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Abstract. We investigate the properties of a rating migration process assuming that it is given
by subordination of a discrete time Markov chain and a Cox process. The problem of pricing of
defaultable bonds with fractional recovery of par value with rating migration and credit default
swaps is considered. As an example of applications of our results, we give an explicit solution to
the pricing problem in a model with short rate and intensity processes given by the solution of
a two-dimensional Ornstein-Uhlenbeck equation with a Lévy noise.

1. Introduction. Jarrow, Lando and Turnbull in the seminal paper [15] introduced
Markov chains to model evolution in time of credit ratings. Lando [16] has extended
work of Jarrow et al. by introducing the rating migration process which follows the so
called conditional Markov chain (see Bielecki and Rutkowski [5] for the precise definition
of conditional Markov property). The conditional generator of the credit rating process
follows a matrix-valued stochastic process, under construction provided by Lando [16]
and Bielecki and Rutkowski [5]. Lando [16] has considered the problem of providing
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explicit formulae for some credit derivatives connected with ratings. He has shown that
under the assumption that the generator has eigenvectors constant in time, it is possible
to solve the conditional Kolmogorov equation and obtain explicit formulae for the bond
prices and rating-dependent payoffs. Many papers are concerned with pricing of credit
derivatives with rating migrations, for example Acharya, Das and Sundaram [1|, Das
and Tufano [6]. For the extension of the HJM methodology to the case of defaultable
bonds with rating migrations see Bielecki and Rutkowski [3], and for models with Lévy
noise see Eberlein and Ozkan [8]. Some recent papers consider infinite-dimensional noise
in HIM type models: see Schmidt [20], Jakubowski and Zabczyk [14] and Jakubowski,
Niewegtowski and Zabczyk [13]. It is also worth to mention recent papers by Bielecki
et al. [2] and Hurd and Kuznetsov [11], [12] concerning the valuation of basket credit
derivatives in a rating migration environment.

In this paper we consider the problem of pricing defaultable bonds and credit default
swaps with rating migration. First, we derive formulae for conditional expectations in-
volving the rating migration process. We focus on the case of payoffs which depend on
the time of default and on the state of the rating process before default (pre-default rat-
ing). Such payoffs appear naturally when one considers defaultable bonds with recovery
payment dependent on a pre-default rating, and also in the case of credit default swaps
connected with such bonds. In the third section we consider a rating migration process
C' which is constructed by superposition (subordination) of a discrete time-homogeneous
Markov chain C with finite state space with one absorbing state and the remaining states
transient, and a Cox process N (independent of the Markov chain C), i.e. C; := Cl,.
The default is defined as the time at which the rating migration process enters the ab-
sorbing state. We prove that, under this construction, the rating migration process is a
conditionally Markov process and also that the so called (H) hypothesis, known in credit
risk theory, holds. We present the form of the joint conditional distribution of the default
time and the pre-default state of the rating migration process in terms of the exponential
of some matrix. Then, we give an explicit formula for it in terms of the Jordan decom-
position of the transition matrix. In the fourth section, we use all these results to solve
the problem of pricing of defaultable bonds with fractional recovery of par value and
pricing of credit default swaps (CDS). As an example of applications of our results we
present a model for which we find an explicit solution to the pricing problem. In this
example, short rate and intensity processes are given as the solution of a two-dimensional
Ornstein-Uhlenbeck equation with a Lévy noise. In the appendix, we prove useful lem-
mas on the credit rating process induced by a Cox process, which are of independent
interest. We give the proof of Lemma 2 which states a general fact on conditional inde-
pendence and quote, for the convenience of the reader, facts from matrix algebra used in
the previous sections.

2. Useful conditional expectations for processes of credit migrations. We con-
sider an arbitrage-free market on which defaultable instruments are also traded. All pro-
cesses are defined on a complete probability space (Q, F,P). A credit rating migration
process C' of a defaultable instrument (e.g. bond) is a cadlag process which takes values
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in the set of rating classes K = {1,..., K}, where the state ¢ = 1 represents the highest
rank, ¢ = K — 1 the lowest rank and the state ¢ = K the bankruptcy, so the state K
corresponds to the default event. Therefore,

T:=inf{t >0:C, = K}

is the default time. Here we preserve the interpretation of rating classes, i.e. the fact the
higher rated bonds are more expensive than lower rated. In this section we present some
general formulae for conditional expectations useful in the pricing of defaultable claims.
We will denote by F the reference filtration corresponding to observation of the market
without credit rating, i.e. a filtration corresponding to the interest rate risk and other
market factors that drive the credit risk. As usual, FX denotes the filtration generated
by the process X, i.e. FiX = o(X, :u < t).
All results in this paper will be proved under the following assumptions:

ASSUMPTION 1. For every i € K and any u >t > 0 we have
P(Cy = i|Fo VFE) = P(Cy = i|Foo V 0(C})).
ASSUMPTION 2. For every Fo measurable integrable random variable Y we have
E(Y|FVFS)=E(Y|F) VtcR,.
ASSUMPTION 3. For every i € K and for every t > 0 we have
P(C; =1i|F;) > 0.
In the next section we give an example of a rating process for which these assumptions

are satisfied.

REMARK 1. a) It is also worth to note that Assumption 1 is redundant if K = 2
(so we have only two states: default and non-default). This follows from rephrasing of
Lemma 5.1.4, p. 146 in Bielecki, Rutkowski [4]. Under the assumption P(C; = 1|F) > 0,
this lemma implies that for u > t,
P(Cy, =1|Fs VFE) =150, 1y -2
( | t) {Ci=1} P(C; = 1|F)

Since {Cy, =1} C {C} = 1}, we have

P(C, = 1|Fx)
= 1{Ct:1}P(Cu = 1|.7:00 \% O'(Ct)),

P(Cu = 1|foo V ]_—tC) = 1{Ct:1}

where in the last equality we use the same arguments as in the proof of Lemma 3 below.

b) If we fix an event A belonging to F, then by Assumption 1, C' is a Markov
process (usually time inhomogeneous) conditionally on that event A. This assumption
is in the spirit of the theory of doubly stochastic Poisson processes, so we could say
that processes which satisfy this property are doubly stochastic Markov chains opposite
to the conditional Markov chains (see Definition 11.2.1 in Bielecki and Rutkowski [5]).
Assumption 1 is satisfied for the construction presented in the third section of this paper,
and also for the construction in Bielecki and Rutkowski [5] and Lando [16].
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¢) Assumption 2 for K = 2 is well known in the default risk literature and there are
many different equivalent formulations of this assumption (see Bielecki and Rutkowski
[5] section 6.1.1).

d) Assumption 3 means that each state is attainable with positive probability. In
particular, this means that for any small ¢ > 0 the process C' can reach the state K (i.e.
the default state) with positive probability, although this probability may be very small.

e) Assumption 3 also implies that FX CF;.

It is easily seen that Assumption 1 can be expressed in a different way, namely
PRrROPOSITION 1. The following conditions are equivalent:

a) Assumption 1.
b) For every t > 0 and every bounded random variable X which is F! .= o{C\, : u > t}
measurable we have
E(X|Fx VF) = E(X|Fx V o(Cy)). (1)
In the next lemma we give an equivalent formulation of Assumption 2.

LEMMA 2. Assumption 2 is equivalent to any of the two following conditions:

i) For each t € Ry, the o-fields F, and FF are conditionally independent given Fy.

il) For each n € N and any sequences 0 < uy < ... < up <t , (i1,...,0n) € K™ the
following equality holds
P(Cul = ily cee 7Cun = anft) = P(Cul = 7;1, cee 7Cun = ln|-7:00) (2)

The proof of this simple, but very useful lemma will be given in the appendix.
Now we prove a general fact on conditional expectation. It is a key lemma in later
calculations.

LEMMA 3. Let X be an integrable random variable on (2, M,P) and let Y be a random

variable which takes a finite number of values y1,...,yx. For an arbitrary o-field G C M
such that
P(Y =y|G) >0 for i=1,... K,
we have
(X1iy—y1lG)
EX|G VoY Zl{Y yi} {fy}g) (3)

Proof. Tt is sufficient to prove that
E(X1y—y,;19)

BXIGV oD y=yy = L=} iy —ig)

(4)
so we have to show that for every A € GV o(Y),
/ Xl{y:yi}P(Y = yl\g)dP = / l{Y:yi}E(Xl{y:yi”g)dP. (5)
A A

The class £ of M-measurable sets satisfying (5) constitutes a A-system. Let P denote
the class of sets of the following form

P={AeM:3Be@G, Jy; € {y1,...,yx} such that A =BN{Y =y;}}.
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P is a m-system. Moreover the o-field generated by P is equal to GV o(Y). Therefore, by
the lemma on m — A systems, to prove (5) for sets from G V o(Y') it is enough to prove it
for sets from P. To end the proof it is enough to show (5) for y; = y;, since it is obvious

for y; # i

BO{Y:yi}

= | By By |9)(6)P

= /BE(Xl{Y:yiﬂg)E(l{y:yi} G)dP
- /BE(I{Y:yi}E(Xl{Y:yi}\9)\g)dP

- /B 1iy=y  E(X1y—y,}|G)dP

- /Bﬁ{Y—yi} Ly=y} B(X1{y=y;|G)dP = RHS. u

REMARK 2. By Assumption 3
P(C; =i|Fs)

is a well defined F, measurable random variable. Using Lemma 3 we obtain

Pij(t,u) ==

P(Cu = .7|-7:oo V ftc)]-{Ct:i} = ﬁi,j(t7u)1{0t:i}'

Now we derive some conditional expectations useful in pricing of defaultable bonds
with credit rating migration and their derivatives:

THEOREM 4. Let X be an Fo-measurable integrable random variable. Then

a) for every 0 <t <w and every j € K

K
E(X1ic, -7V FD) =Y 1ie,—y B(XPi;(t, u)| Fy), (7)
i=1
b) for every 0 <t <w and j € L\ {K}

K—1
EX1pcrcuc, —plFVFL) =D 1io,—yB(X G ()| Fr), (8)

i=1

where
P(t <7< U,CTf :j7Ct :l‘foo)
P(C; = i|Fx)

Grij(u) = (9)
fori,j e K\ K and u > t.

Proof. a) It is enough to show equality (7) on the set {C; = i}. Using, successively, the
chain rule for conditional expectation, Assumption 1, Lemma 3, Assumption 2 we have
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E(X1c,—p|Fe V FO L c,miy = E(XE(L{c,—j} |Fos V F) Lo, =iy | F V FE)
= E(XE(1{c,—j}|Fo0 V 0(Ce)1{comiy | F: V FC)
E(I{C =j Cf:i}|FOO)
—E(X v=5,Ct Lic,_i
( P(C, = i[Fw) (=9
=L, =n E(Xpij(t,u)|Fe VFL) = Lic,—n E(Xpij (t, u)|F).

ftvff‘)

b) The proof is similar to the proof of part a). Using (1) with X =14 and
A={t<1<u, Cr=j}eFo
we obtain
Pt<7<u,Cr =j|FuVFO) =Pt <7 <u,Cr =j|FuVa(C)). (10
Hence
E(X14|FV FO)1c,2p = E(XE(A|Fs V )L ic, = | Fe V FE)
= E(XE(14|Fo V 0 (C)1ic,—i|F: V FE)

E(1an{c,=i}|F)
—E(X ’ lio—;
( P(C, = i|Fs) ~C=8

]-‘tv]-'tc)

P(AN{C: =i} Fuo
—1{Ct—i}E(X ANt — 1l )|-7:t>

P(C: =i|Fx)
=10, =iy E(X G, (u)|Ft)

where the second equality is a consequence of property (10), the third follows from
Lemma 3 and the fourth equality follows from Assumption 2 applied to the integrable
random variable Y = E(X1n¢c,—i}|Foc). =

COROLLARY 5. For every bounded F,-measurable random variable X and for any u >t
K K—1

E(X1golRVFO) =Y 1{Ct:i}E(X 3 pi,j(t,un;ﬂt). (11)
i=1 j=1

Proof. Since {T > u} = {C, # K}, we obtain formula (11) by applying (7). m
THEOREM 6. Let Z be a bounded, F-predictable stochastic process. Then we have:

a) for every 0 <t <w

K-1 w
E(Zljcrcp| i VF) = 1{Ct_i}E(/ Z,dF; ;i (v) ]—"t>, (12)
i=1 t
where
P(r<v,C,=i
Fi,t(v) — (T = 0,04 Z|foo) (13)

for every 0 <t <wv and for each i € K\ K,
b) for every 0 <t <wu

K-1 u
E(ZT]-{t<-r§u,CT,:j}|}-t vV ]:tC) = Z 1{Cti}E(/ Zvth)iJ‘(U)
i=1 t

]—‘t). (14)
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REMARK 3. From condition ii) in Lemma 2 it follows that the process F; ;, for fixed i, 1, is
nondecreasing, so the integral under conditional expectation in (12) should be understood
as the Lebesgue-Stieltjes integral. The same concerns Gy ; ;.

REMARK 4. Notice that
P(r<v,C;=i|Fx) PC,=K,C;=i|Fx)
Fi = " = " = D; t, .
) P(C; = i|Fx) P(C, = i|F) Busc(tv)
Proof of theorem. Let us consider an F-predictable simple process, i.e. a process of the
following form

Ze= &l{cs<ti} (15)
k=1

where & is a bounded F;, -measurable random variable.
a) Note that {7 < v,C; =i} € F! for v > t. Hence and by Proposition 1 it follows that
E(&G 1<l PV FO)Lc,=iy = BEGEQ (r<v.c,=iy [ Foo V FO) Lic,=iy | Fe V FL)
=E(GE1{r<v,0,=i} [ Foo V o (C))1ic,—iy | F: V FY)

P(r <v,Cy = 1| Foo)
=E 1o, —;
(5’“ P(C, = i|Fs) 97

= E(&Fi(0)|F vV FO ) e,y
=E(&Fri () F)1{c=i, (16)
where in the third equality we have used Lemma 3 and in the fifth equality Assumption 2.

ftvgc)

Using (16) for v = ¢ and v = ;41 we obtain
E(& 1y, <r<tis} | Ft V ftc)l{Ct:i} -
=1, =y B(§e (Fri(tr1) — Fri(te))|Fe) = l{Ct:i}E</ ZydF, ;i (v)

tr

J—‘t). (17)

Since Z, for Z given by (15) is equal to

Zr = Z §k1{tk <T<tp41}s
k=1

(17) gives formula (12) for an F-predictable simple processes. For a general bounded F-
predictable process the assertion follows by the monotone class theorem (see e.g. Protter
[19] page 7).
b) The proof goes in the same manner as in point a). It is enough to prove (14) for an
F-predictable process Z of the form (15). Applying the monotone class theorem we obtain
the general case. Now, we briefly sketch the main steps of the proof.

For every v > t formula (8) implies

E(&litcr<oc. =il Fe V FOc,mip = 1ic,=iyE(&kGri i (0)| Fe). (18)

To complete the proof for a simple F-predictable process Z it is enough to notice that
for tx41 > tx >t we have

E(&ltycr<tin.Cro—jiormiy|Fe V FL) = L=y B(&r(Grij (ths) — Grig(tr)|F),
which follows from equality (18) applied to v =t 1 and v = t;. =
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3. Model of rating migration induced by a Cox process. Let F be a given
reference filtration which contains all market information apart from the information
about rating migration. We construct a rating migration process using the following
objects:

1. A discrete time homogeneous Markov chain (Ck)kzo, independent of F.., with
values in the set K = {1,..., K}. We assume that C' has one absorbing state K
and the remaining states are transient. So the transition matrix, denoted by P, is
of the following form

P11 D12 P13 cee P1,K
P21 P22 P23 cee P2,k
P31 P32 P33 ces P3.K
P = . ) . .
Pk-11 PrK-12 PK-12 --- PK-1,K
L 0 0 0 0 1 ]

2. A Cox process (NV;)¢>o with an F-adapted intensity (A;)i>o0.
We recall here the definition of Cox processes (conditional Poisson processes, see
e.g. [4]).

DEFINITION 1. A stochastic process (Ny);>o is called a Cox process if there exists a
nonnegative F-adapted stochastic process (A;)¢>o which satisfies

t
P(/ Audu < +00; Vt>0)=1 (19)
0

and -
P(/0 Aydu = oo) =1, (20)

and such that the process (Ny);>o conditionally on realization of the intensity, i.e. con-
ditionally on the o-field F2 , is a time inhomogeneous Poisson process with the intensity
(At)t>0. This means that for all 0 < s < ¢ < co we have

E(eNeN) | FN  FA ) = e =) [ Avdv,

This definition implies that
t
_ (j:s Audu)ke— f: Audu.

P(N, — Ny = k|7 V FZ) 1 (21)
Now, we define the rating migration process C' by the formula
Ct = C‘Nt. (22)

In this model the Cox process generates impulses in time. Each impulse can cause a rating
change, the rating migration process jumps from the current rating i to the rating j with
probability p; ; and stays in the current rating ¢ with probability p; ;. The intensity of
transition from the state ¢ has the form

—Aii(t) = (1= pia)A(D).
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The probability of change of rating from the state ¢ to the state j, given that the rating
changes at time ¢, is equal to

Ai,j(t)_ pi,j)‘<t) _ Dij

Aii(t)  (I=pia)A(t) (1 —pig)

In this section we make Assumption 3 and the following assumption

ASSUMPTION 4. The processes (Ck)r>o0 and (Ni)i>o are conditionally independent
given Foo.

It is easy to see that an appropriate specification of the P matrix ensures that As-
sumption 3 holds.

In the next theorem we prove that the process (Cy)i>0 satisfies properties which are
equivalent to Assumptions 1 and 2 from the previous section. Thus, the process (C})i>o
satisfies Assumption 1, 2, 3, so we can use the results from the previous sections to
investigate properties of a model with rating migrations induced by a Cox process.

THEOREM 7. The proces C' defined by the formula (22) has the following properties:

i) For every t > 0 and for every bounded F<! := o{C, : u > t} measurable random
variable X,

E(X|Fx VF) = E(X|Fx V o(Cy)).
i) For anyn € N, (i1,...,1,) € K™ and all uy < ... < wu, <t we have
P(Cy =t1,...,Cy, =in|Ft) =P(Cy, =i1,...,Ch, =in|Foo)-
Proof. i) Fix an arbitrary ¢ > 0, and let £ be a class of sets satisfying
E(14|Fs VFL) = E(14|Fs V o(Cy)). (23)
The class £ is a A-system. Consider a class P; of sets of the following form
Pr:={AeF:A={Cy =j1,...,Cu, = jn} for some n €N, (j1,...,jn) € K",
(ut,...,up) € [0,00)", min{uy,...,u,} >t}

Obviously, P; is a m-system. In Lemma 23 in the appendix we prove that equality (23)
holds for sets A from the class P;. So Py C L and applying the lemma on 7 — A systems
we get that equality (23) holds on sets A from o(P;) = F&t := 0{C, : u > t}. Applying
the monotone class theorem we obtain that equality (23) holds for an arbitrary bounded
FY! measurable random variable, which is precisely the assertion i).

ii) We will prove this fact in the appendix in Lemma 22 part b). m

COROLLARY 8. The process C given by (22) is an (F,FV FC) conditional Markov chain.

3.1. Transition probabilities. For an absorbing Markov chain with one absorbing state
the canonical form of the transition matrix P has the form

P= A (24)

0 \ 1
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where
P11 P1,2 P13 e P1,Kk—1 P1,K
P21 D22 P23 e P2, k-1 P2,K
Q= P31 P32 P33 <o P3K-1 , R= P3,K ,
PKk-11 PK-12 PK-12 --- PK-1,K-1 PK—-1,K
o=[0 , 0 , 0 ,... 0

The matrix P is stochastic, so it is uniquely determined by the matrix @ (since R =
(I-Q)1).

From now on, the element a; ; of an arbitrary matrix A = [ai’j]{,{jzl will be denoted
by [A]i ;-

THEOREM 9. Let (Cy)i>0 be a process given by the formula (22). Then p; ;(s,t) defined
by (6) is given by

ﬁiJ(S,t) = [e(P,I) fs )\udu]iJ‘. (25)
Moreover, fori,j € K\ K
ﬁi,j(s,t) = [ef(I*Q) f: Audu]id
kot nj+ng ¢ (ft Ay du)P™m™
= Z Z ai,m< Z bp,jef(lfdl)fs )\ud'u,sul>7 (26)
R = - m)

where Q is the matriz from the canonical form of P (see (24)), and A = [am]fj;ll is the
matriz from the Jordan decomposition of Q, i.e. a decomposition of the form Q = AJA™!
with a nonsingular matriz A, J = &F_, J,, (d;) and Jp, (d)) is a Jordan block of dimension

ny associated with eigenvalue d; andny :== 0, n) :=nj_,+n; forl > 1, and by j :=[A7], ;.

Proof. Using formula (45) from Lemma 22 and (6), we see after some elementary calcu-
lations that
o'} t oo t
_ e v(fs Apdv)F [t de (Pfs Apdv)F
Bij(s,t) = Z[Pk]i,je IExod = [ xd Z e y
k=0 k=0 ;

— o i Awdv [epf;,\udv] P [} xudu]

i = i
This ends the proof of formula (25). Now, we deduce formula (26). First, notice that
the matrix Q — I has a Jordan decomposition Q@ — I = AJA™! where J = (J —I) =

@®F_ Jn, (dp — 1). So, it is well known (see Lemma 24) that

k
o~ (I=Q) [ Audu _ A(EB oL Audu)Jnl(dz—l))A—17
=1

where the matrices in the sum have dimensions n; x n;, [ = 1,...,k, and terms given by

Ehudu) Tt t .
[end (D) [ i), s (jﬂ,i)? e~ (=) [[xudu if i _ i > ()
’ 0, if j —i <0,
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fori,j € K\ K. Hence, for i,j € K\ K

t ko omtm ny+ny (ft A du)P—m t
[e—(I—Q) Ie /\udu]i,' = ai,m( b ’,Le—(l—dl) N Mdu))
j Z;m—zngjﬂ z;r:n " (p—m)!

where n} := 0, nj :=nj_; + n;, and the proof is complete. m
In some cases formula (26) simplifies considerably:

EXAMPLE 10. Assume that the matrix @ is diagonalizable i.e. there exist a nonsingular
matrix A and a diagonal matrix D = diag(dy,...,dk_1) such that Q = ADA™!. Then
formula (26) simplifies significantly, namely for i, j € K\ K we have

K-1
[e_(I_Q)f: Audu] j = Z ai,nbn,je_(l_d")f-: Audue (27)

n=1

where b,, j 1= [A7Y],, ;.

3.2. Joint distribution of a default time and a pre-default state of rating. In this subsec-
tion we show how to calculate a joint conditional distribution of a default time 7 and a
pre-default state of the rating migration process C' in terms of the transition matrix P
as well as the matrix from the canonical decomposition of P.

THEOREM 11. Assume that the process C is given by (22) and i,5 € K\ K. Then for
any v >0 and every 0 <t < v, we have

P(t <1< 'U,C,rf = J‘foo V O—(Ct))]-{cf,:i}
o] l v 1
—[r i m— (f Audu)
= Lamge M0 SO ( DD 1P i) (28)
=1 m=1
Proof. By Lemma 3
Pit<t<vCr- =4C:=ilFsx)

1o, —iv-
P(C, = i|Fw) {Ct(‘;;)

P(t <7 <v,Crm =j|Fu Vo(Ci))lic,—iy =

Let
A={C_=jC=it<T<v}

Our task is to derive P(A|Fo) in terms of the matrix P and the intensity process (A¢)¢>0.
Since the process C' is defined by (22) we have

A= J{C,-=jCi=it<T<v,N,- N, =1}
=0

and

{Cr =i} = [ J{Ck =i, N, = k}.

k=0
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Therefore, we can represent the event A in the following way

A= UU({Nt—k}m{N Nt—Z}mU{cwz e )

k=01=1
= U U({Nt = kan - Nt = l} N U {ém+k = K; Onz—l—i—k = j7 C’k‘ = Z}),
k=01=1 m=1

where by (v,)n>0 we denote the subsequent jumps of the Cox process (IV;);>0. Using this
form of the event A we conclude that

P(A|Fx)
- P(D G (1N =k, Ny = Ny =131 Llj {Consk = K, Con 14 = 1, Cr = i) ‘]—"OO)
k=01=1 m=1

Sop

1

!
{Ne =k, Ny = Ny =130 | J{Crngr = K, Crn141 = 5, Ci = i}‘Foo)

m=1

~

(
P (N, =k, N, = Ny = 1| Fc ) P( Llj {Crrr = K, Cnr41 = J, Cp = i}| F,
m=1

~

1

(ftv Audu)!
I

My T I
NERANE

!
P( U {Crnik =K,Cr14% = §,Cr = Z’}’fm)ef [ Audu

1 m=1

i
=)
I

i an (S Audu)
x e~ Jo Aud B T (30)

where the third equality follows from Assumption 4. Independence of the Markov chain
(C'k)kzo and the o-field F., implies that

P( LlJ {Crsk =K,Cpm146 = §,Cr = i}‘foo)

m=1

= (LIJ{ Crpr = K,Cpy 1+k—];0k—z})

m=1

=3 P(Conir = K[Cpo14x = §)P(Cro14k = j|Cx = ))P(Cy, = i|Co = i)

l
=1

m
l

— E m— 1
*pj,K 101 P 0,5

m=1

Substituting this expression into the formula (30) we obtain

0o o0 l v t
_— e Adu)t u ( Audu)k
= (Pj,K[Pk]io,iZ[P lh,j)e $ pudn Uy 2ude) e e Uy Mud)” o

k=0 1=1 m=1
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> Ay du)
= (Z[Pk]zo i€ _f() )\“duifo k[ )

k=0
) 1 .
<Z (pJ,K Z [pm- 1 7,,) - AuduW)
=1 o '
o0 1 )
= P(Ct = Z|foo) (Z (pj,K Z [mel]ivj)e* I )\udu(ft/\ll'AdUJ)l)7
=1 o ]

where the last equality follows from Lemma 22 (formula (45)). Putting the derived formula
for P(A|Fs) into (29) we obtain the desired result. m

Since
P(r <v,Ci=1i,Cr = j|Fx)
Lo Gris(0) = Yo ——p G =i 7)
=Pt <7 <0,0Cr = j|Feo Vo(C)lic,=i, (31)

we see that the previous theorem is useful in deriving the probabilities Gy ; j(v). In the
next theorem we derive a formula for Gy, ;(v) in terms of some matrix exponent given
in terms of the matrix Q.

THEOREM 12. Let Q be the matriz from the canonical decomposition of P andi,j € K\K.
Then for any v > 0 and for every 0 <t < v we have

P(t <7 <v,Crm =j|Fee Vo(Ci))lic,—iy
= 1i0,=ypy, i [(1— Q)M (I — e m D duduy], o, (32)
Proof. Set

. R " Audu)!
b ’\“d“pj,K Z(Z [Pm_l]i,j> (ft#

=1 ‘m=1
Taking into account (28), it is enough to prove that

I=pjr[(l—Q) (I —e (=D duduy), ;.

’

First of all, notice that for any £ > 0 we have

ph_ Q" |a-@h

0 | 1
Hence, for 4,5 € K\ K, we obtain

o] l v .
I'=pjx [Z ( > mel) (ft/\lij‘d“)e— [ Audu
=1 m=1 . i

For absorbing Markov chains with one absorbing state and with remaining state tran-
sient, (I — Q) ! exists (see e.g. Grinstead and Snell [10]) and as a consequence we obtain

Z Q= (1- Q) (I- QY.
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Therefore

N U dadu)
I'=pjx [Z(H -Q) MI- Ql)(ftli'“)e— J; )\udu:|
! y

= pye S 2 du|: (ZH (f; >\ du)! _g (thvl)!\udu)lﬂ

= pj e M1 — Q)TN (Iedd A — T — (@I A — )], 5
= pj e I — Q)T ()i Audu — @[T Auduy],
= pix[(1— Q)1 (I — e~ (=@ S Xuduy,

2,7

,J
Apdu

which completes the proof. m

Using Theorem 12, the definition of G and (31) we can find a compact form of the
differential dGy ; ;(v).

COROLLARY 13. The differential dGy ; ;(v) has the following form
th,i,j (U) = [e_(H_Q) ftU A“du]iJ—ij()\vd'l}. (33)

4. Pricing of bonds and credit default swaps

4.1. Pricing of defaultable bonds. We consider the defaultable bond with fractional re-
covery of par value, maturing at time 7, which is subject to a rating migration according
to the process C' defined by the formula (22). The default time is defined as before, i.e.
as the first moment of reaching the absorbing state K by C, i.e.,

—inf{t>0:C, = K}.

Such bond pays 1 unit of cash at maturity time 7" provided that a credit event occurred
after T (i.e. on the set {7 > T'}). While on the set {7 < T} the bond pays at the default
moment 7 a recovery payment dc._ € [0, 1) which is some fraction of its nominal value (J;
is a fixed number for each j € K\ K). It is important to notice that a recovery payment
depends on C;_, i.e. on the rating of bond before the default time. Under the assumption
of absence of arbitrage opportunities, the price (the ex-dividend price) of such defaultable
bond is expressed by the following conditional expectation

1 dc,
D(t,T) = BtE(B 1{,,.>T} + — B 1{t<T<T}|gt)

where (B;)¢>0 is the value of the saving account. Of course, the short rate process is
F-adapted and will be denoted by (7:)i>0, so By = exp(fot rsds). In this section, we
assume that G = F Vv FC. Now, applying formulae for conditional expectations from
section 2 we can calculate the price of bonds under consideration.

THEOREM 14. Assume that C is given by (22) with intensity process (Ay)u>0 and tran-
sition matriz P. Fort < T, the price of a defaultable bond with fractional recovery of par
value is equal to



BONDS AND CDS WITH RATING MIGRATION INDUCED BY A COX PROCESS 173

K-1 K-1
— [T rodur, —(I— T Audu
D(t,T) sty = Y 1{Ct—i}[Z(E(€ Jo rudu o= (=Q) fi7 dudu], L 1)

i=1

o, / S rodv o= (1-Q) [ )\vdv]i,jpj,K)\u|ft)du):|‘

)
9

5.
= Lic=i ZBf < licr=j) + ]Tl{t<T§T,CT,:j,Ct:i}

Proof. For i € K\ K we have

1 oc,
D(t,T)1i0,=iy = l{c,=i} BiE ( lisry + —— B —licr<r}

1 do,
= 1{ct—i}BtE(Bl{cT¢K} + g i<ty

)

The process (Bi)¢>o is F-predlctable, by assumption, and therefore application of Corol-
lary 5 and Theorem 6 enables us to write
> -1

Using formulae (26) and (33) and the conditional stochastic Fubini theorem (see Apple-
baum [2]) we obtain

K-1

D(t,T)1¢c,—iy = L{c,=i} Z ( pi (6, T)+d; / —LdGy 5 (u)
j=1

K-1
T T
I = 1{C¢=i} Z <E(eff Tudu[e*(H*Q)ft )\udu]i,j|ft)

+5 / ’r‘vd’U[ —(H Q)ft )‘“dv] ]p]7KA ]:t)du>

which establishes the formula. m

Using Theorem 14 and Theorem 9 (equality (26)) we can express the price of a de-
faultable bond in explicit form.

COROLLARY 15. The price of a defaultable bond with fractional recovery of par value is
equal to

K-1 nj+n, nj+ng

k
D(t7T)1{Ct:i} = 1{Ct:i} Z Z Qi m Z bp]( t T,p—m,l — dl)

3=1 I=1 m=n/+1

T
+ §jpj,K/ B(t,u,p—m,1— dl)du>,
t

where:

“Xodv)F
B(t,u, k,w) == E ((ftk'v)e— S [n;-‘rw)m]dU)\u ’«E&) ’ (34)

“Aodv)E
H(t,u, k,w):= E<W€ S rotwiy]dv

]—"t> . (35)
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Using (27) we obtain

COROLLARY 16. Assume that the matriz Q is diagonalizable. Then

D(t, T)]'{Ct:Z} ==
K-1K-1

T
1{Ct:i} Z Z ai,nbm]‘ (H(t, T,0,1— dn) + 5jpj7K /t B(t, u,0,1 — dn)du> .

7j=1 n=1
4.2. Pricing of Credit Default Swaps. In this subsection, using the previous results we
describe a method of finding prices of credit derivatives connected with bonds considered
before. We do it considering a Credit Default Swap. The Credit Default Swap (CDS)
is an agreement between two counterparties: a protection buyer and a protection seller.
This agreement has two legs:

Premium Leg: The protection buyer agrees to pay a fixed amount £ (CDS spread) on
fixed dates in time 7 = {17 < Tp < ... < T,,}. He pays k at time T} provided that
default does not occur before or at 7). Then, for ¢ < T3 the value of the premium leg is
B K
VP(t) = B,E Z EI{T>T]Q}

equal to
5)
k=1 """k

Default Leg: The protection seller agrees to cover all losses connected with this bond
provided that loss occurs before the protection horizon T;,. For t < T,,, the value of this
1-4d¢

default leg is equal to
VD (t) = BtE(BTl{t<T<Tn} gt) .

If we know the value of the spread, i.e. k, then the CDS value at time t is the difference
between the premium leg and default leg
gt)-

The market CDS spread x (sometimes also called the “fair spread”) is determined at the

contract inception date ¢ < T} in such a way that the value of the contract is 0, i.e.
CDS(t,7,k) = 0.

Pricing of CDS is mainly the issue of calculation of the fair spread x(¢,7). In order to

do this we have to be able to calculate the value of both legs, since the fair CDS spread

E(5-(1 —dc, )li<r<t,}|G)

E(X %1{T>Tk}|gt)

The next theorem provides formulae for the value of both legs expressed through an
exponential involving the matrix (@) — I) and the intensity process (A)¢>o.

n

~ K (1 — (5077)
CDS(t,7T,k) = Vp(t) = Vp(t) = B,E (; Br, Yoony = g Lu<rsmy

is given as

K(6T) sy = Lrsgy

THEOREM 17. Assume that C is given by (22) with intensity process (Ay)u>0 and tran-
sition matriz P. Let t <Ty. The value of the default leg is equal to
K—1

K-1 Tn
VD(t) = Z ]-{Ct:i} (Z (1 — (S])/ E(e_ J; rudv[e—(H—Q) A )\Udv}i,jpj7K)\u«7:t)dU> )
i=1 t

j=1
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The value of the premium leg is given by

n

K-1
Z 1{Ct =i} (Z Z E t Tudu[e—(ﬂ Q) ft k >\udu] |ft))
k=1 j=1

Proof. Let us first consider the default leg. For each i € K\ K we have

t) 1=y
K-—1 1_ 5
=1,y Bi Y E( 5 Lt<r<t, 0. =) gt)
j=1 T
Tnq
( — 5])BtE</ B—th7i7j(u) t)>
t u

K-1 T,
=1ic,=) (Z (1- 5j)E</ e S v [em =D J; A”d”]z‘,jpj,K)\udu|7:t))
t

1- 60,
Vp()1lic,=i} = BB —5— Li<r<ra)

T

1
K-1 Tn
= ]-{Ct:i} ( (1 — (Sj)/ E(e_ ft, 7‘ud'u[e—(]l—Q) ft AUd’U]i,jpj,KAuLFt)dU)y
t

where the third equality follows by application of Theorem 6 (the process (B;)i>o is
F-predictable) and the fourth follows from (33).

To obtain the value of the premium leg, let us note that for i € £\ K

n

1
VP(t)l{Ct:i} = F{,BtE <Z El{T>Tk}
k=1"""F

= KZE( Lion, #K)
n K-1

Tk p dur —(I— T\, du
:KZZE(G ft ud [6 (1 Q)ff Aud ]i,j|Ft)1{Ct:i},

k=1 j=1

gt) lic,=i)

K-

gt)l{ct_i}szE<B Z (t, Tk
k=1 Ty °;

)1{@ —i}

where in the third equality we have used (11) and in the last (25). m

COROLLARY 18. Assume that C' is given by expression (22) with intensity process (Ay)u>0

and transition matriz P. Then the value of the fair CDS spread at time t < Ty is given
by the formula

H(ta T)]‘{T>t}

KZ 1 S = 6) [ Bem K v e QUMY s X[ F ) du
{Ce=i} n K-1 — [ *r,du u
i=1 D k=1 ijl E(e S rad [e=(- Q) Ji* dud i jlFt)



176 J. JAKUBOWSKI AND M. NIEWEGEOWSKI

Using Jordan’s decomposition of the matrix ¢ we obtain by (26) more explicit for-
mulae:
COROLLARY 19. The value of the fair CDS spread at date t < Ty is given by the formula:
“(t77)1{r>t} =
1(21 l{ct:l}z Zz L anﬁsfﬂ "ZJ:” aimbp i (1=8;)p;, Kft B(t,u,p—m, 1—d;)du
i=1 POy 12 Zz 122:2#1 n+nl ai,mbp s H(t, T, p —m, 1 —dy)
where B and C' are defined by (34) and (35) respectively.

COROLLARY 20. Suppose that the matrixz Q) is diagonalizable. Then

K-1 T,

Yai b )P B(t,u,0,1 —d;)du

R T = ) 1{@:1}2 L Sy ZJ( i Jy " B 2
i=1 > 12 D o azlbla (t,Ty,0,1 —dp)

where B and C are defined by (34) and (35) respectively.

Proof. This is a simple consequence of the previous results and (27). m

4.3. Example. In this subsection we provide an example of a specification of the short-
rate process (r;);>0 and intensity process (A;)¢>0, under which the conditional transforms
defined by (34) and (35), i.e. the functions B and C, have an explicit form. Therefore,
prices of defaultable bonds with fractional recovery of par value and prices of CDS have
closed forms in the model with such short-rate and intensity processes.

Assume that the processes r and A are the solution of a general Ornstein-Uhlenbeck
equation with Lévy noise, i.e.:

dr(t) = 0, (ky — r(t—))dt + (o, dZ(1)), (36)
AN(t) = Ox(kx — A(t=))dt + (o, dZ (1)), (37)

where the coefficients 0, k.., 0y, k) are positive constants, o,,0y € Rf_ and Z is a two-
dimensional pure jump Lévy process with values in ]Rf_ and the Lévy measure denoted
by v.

Now, we quote the theorem which describes explicit forms of the transforms defined
by (34) and (35) (for the proof see Niewegtowski [18]). We start from

DEFINITION 2. The point (w,v) is called admissible for parameters (6,0, 0,0, v) if
for all t € [0, u]

—%(G_GT(H_U — 1)+ o (ve‘e*(“_t) — 03(6_0*("4) — 1)> € IntB,
T A

B := {x : / e~ "Wy (dy) < oo}.
ly|>1

The notion of admissibility gives a sufficient condition for existence of integrals in the

where

following theorem.
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THEOREM 21 ([18]). Let a point (w,v) be admissible for parameters (0,,0x,0p,0x,V).
Then for t € [0,u] we have

E(e_ ftu[r(s)+w)\(s)]dse—v>\(u)|f-t) — e—BT(t,u)r(i&)—B>\(i&,u,w,v))\(t)—i-A(t,u,w,v)7 (38)

where By.(t,u), Ba(t,u,w,v), A(t,u,w,v) are real valued functions in t for fized u, w, v
and they are solution on the interval [0,u] to the following system of ODE:

_ 0B,(1)
0= "2+ B,(1)f, ~ 1, (39)
0= —6‘86)%@) + B)\(t)e,\ —w, (40)
OA(t)
0= 5t OrkrBy(t) — OxkaBa(t) + T (0,Br(t) + 0xBa(t)), (41)

with terminal conditions
B,(u) =0, By(u)=v, A(u)=0,
and J given by the formula
I@) = ~a.a)+ [ @ 1 ()L ()l
REMARK 5. The unique solution to the above system of ODE has the form:

B(t,u) = —%(e—“("—” —1), (42)
Ba(t,u, w,v) = ve 0=t %(e—%(u—f) ~1), (43)

A(t,u,w,0) = — ki (By(t,u) + (u — 1)) — kix(v — Ba(t,u, w,v) + w(u — t))
; /t " J(0rBu(s,u) + 02 Ba(s,u,w, v))ds. (44)

REMARK 6. Theorem 21 gives us the explicit form of the function H defined by (35) for
k = 0, namely
H(t, u, 0’ U}) — e—BT(t,u)r(t)—Bk(t,u,w,O))\(t)—i-A(t,u,w,O).

The value of the function H(-, -, k,-) for arbitrary k € N can be derived inductively. To
do this we use the relation

10H(t,u, k —1,w)

k Ow ’

which follows from the following calculations

H(t,u,k,w)=—

1 8H(t7 4 k — 17 w) — liE Me_ ftu(r1)+W)\1))dv ‘7:t
k ow k Ow (k—1)!
]-"t)
_ _E ( (i >‘v|d”)k o= [ (rorw,)d
k!

u k
— EE Mief f;u(rv+w)‘v)dv
k (k=1 ow
]—‘t).
Changing the order of integration and differentiation is justified by admissibility of the
point (w,v).
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The same remark concerns the function defined by (34). For k = 0 we have

B(t, u, 07 U}) — ge—Br(Lu)T(t)—Bx (t,u,w,)A(t)+A(t,u,w,v)
v=0
and, as before, for arbitrary k € N we have
10B(t,u,k —1,w)
k Ow '

REMARK 7. If an R%-valued (r;, \;) process is affine (see Duffie et al. [7]), then it is also
possible to derive an explicit form of the conditional expectations in (34) and (35).

B(tvuvkaw) =

5. Appendix. In the appendix we present two lemmas used in this paper, and which
are also of independent interest, and the proof of Lemma 2 which is probably known, but
we couldn’t find the proper references. Finally, we quote the known facts from matrix
algebra, which we have used in our proofs.

LEMMA 22. Let F be a given filtration, N be a Cox process w.r.t. F and C be a discrete
time homogeneous Markov chain independent of Foo and with transition matriz P. Define
the process (Ct)i>o0 by the formula:

C; =Ch,.
Assume that P(Co = i) = 1 and Assumption 4 is satisfied. Then:

a) For0<u; <...<uy,

uw km
h S i etz g
- tm—1tm

|
m=1 “k,,=0 k!
ST (=D fEm Adv
=IJle e PR (45)
m=1
where we put ug = 0.
b) For every n € N and all sequences 0 <wuy < ... <up, <t, (i1,...,in) € K™ we have
P(Cy =i1,...,Cy, =in|F) =P(Cy, =i1,...,Cu, =in|Fo), (46)

(i.e. the process (Ct)i>0 have property ii) from Lemma 2).

Proof. a) Fix n € N and sequences (i1, ...,iy,), (u1,...up), 0 <ujp < ... <wu, <t. Then
we have

P(Cy, =i1,Cy, =i2,...,Cy, = in|Feo)

:P(ON,ul Zil,ONuz Zig,...,éN, Zin|.7:oo)

Un
=P(Cny,—Nuy =115 ONuy =Ny 4+ Nuy = Nug = 12, Cxr (N, =N, ) = 0| F o)
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= > P(Cy =i1,C52 4 =iz, .., Cxp g, =in,
k1,...kn=0
Nu1 - Nuo = klaNuz - Nu1 = k2v s 7Nun - Nun—l = kn)|~7:<x>)
(oo} n B n
- Z P( m {ngl ke = im}’ ﬂ {Num - Num71 = k'm}’}—oo)
k1,...kn=0 m=1 m=1

o0 n

S P (Copyin = il [F ) P(() Ny = Mo, = |7,
k=0 m=1 m=1

k1i,...

where the last equality follows from Assumption 4. Independence of (Cy)r>o0 and Foo,
Markov property of (Cy)r>0 and P(Cy = ig) = 1 enable us to write the following formula
for the first term in the above product

P((V{Csp, b = im}|Fs) = [T P(Crpr, 1y = imlCopitf, = 1)
m=1 m=1

= H [Pkm’]inlflﬂinz'

m=1

Whereas, by (21),

n n . Um /\vd km,
P () (N = Nt =k} | o) = T e o ™ (fumlk ' o
m=1 me

m=1
where we have set up = 0 and used the assumption P(Cy = ip) = P(Ny = 0) = 1.
Therefore

P(Cy, =i1,...,Cu, =in|Fso)

00 n o U, Apdv .
Z H [P*™ i yime i A”d”(f“m*l—)

k!
ki,...kn=0m=1 m

n oo Um k
— [um X\, dv (f S )\vdv) m
11 ( D P e Jims ukm')

m=1 Mk, =0
which establishes formula (45).

b) The right hand side of (45) is F,, -measurable so, by the chain rule for conditional
expectations, formula (46) follows. =

LEMMA 23. Under the hypothesis of Lemma 22 for any m € N and all sequences t <
v < .. < VU, (J1,---Jm) € K™, we have

E(lic, —j1,...Cor=im} 1 Foo VFE) = E(Lic, —jr....C0, =im} [ Foe V 0(Ch)).

Proof. Fix sequences t < v1 < ... < Up, (J1,-.-,Jm) € K™. It suffices to show that for
every set D € Foo, V FC

E(lc, =j....c,, =imi1D) = E(E(L{c,, =ji.....C0, =jm}|[Foc Vo (Ct))1D). (47)

Let us denote by L the class of sets for which equality (47) holds. Obviously, £ constitutes
a A-system. We will denote by C; the following class of sets
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Ci:={B:B=ANH, where A€ Foo, H={Cy, =i1,...,Cy, =in},
for some n € N, max{uy,...u,} <t}.

The class C; is a m-system and o(C;) = Fuo V FC. So it is enough to prove (47) for sets
belonging to Cy, i.e.

E(l{CUl=j17"'7CUm=jm}1A1H) = E(lAlHE(l{Cvlzjlv---aCum:jm}|foo v O—(Ct))) (48)
Let F ={Cy, = j1,...,Cy, = jm}- Then, the left hand side of (48) equals

K
E(14E(1rly|Fx)) = Y EAAE(lrlc,—i1nlFx)),

i=1

and the right hand side of (48), by (3), equals

K
E(1¢c _i}lFfoo)>
> E(1alxlic,—; i
= (A HHO TP (0, = i Fo)

K
E(1 17| Foo)
{Ct i} 4+ F
— E(l1x1 _ .

2E ( P(Cr = i|7m) Ctrltic=nl” °°)>

Therefore, it is enough to prove that
E(l{g,=)1r|F)

E(1rlic,—inlyl|Fs) = - E(lglic,—nl|Foo)- 49
( Fl{Ci=i} H| ) P(Ct:71|~/foo) ( HL{C, }| ) ( )
In order to get this equality it is convenient to apply (45) to the sequences w =
(wo, -« s Wpame1) and ¢ = (co, - - -, Cptm+1) given by
0, for k=0,
w U, fork=1,...,n,
b t, fork=n+1,
Vgep_1, Tfork=n+2,....m+n+1
and
1o, for k=0,
o — ks fork=1,...,n
B i, fork=n+1,
Jk—n—1, fork=n+2,.... m+n+1.
We conclude that
m~+n+1 o) w (j‘wp by dv)kp
kp pr,l Apdv \Jw, 1 7Y
E(1plc—ilnlFx) = [] <Z (P™)epyepe 707 k,ﬂ)
p=1 p=0

m-+n S wi k
B(LicmiLrlFx) +HH(Z Ph e M)
('l 1,C1 9

P(C; = i| Foo) e\ !

ntl , oo w ([ Avduv)e
— L Apdv \Jw; _ v
E(lul(c,—ylF) = [[ (Z[Pkl}cmqe Fo llkl')
=1 Miy=0 '

It remains to combine these formulae to obtain (49). m
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Now, we give the proof of Lemma 2 since we couldn’t find a proper reference.

Proof of Lemma 2. Tt is a well known fact that i) is equivalent to Assumption 2.
i) = ii). Fix any n € N and sequences u; < ... < u, <t, (i1,...,i,) € K™ Denote
A={Cy, =i1,...,C,, =in}. For an arbitrary set F from F,, we have

E(1rl14) = E(E(1r14|F)) = E(E(14|F)E(1r|F))
= E(EQrEQ4|F7)|F:)) = E(ArE(14]F)),

which gives us (2).

ii) = i). Fix n € N. Let A € F£ be a set of the form A = {C,, = i1,...,Cy, =in},
where 0 < uy < ... <u, <t (i1,...,i,) € K" and let F' € F, be an arbltrary set. We
have to prove that

E(1rp14|F:) = E(14|F)E(1p|F).
Starting from the right hand side we obtain

E(14|F)EQp|F) = EQArE(14|F)|F) = E(ArE(1 4| Foo )| Ft)
= E(E(1F1A|foo)|.7:t) = E(1F1A|~7:t)

and the result follows since FC is generated by the sets of the form A. m

For convenience of the reader and to fix notation we quote here the known facts from
matrix algebra (see [17] or [9]), which we have used in our proofs.

LEMMA 24. Let B = AJA™!, where A is a nonsingular matriz, J is a Jordan form of
B, i.e. J is a matriz of the following form

k
J =@ T (d),
=1

where Jy,(d;) is a Jordan block of dimension n; X n; associated with eigenvalue d; with
multiplicity n;. For every a € R we have the following formula

k
= A(@ e a,
1=1
() s an upper triangular matriz with general term given by

[eaJnl (d,)]i o eadi (37;;" for j —i>0;
! 0, forj —i<O.

where e%Im

aB

Moreover, the general term (i,7) of the matriz e*® can be written as

nj+n; nj+n; P
B d
[e*)i; = E Z ai,m( Z bp,j€" ’7( _m),),
p=m p )

where n}y =0, nj =n)_; +n forl=1,....k and by ; := [A7],
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