K-Y; Y 2
. [jo s (T) P(Gyyns — Gy € dz | F )]
Oét(Yt)Q
fo (K ZYt>IP(Gt+M—Gt e dz | FY)
Olt(Y;‘,)Z
t+M K-Y; d v
/ ( 7z )dt]P(Gu—Gte dz | 7' ) du
Mo _f0°° L0 (B2 P(Griw - Gre dz | FY)
2(1-R) (V)
@ (B P(Gyyy — Gy € dz | FY)
— 2f0 ( V2 ) ! ﬁt(yvt) )

Oét(Y;e)Q
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i _ fOOO 123/)2490 (K\[Yt) P(Gionr — Gy € dz | FY)
2(1 - R> Oét(YZ)
0 ﬁS" (KfYt> P(Giinr — Gy € dz | FY)
2 Oét(Y}/) ﬁt(}/t)
Jo ﬁQp (K\kyt> P(Gipnr — Gy € dz | F))
2 ae(Yy)? Be(Yr)
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Proof. The partial derivative fM: Apply (A.2) from the Appendix,
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The partial derivative f?j\/[ : Note that
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The partial derivative % : Use that
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Furthermore note that £,(Y;) = —diytat(Yt). O

Theorem 6.6 (Spread volatility under continuous stochastic time change)
Under Assumption 6.4 the credit-spread volatility for the time change pro-
cess Yy = Wg, is given by

s 2(1 _R)
o gt = M gt -
t
i %80 <K\;gyt> P(Gyyn — G € dz | FY)
Oét(Yt)

Joo @ (B2 ) P(Gym — Gr € dz | FY)
+ 2 0 ( v ) (V)2 : 5t(Y;f)},

with ay(Y;) and ((Y;) as stated in Proposition 6.5.

Proof. Insert dY; = o%g; dW; into the dynamics (6.1) with the partial
derivatives from Proposition 6.5. O

6.4 First-to-default swap

We consider a basket of n credits and are interested in the first default of a
credit within this basket. The first-to-default (FTD) time is given by

M = min(r, ..., ™)
and the FTD probability by
Pt <t) = 1-P(r >t,...,7 >1). (6.2)

A first-to-default swap is a contract that offers protection against that first
credit event. Therefore the protection buyer pays the FTD spread s!! (t,T)
to the protection seller until contract maturity 7', but only as long as the first
default has not happened. In case of default before maturity, the protection
seller pays an amount as agreed to the protection buyer. We assume he pays
1 — Ryyj, where Ry is the recovery rate of the credit that is first defaulted.

6.4.1 First-to-default spread on two credits

In the case when the basket contains only two credits, we can derive an
analytical formula for the FTD spread under our two-dimensional stochastic
time-change model. The FTD time is given by 7% = 7y A 75 and the FTD
probability by

P(rlt<t) = 1-P(rn >t,mm>1).
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When using the same time change for both credits the joint survival prob-
ability is given by Theorem 1.23, and when using different time changes it
is given by Theorem 1.26. The conditional JSP corresponding to Theorem
1.23 is obtained when integrating over the conditional time-change density
IP(Gr — Gy € dz | FY) instead of IPg,(dx) and substituting = — g by z. For
the recovery rates we assume R' = R? = R. Then conditional on 7! > ¢,
the formula for the FTD spread is determined similar to the spread formula
(3.2) and is given by

— R) [T D(t,u)P(r'5" € du | F))

1st T —
sT6T) T Dt w) QU (t, w) du

, (6.3)

where D(t,u) is the discount factor and
QU'tT) =P (' >T|F) =Pn>tnn>t|F),

the conditional survival probability.

6.4.2 First-to-default spread on n credits

When having a basket with n credits our multivariate model with Brownian
independence (1.15) can be applied. The JSP in (6.2) and the conditional
JSP needed for the FTD spread (6.3) can be derived analogously to the joint
default probability of Corollary 1.22. The conditional JSP is given by

Q¥ (t,T) = P (1>t ..., T >t | F))
= 11—t -0 _ M
/0 ZH1[ (Uz'ﬁ 0’1'\/2>

o*

—e i

225G (ID (K Ys
iz oz

Assuming R' = .-+ = R" = R and 7! > ¢, formula (6.3) then yields the
FTD spread for the n-credits basket.

+’”f)]]P(GT—Gte dz| FY) .

The next section gives examples for analytical conditional time-change den-
sities that yield an explicit FTD spread. This makes calibration to market
prices easy.

6.5 Explicit conditional time-change densities

In this section we want to give two examples for explicit conditional time-
change densities IP(Gr — Gy € dz | FY), the simple time change and the
CIR-type time change.
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6.5.1 The simple time change

The simple time change was introduced at the end of Subsection 1.3.7:

t
0

We determine the conditional time-change density IP(Gr — Gy € dz| By)
and show that it is equal to IP(Gr — Gy € dz| F)).

Theorem 6.7 (Conditional density of the simple time change)
The density of the simple time change increment conditional on the actual
information FY is given by

P(Gr—Gie dy | FY)

1 (BA\"S&TE+k+5) s

@/Zk<> DRCRIEELEE
Y k=0 j=0 ( +k)]'

2

<%+2k+2j (T—t)+5)

- exp 2
2\ k+1-2I
(—yiHoatht (k+1)! (@ + 2k + 2j)(T = t) + 5 )
Nk+1—20)! ’
it (k + ) VY

Proof. First we determine IP(Gp — Gy € dz| By):

For this we insert the time change, modify the integral bounds and substitute
the ~originad Brownian motion B by the Brownian motion B := By starting
in BO = Bt :

T T—t
]P(/ Blds e dy]Bt> = IP(/ BZds e dy\B()). (6.4)
t 0

The last probability is given in BORODIN, SALMINEN (2002) (pages 168,
642). With their notation it is equal to

e 2

~ k
B 1 (B3 1 B3
_ kz—ok‘<2> cy(k,§+k,T—t,7+k(T—t))dy,

which is equal to the stated expression. Now we show that P(Gp — G €
dz| FY) =P(Gr — Gy € dz| By):
For this we note that the obtained expression only depends on BZ, that is

P(Gr—Gye dy | B;)) = P(Gr—Gie dy| B?).
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By Remark 1.16 the continuous time change is equal to the quadratic vari-
ation of the asset-value process: Gy = (Y);. Thus G; is F} -measurable and
this is also true for B? = %Gt. Hence

T
P (Gr— Gy € dy\}"ty) = IP(/ B2due dy | o (Ys, Gs, B?:sﬁt))
t

T
= IP(/ B2 du e dy|B§> ,
t

since the integral is independent of the Brownian path W and the time
change G for s < t, and a Markov process w.r.t. o ( B?:s5< t). O

6.5.2 The CIR-type time change
Now we consider the CIR-type time change from Def. 1.28 with g = 0:
A 2 t
G = 62 fote’“" [@ + B ors ds} dr £ / 2 gCIR qp
0

(grc I R) is a positive process and the solution of the Cox-Ingersoll-Ross SDE,
given in (1.18). The next theorem determines the conditional density.

Theorem 6.8 (Conditional density of the CIR-type time change)
Letb = % e3nt V g¢ . The conditional density of the time-change increment
is given by
]P(GT_éte dy’j'—ty)
00 2\ k oo 1 .

= 524/2m P 2 = 1"(% + k)
2
{ (3 + 2k +2) (T —e) + )
exp{ —
2y
k+1-21

S (o)itlodtht (k+1) (L 42k +2j) L (T —ert) + &

<1< kil Ik +1—21)! NG

Proof. We determine the density conditional on g¢'/# and find that it only
depends on (g¢T%)2. By the same arguments as for the simple time change
this is equal to the density conditional on F}:

P(Gr—-Gre dy | F) = P(Gr—Gie dy| (¢F")?)
= P(Gr—Gye dy| gv1®) .
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Now we determine IP(Gr — Gy € dy | g¢TR):
It is derived analogously to the proof for the unconditional density of The-
orem 1.29. We set

Xt = &e%fﬂt [@ + Bf(f ehs ds} é elit gtCIR .

Then the time-change increment is given by
. . T
Gr—G, = / XZdr .
t

For a given value gtC IR we have X; = e 1/g¢ T and herewith

X \/
b = — ei%ﬁt = ﬂ‘i‘Bl(e“t—l) )
g o K

Then the conditional density of the time-change increment is given by
P(Gr — Gy € dy | g'")
T /00 2
= IP(&2/t eﬁr|: gO+Bf0"”ems ds dT’E dy Xt) .

o

Here we substitute w = [ e ds = 1(e"” —1), change the integral bounds,
and introduce the Brownian motion Bw = @ + B with start in

By = b, which leads to

F(esT -1 2
_ p(&Q/l [@JFBH,} dw € dy\Xt>

(emt _ 1) g

w+%(em/ -1)

K

é(enT_ent) 9
0 K

o
) é(enT_ent) _, ~
= P (3/ Bydwe dy| By=0b] .
0

The last probability can be computed analogously to the one in the proof
for the simple time change, equation (6.4). With the notation of BORODIN,
SALMINEN (2002) (p. 168, 642) it is equal to

e e

1 1 b2 ; 1 1 kT Kt b2 k kT Kt
= 5 Llz) olog b e G e )y,

which leads directly to the stated expression. O
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6.6 Conclusion

Under our stochastic time-change model with an absolutely continuous busi-
ness clock we derived an analytical formula for credit spread and credit-
spread dynamics. For the simple time change (that was deeply studied in
Chapter 2) and the CIR-type time change we explicitly derived the con-
ditional time-change density which is needed for the credit-spread model-
ing. There are various applications for our (still very general) credit-spread
model: For any credit product the underlying credit-spread dynamics should
be modeled, in addition to adapting the actual credit-spread curves. In par-
ticular the credit-spread volatility is important because it indicates the risk
of changes in the credit-spread curve. This is especially necessary for con-
tracts with long time to maturities and credit-spread sensitive products such
as the credit-spread option, the variance swap (on credit-spread) and credit
products with leverage effects. Our model has three advantages: It yields
an analytical credit-spread formula that can be easily calibrated to a given
credit-spread curve. A time change with arbitrarily many degrees of freedom
can be chosen and fitted to the desired dynamics, especially the credit-spread
volatility. Last but not least the time change, and in the two-dimensional
case in addition a Brownian correlation parameter, can be used to insert a
dependency structure into a multi-credit product. That dependency can be
explained as business time or amount of information flow or simply as as-
set dependence. The multi-dimensional models also yield analytical default
probabilities and thus ‘joint credit spreads’ such as the FTD spread.

One question remains that cannot be answered in general: How do the
credit-spread dynamics look like?

In our empirical analysis, in the second part of Chapter 3, we have seen that
this has to be studied separately for each credit underlying.



Chapter 7

Outlook: applications to
option pricing

In option pricing it is important that the underlying model displays historical
and implied volatility features: Historical data show price jumps, leverage
effects (i.e. past returns are negatively correlated with future volatility), and
volatility clustering (high/small absolute returns are followed by high/small
absolute returns). The model should be able to produce a wvolatility sur-
face, a smile (symmetric) or scew (asymmetric) along the moneyness axis,
and a term structure along the time axis. Stochastic volatility models with
(and without) jump components come into question. The Heston model, a
generalized geometric Brownian motion with a variance driven by a Cox-
Ingersoll-Ross process, is well-known — especially in foreign-exchange option
pricing. It does not include a jump part. Correlating the Brownian com-
ponents of spot and variance makes possible a volatility skew, smile and
leverage effect. The Heston model is of value because HESTON (1993) de-
rived a semi-analytical pricing formula for the plain-vanilla call. So far no
closed formulas are available for exotic options, especially not for barrier
options.

Examples for stochastic volatility models that include jumps are the
Bates model (generalizing the Heston model by including a compound Pois-
son component into the spot process) and the Barndor(f-NielsenéShephard
model (having an Ornstein-Uhlenbeck variance process and correlated jumps
in spot and variance). Both models are able to show all important volatility
features. But — to the best of our knowledge — no closed pricing formulas
are available for any kind of option.

As literature for option pricing we refer to HUNT & KENNEDY (2004) in
general and to CONT & TANKOV (2004) and SCHOUTENS (2003) in partic-
ular with regard to Lévy processes.

In this chapter we are going to apply our stochastic time-change model to
option pricing. The time-change model is a stochastic volatility model that

129
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inserts stochastic volatility through the time-change process.! For exempli-
fication, we determine the stochastic time-change model that is equivalent
(in distribution) to the Heston model. Stochastic volatility models lead to
an incomplete market because volatility is not (directly) tradable. For that
reason the pricing measure is not unique and we decide in favor of the min-
imal martingale measure. Under our general model, allowing for correlation
between spot and time change, we derive a closed formula for the price of a
European call. Under no correlation and zero interest rates we furthermore
derive pricing formulas for several barrier options, using our first-passage
time (FPT) results of Chapter 1. The time change can be used and adapted
to produce the desired volatility features. Certainly, because of continuity,
price jumps are not possible under our model.

7.1 Heston model

HESTON (1993) introduced a stochastic volatility model where the spot pro-
cess is given by a generalized geometric Brownian motion and the variance
by a Cox-Ingersoll-Ross (CIR) process (see (1.18)):

48, = Sudt+\/gfIR awy]

dgf1E = k(6 — gCTR) dt 4 64/gC R dB; .

The Brownian motions W and B are correlated with correlation parameter
p. Furthermore, throughout this chapter r denotes a constant interest rate.

7.1.1 Revisited: original Heston call price

Heston derived a semi-analytical solution for the call price by solving a
partial differential equation. For this he assumed that the price of volatil-
ity risk, that is necessary for the pricing measure, is linear in v, that is,
A(S,v,t) = Mv. Defining the constants, u; = %, Uy = —%, a = kb,
b1 = k+ A — po, bo = K + A, he obtained the following call-price formula:

C(S,v,t) = SP(In(S),v,t) — Ke "7 Py(In(S), v,t) ,

!GEMAN, MADAN & YOR (2000), SCHOUTENS (2003), and CARR & WU (2003) intro-
duced time-changed Lévy process to option pricing. The first two considered subordinators
as time changes and Carr & Wu assumed that the time change is locally deterministic, i.e.
has an integral representation and thus belongs to our general class of continuous time
changes.
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where for j = 1,2,

&9 —i¢pIn(K), . 4.
Pi(z,0,T) = +1/ Re[e iU t"m]m,

1
2 7w J_ X0

pj(r,v,750) = eCi(Td)+D;(Tip)vtidr

Ci(ri0) = ww+;ﬂ@—mm+%y—mqlﬂW%7%

L —gj
bj — poagi +dj 1 —edi™
Dj(t;0) = “——3 ][1__ : dT},
o gje
b]—p&¢z+d][ 1—edjT }
g; = ~ )
g bj — podi —dj L1 — gjed™

di = \J(podi— b)) — 62 (2u;0i — 6?) .

7.1.2 Revisited: analytical Heston call price

The filtered probability space (2, F,IP,IF) is endowed with the true prob-
ability measure IP and a filtration IF holding the information about the
Brownian motions W and B. We determine the minimal martingale mea-
sure @ w.r.t. IF in order to derive plain-vanilla prices, following the lines of
BiNGHAM & KIESEL (1998), first edition, Chapter 7:

Let Sy = Sog+ My + Ay, t € [0,T] and T < oo, be a continuous IP-
semimartingale? with square-integrable IP-martingale M, finite variation
process A; = fg oy, d(M),, and predictable process . S will be the dis-
counted price process that shall become a martingale under the new measure

Q.

Definition 7.1 (Minimal martingale measure)
A martingale measure Q is called minimal if any square-integrable IP-martingale
which is orthogonal to M remains a martingale under Q.

Theorem 7.2 (Bingham and Kiesel)
The minimal martingale measure Q) is unique. It exists if and only if the
likelihood process

t 1 t
L; = exp —/ audMu—/ aﬁd<M>u
0 2 Jo

is a square-integrable martingale under IP. In that case Q) is given by the
Girsanov density (i—d%, = Lr.

2An adapted process (X, T) is said to be a local semimartingale if it has the decompo-
sition X; = My + A, where M is a local martingale and A is cadlag, with path of finite
variation on compacts.
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Then in particular

Eq(S7|F:) = ]EP(S:Z;T’}}).

Back to the Heston model: In KAMMER (2002) we derived an analytical
pricing formula for the European call under independent Brownian motions
W and B, and the information given by

Fi = U((Bu)uZ(]aWs HEIS t) 5

containing all the information about the Brownian path B. The proof uses
the fact that the spot process has a closed-form solution (due to the closed-
form solution of the CIR variance; see (1.19)):

1 t t
S = Soexp{ut—2/ gsCIRds—i-/ gfIRdWS} : (7.1)
0 0

The call price is determined under the minimal martingale measure and the
following likelihood process is derived for changing measures:

t t 2
p—r L [P (p—r1)
L, = — dw, — = ——d . 2
t eXp{ /O /rg[R 2/0 gg[R u} (7.2)

Remember that g¢/% > 0. The price for the European call with payoff

Cr = (S; — K)4 under the information F; is then given by

Cr=8®0(dy) —Ke T 0d(d_), (7.3)

where

di = T —D\o—20u—1)+ -7V +d,
d- = T —0(u—r)VV+d,
In($4) + (u— 10)(T 1)

d = )
T —t)o

T
U= L /gCIRdS
T—t /) 7° ’

_ 1 C |
vV = ds .
T_t/t gfTR

The risk-neutral spot dynamics and thus the call price depend on p. Choos-
ing p gives us one degree of freedom, and of course p can be set equal to r.

Now we show that the Heston model can be seen as a specific time-change
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model. Consider the Heston spot process (7.1) and the time change given
by the integrated CIR-process

t
GETR = /OgSCIRds.

Since fot V g¢TE AW, is an Ito integral and as such a continuous local mar-
tingale the spot process is equivalent in distribution to (cf. Lemma 1.14)

1
St £ So exp {,ut - §GtCIR + WGtCIR}

— a special time-change model.

7.2 Stochastic time-change model

We consider the general exponential time-change model:
1
S, = Soexp{ut— 2Gt—|—WGt} , (7.4)
and the exponent process
1
Y, = n(§) = -G+ W, (75)

where the time change has an integral representation

t
Gy = /gsds, gs >0 Vs a.s.
0

that is dependent on a Brownian motion B and satisfies Assumption 1.20.
But for European option prices we allow for correlation between W and
B. Note that Gy > 0 enables a price jump at the very beginning (but only
there). We derive prices under the filtration given by the underlying process:

.7:tY = o(Ys:s<t) = o(Ss:s<1),
and hereto also consider the larger filtration containing the whole path B:
]—"tY VB = 0((Bu)u>0,Ys:s<t) = 0((gu)u>0,Ys:5<t) .

7.2.1 European call

We determine the likelihood process to change measures analogously to (7.2)
(cf. KAMMER (2002)) by using Theorem 7.2. There is a Brownian motion
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B independent of B (see (1.3), such that W, = pB; + /1 — pQBt for all t.
Then with (7.4) the discounted spot process has the integral representation

gt: G_TtSt
t t t R
= So—i-(,u—r)/ Sudu—i—p/ Su\/gdeBu—i—\/l—pz/ Suv/gu dBy,
0 0 0

and martingale part M; = pf(;t Sur/Gu By, + /1 — p? fot Suy/gu dB, (under
FY). Setting oy = 4=~ and applying Theorem 7.2 yields the likelihood

Stgt
process:

Corollary 7.3 (Likelihood process — minimal martingale measure)
The likelihood process for the general time-change model, for a change from
IP to the minimal martingale measure Q) under the filtration F} , is given by

t o t o 2
Lt:exp{— a Tqu—l/Mdu}.
0

0 V9u 2 Gu

With the likelihood process pricing formulas for plain-vanilla options can be
obtained. We give the formula for the European call, and to shorten the
expression we assume y = r.

Theorem 7.4 (European call under the stochastic time-change model)
Let W and B be correlated Brownian motions with correlation parameter p
and assume p = r. The price for the European call with strike K and matu-
rity T under the information F}", by changing measures with the likelihood
process L; of Corollary 7.3, is given by

T
Cp = / [Ste—f’%tﬂGT‘Gf”pft VP () — Ke T B(d-)| dP gy
) ,

with

di = V(1 —-p)(Gr—Gy)+d-,
In(58) + (T —t) = L(Gp — Gy) +p [ \/Gu dB,,
V= )(Gr =Gy
Proof. We apply the likelihood process of Corollary 7.3 to change mea-

sures. Using the tower property we consider the expectation w.r.t. the larger
filtration 7} vV B

d_ =

L
eT(T—t) Ct — IEQ [(ST _ K)+|fty] = Ep |:£(ST - K)+|thyj|

L
=Ep |:]EP [J(ST—K)+|f3/VB] |7:tY] ,
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that is determined by following the lines of the proof of (7.3) and given in
A3. O

For zero correlation this leads to an analytical call-price formula whenever
an analytical conditional time-change density is available:

o= [ [0 - Ke T 0@ P, gy (42
0

111(%) +r(T—1t)+ %z
NG )

de =

7.2.2 Barrier options

We aim at pricing formulas for the following barrier options:
one-touch and no-touch options, as well as knock-in and knock-out calls and
puts.

We assume p = r. Then the spot price
1
Sy = Spexp {rt - §Gt + Wgt} (7.6)
is risk-neutral because the discounted spot process
G —rt 1
S; = e Sy = Spexp _iGt + WGt

is already a martingale. We do not need to change measure for pricing.
We assume that the Brownian motions W and B are uncorrelated (as in
Assumption 1.20) and interest rates are zero. Then S = S. Note that indeed
interest rates might be zero (e.g. Japan). Furthermore this applies when in
a foreign-exchange market domestic and foreign interest rates coincide (rq =
r¢), or when in the equity market the interest rate equals the continuous
dividend yield (r = d).

We apply our first-passage time results of Chapter 1 in order to determine
prices for barrier options. The first-passage process is given by (7.5) where

p=20
1
}/;f - _iGt+WGt )

and the first-passage time by

~ ~ K
T =f{t>0:V, <K}, K :ln<5).
0
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Touch options

A one-touch option OT (digital-knock-in) respectively no-touch option NT
(digital-knock-out) has payoff

OTr = Ninf,or 5i<K}
NTT - ]I{inftST St>K} = 1- OTT .

Theorem 7.5 (One-touch option)
The price for a one-touch and no-touch option is given by the (conditional)
first-passage time distribution:

1 ifr <t
OL = {]P(7'<T|]:ty) ifr >t

0 ifr <t
NL = {1—1P(T<T\fg”) ifr>t

where
> K 1
P Yy — K -
(r<t|F) /0 (O'\/E—I—QU\/E)

1 K 1
~ L (K-Yo) g 1
e <U\/a? 20 :U)

Proof. Interest rates are zero, so we do not have to consider discount
factors. We consider the digital-knock-in:
The payoff can be written in terms of the first-passage time

P(Gr — Gy € dz| F)) .

OTr = Lpt,pviciy = Lpr<ry -
Then
OT, = Elj,.p | F],

which is the conditional default probability given in Section 3.1.
The digital-knock-out follows directly because of N1 =1 — OTr. U

Touch options on two assets

We here consider two assets S' and S? and two strike levels K and K5 on
which the digital payoff depends. A one-touch OT2 and a no-touch NT2 on
two assets have the following payoffs

OT2r = Nging,_p(51,82)<(K1,K2)}
NT2r = g, (s),52)>(K1,K2)} -
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As in the one-asset case, we introduce the first-passage processes
1
YD o= G Wg YR = oG WG
and their first-passage times
1 :inf{tZO:Y;t1<[€'1}, T2 :inf{tZO:Y;2<[€2},

where the threshold levels are given by

~ ~ K
K1 = In (%) N K2 = In <S22> .
0

Both 7; are stopping times w.r.t.
Fi = oY LY2:s<t) = o(SL,8%2:s5<1).

Theorem 7.6 (One-touch option on two assets)

Let W' and W2 be Wiener processes with correlation p. Furthermore let G'
and G* be time changes that satisfy Assumption 1.20 with G} = g = G7 and
that are independent of W' and W?2. The price for a one-touch respective
no-touch dependent on two assets is then given by the joint default respective
joint survival probability in that

oOT. = 1 ifT1<taHdT2<t
o P(r <T,ma <T|F) ifrp<torm<t
Nt, = 409 ifr <torm <t
b P(r>T,n>T|F) ifn<tandm <t

where P(m; > T, 19 > T | F) is given by Theorem 1.26 when substituting
the unconditional time-change density IP(G#G%)(d:c x dy) by the conditional
density ]P(G#G?)‘]:-t( dz x dy) and
IP(Tl S T,TQ S T | ft>
= IP(Tl >T 19 >T | ft)—f—IP(Tl <T | ft)—f—IP(TQ <T | ft)—l .

with P(1; <T | 7), i = 1,2, as in Theorem 7.5.

Barrier options

With the model (7.6) we can also derive a closed pricing form for barrier
options. A down-and-in call (DIC) respectively put (DIP) knocks in when
a lower boundary has been hit, an up-and-in call (UIC) respectively put



138 CHAPTER 7. APPLICATIONS TO OPTION PRICING

(UIP) knocks in when an upper boundary has been hit. The payoffs are as
follows:

DICy = (S;p—K).I

+Minf, <7 Si<H}

UlICr =
UIPr =

t= K)+ {inf,<r S;>H}

(S
DIPr = (K —S7).I {infy<r Si<H}
(S
(K —

)+ {inf,<p Se>H} -

We give the price for the down-and-in call, the other pricing formulas can
be determined analogously.

Theorem 7.7 (Down-and-in call)
Let H be the knock-in barrier, K the strike and T the maturity of the down-

and-in call. Furthermore set H = In (gﬁ) Under T > t, i.e., no knock-in
0

yet, the price of a down-and-in call is given by

71 2
0o izt (GT Gy)— Uz=H|-H)Z

— 2(Gr—Gy)
DIC; /Q [\/mh,e TG0 dz

22
1ol ) Uz=HI=H)”
fgoe 52+5(Gr—Gy) 2(Gr—Gp)  dz dIPGT*Gt\]'—tY .

K
\2n(Gr—Gy) YH

Proof.
DIC; = E [(ST — K) 1 Wing, o 5,<1y | ftY:|
= B[(expYr — K)i Mgy o]

We use that G and W are independent and apply the known density
P(inf;<r Wy < H, Wy € dz); cf. BORODIN & SALMINEN (2002). O

7.2.3 The Dufresne time change

As an example we consider the so-called Dufresne time change

t t
Gy = /gs ds = /6033_02“ ds ,
0 0

where ¢g; = eOBi=6rt and & > 0, 0 <k < % It has expectation (applying
Fubini)

E[G{] = /Ot]E [e&Bs e—&%s] ds — /Ot]E [e&Bs] 0—%s g
_1

¢ t if R =735
_ 10'28 O'QKZS J— ~ 2
= /0 ez ds { [602(%*@1‘/ _1} otherwise.

F2(1=r)

—

NG
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Since 0 < & < 1, we have IE[Gy] — oo for ¢ — co. The option prices are

determined by inserting the density for the Dufresne time change (see Table
1.3):

1 1

k25211 1 1
P(G e dz) = 67> a7 22" 2¢ G Ms2¢ /2 ("‘5_ 5 ax) dr

7.3 Idea: adding a leverage effect

We expand the model by a random variable Z that is independent of the
processes (W;) and (g¢):

Sy = Soexp{Wg, + pZ}

t
Gy = /g§d3+Z2.
0

Z influences the leverage effect and also enables a volatility skew. Further-
more Z2 leads to an a.s. positive starting value G and enforces the variance
to speed up and enables an instantaneous price jump.

Using the independence of Z the first-passage time distribution of the
exponent process Y; = W, + pZ can be determined by conditioning (on Z
and Gy) and thus also barrier option prices.
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Appendix A

Technical details

A.1 General derivative for a time-dependent inte-
gral

We determine the derivative of

For this let
(9(t), h(t),t) ,
H(u,v,w) = / f(s,w)ds,
F(t) = HoG(),

then
F'(t) = <VH(G({)),G'(t) >,
D,H(u,v,w) = —f(u,w),
D,H(u,v,w) = f(v,w),
D,H(u,v,w) = / Dy f(s,w)ds

where V denotes the gradient, and herewith
F(t) = <VH(g(t),h(t),t), (q'(t), h'(t),) >

= —f(g(t),t)'g’(t)+f(h(t)7t)'h'(t)+/ /(51 ds.

q(t)

We are interested in the following special cases:

141
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Example 1

Let T be a constant, set h : t — T and g = id. Then h'(t) =0 and ¢'(t) =1,
and thus

T T
S snas = —peos [ Srena @

Example 2

Let M be a constant, set h : t — t + M and g = id, then h'(t) = 1 and
g'(t) = 1. Thus
d t+M

t+M
a ’ f(S,t)dSZ—f(t,t)—}—f(t—FM,t)—l—/t 7f(87t)d‘9 (A2)

dt

A.2 Gamma, Bessel and modified Bessel function
We cite definitions of BORODIN, SALMINEN (2002), page 637 f.

Definition A.1 (Gamma function)
The Gamma function is defined as

I(z) := / e ™ du, Re (z) >0 .
0

Definition A.2 (Bessel function)
The Bessel function of order v > 0 is defined by

g) v+2k

o DA
Tulz) = kz_o k! T (v . 1)

0 < Juk < Juk < ... denote the positive zeros of J,(z).
Definition A.3 (Modified Bessel function)
The modified Bessel function of order v is given by
o0 (g)u—‘er
I, = 2 .
(z) kZ_Ok! T(v+k+1)

A.3 Proof: European call of Theorem 7.4

Proof. We give the main steps. The true measure conditional on F} is
denoted by IP FY The general likelihood process L; was given in Corollary
7.3, but we only consider the case u = r, that is, Ly = 1. Define

(L) — (T —t) + 3(Gr — Gy) = p f," /g5 dB,

V=P

c =
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and note that ¢ is 7} V B-measurable. Furthermore (Bs)s>o is FY V B-
measurable and (Bj)s>¢ is independent of ) V B. Then

L
Ep [LT<ST —K)"| AV B]
t
L L
— Ep {STI%]I{ST>K}’ Fr VB} —KIEP[L%]I{STM}’ FVB

- / Sy T—0=3 i 9s dstp [T VG ABat/1=p2 [ VG dB gqpp
{St>K} t

{ST>K} ¢

= 5, oI5 I gs dstp ST /55 B / V1= I v dBs gp
{)F vgs dBs>c} K

- K/ N 1 d]PfY
{7 Vgs dBs>c} K

= 5, =3 T=0+p [ VG5 dBs o5(1=p*)(Gr—Gr)

o (VISAVE G- )

Ko (- )

Now insert ¢, dy, and d_ as defined. O
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