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Abstract. This paper considers dynamic term structure models like the ones appearing in
portfolio credit risk modelling or life insurance. We study general forward rate curves driven by
infinitely many Brownian motions and an integer-valued random measure, generalizing existing
approaches in the literature. A precise characterization of absence of arbitrage in such markets is
given in terms of a suitable criterion for no asymptotic free lunch (NAFL). From this, we obtain
drift conditions which are equivalent to NAFL. In a suitable special case we are able to derive
existence results. For applications, models possessing a certain monotonicity are favorable and
we study general conditions which guarantee this. The setup is illustrated with some examples.

1. Introduction. Numerous works in the literature study infinite-dimensional bond
markets, with or without credit risk as for example [6], [I4], [28], [13], [29], [1], [22],
[2], and [3] among many others.
In this paper we study a general account of such markets: we consider bond prices of
the form
P(t,T,n)

where ¢t < T is current time, T denotes the maturity and n € Z denotes a quality index.
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This can refer to the credit quality of a term structure model, as it is the case in so-called
rating approaches (see [23], [4], and [I2]). Or it could take the role of the number of
already occurred losses in the context of credit portfolio modelling and collateralized debt
obligations (see [16] and references therein). In the context of life insurance, 7 denotes
the age of the considered individual and models the effect that a higher age influences
the survival probability as in [34]. Also models for market or liquidity impacts have a
similar structure, compare the recent approach in [24].

Essentially we only assume that bond prices are non-negative and have a weak regu-
larity in 7" and 7. This allows us to consider forward rate models in the Musiela param-
eterization, i.e.

P(t,T,n) =1(t) exp(/oT_t r(t, u,n) du);

here I is an indicator being zero when the bond prices are zero and one otherwise. This
is the starting point for modelling r as Hilbert-space valued stochastic process given by a
stochastic partial differential equation (SPDE). The market of bond prices is certainly a
large financial market which allows us to utilize the well-known concept of no asymptotic
free lunch (NAFL) introduced in [25]. In this regard, the market satisfies an appropriate
formulation of NAFL if and only if there exists an equivalent local martingale measure
(ELMM).

Conditions which render a measure ELMM are following the approach of [I9] and give
the drift in terms of the volatility, which is why they are called drift conditions. In our
case it turns out that two conditions are needed, one is a generalization of the classical
drift condition to our more general setup and the second one links the instantaneous rate
earned by the bond to the instantaneous risk and the risk-free rate. It turns out that this
second condition makes it difficult to obtain explicit models.

In a special setting, however, we are able to obtain fairly general existence results. We
proceed in two steps: first we use the results obtained in [20] for martingale problems for
marked point processes to obtain existence of a driving quality index process. Then we
employ techniques from [33] to obtain conditions which guarantee existence of a unique
mild solution of the SPDE for » when the drift condition is satisfied.

From a practical viewpoint it is natural that a bond with a lower quality should be
cheaper than a bond with higher quality. This is in general not implied by absence of ar-
bitrage, as we discuss. However, if interest rates are non-negative, or more general, bond
prices are martingales, monotonicity of the payoffs of the considered bonds carries over
to monotonicity of the bond prices by the risk-neutral pricing rule as the expectation is
a monotone operator. More generally, we show that if the model is positivity preserv-
ing, then monotonicity holds. Finally we give sufficient conditions which yield positivity
preserving term structures. Related results appear in [I].

The organization of the paper is as follows: after introducing the setup in Section [2
we discuss in detail the concept of absence of arbitrage considered in this paper. In
particular, we derive the mentioned drift conditions. Section [3]covers the existence results
while Section [] deals with positivity and monotonicity. In Section [§] we give a number of
examples which illustrate the results.
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2. Arbitrage-free term structure movements. Consider a filtered probability space
(Q, F, (Fi)t>0, P) where the filtration (F;)¢>o satisfies the usual conditions, i.e. it is right-
continuous and Fy contains all nullsets of F.

We consider a market where bonds are traded. A T-bond is a contingent claim which
promises the payoff of one unit of currency at maturity 7. We denote the price of the
T-bond at time ¢t < T by P(t,T). The bond is called risk-free if P(P(T,T) = 1) = 1. The
stochastic process (P(t,T)o<t<71) describes the evolution of the T-bond over time.

In contrast to risk-free bonds we consider a more general framework where bonds
carry an additional quality index 7. There are bonds with different levels of quality. In
this regard we consider a family of term structure models

{(P(t7T7 n))OStST :T 2 07 n S I}

with some interval or countable set Z C R. For our purposes, the typical choice will be
Z =[0,1]. The index 7 is called quality of the bond. A bond with maturity 7" and quality
7 is called (7', n)-bond. Besides referencing to credit risk, the quality index can also refer
to the liquidity of the bond or to the age of an individual in a life-insurance context,
see Section [o| for examples. This kind of term structures certainly play a central role
in modelling multiple yield curves or term structures for markets of collateralized debt
obligations (CDOs) as we explain in Section |5} It turns out that a basic tool for more
involved models is to consider bonds with payoff zero or one which we treat here.

2.1. Absence of arbitrage in infinite-dimensional bond markets. The considered
market of (7T',n)-bonds is a market which contains an infinite number of traded assets.
We view this setup in spirit of large financial markets and introduce the right concept of
no-arbitrage in our setup which is no asymptotic free lunch (NAFL). This concept has
been applied to bond markets in [26] and we generalize their work to our setting where
bond prices are also indexed by credit quality.

In this chapter we fix a finite time horizon T* > 0. Denote by D’ = (D;)o<i<7+ the
risk-free bank account which is a positive, adapted, cadlag process with D’(0) = 1. The
associated discounting factor D = (Dy)o<i<7~ is given by D; := (D})~!. We will need
the following assumption on continuity of the bond prices in 7' and 1 and on uniform
local boundedness of bond prices and on local boundedness of the discounting factor.

ASSUMPTION 2.1. There is N € F with P(N) = 0 such that Ny U Ny C N where

Ny = U {w:Tw— P(t,T,n)(w) is not absolutely continuous},
te[0,T*],meZ

Ny = U {w:n P(t,T,n)(w) is not right continuous}.
t€[0,T+],t<T<T~

Note that in classical HIM-models absolute continuity in maturity always holds, such
that P(N;) = 0. We need furthermore right-continuity in the quality n of the term
structure models.
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ASSUMPTION 2.2. The following holds:

(i) For any (T,n) there is € > 0, an increasing sequence of stopping times 7, — 0o and
Kn € [0,00) such that
P(t7 U? f)TTL S H”?
foralU e [T, T+e€), € mn+e)NT and allt < T,
(if) (D(t))o<i<r~ s locally bounded.

DEFINITION 2.3. Fix a sequence (T;);en in [0,77] and a set (1;)ieny C Z. Define the

(n? 4+ 1)-dimensional stochastic process (S™) = (5%, S11,...,5"") as follows:
Sy = DP(EAT, Tymy),  0<t<T7, (1)
for i,5 = 1,...,n and SY = 1. The large financial market consists of the sequence of

classical markets (S™).

Note that this assumption is fulfilled when the family of term structure models is
locally bounded and non-decreasing in (T,7), a criterion for which we derive sufficient
conditions in Section [l

In large financial markets absence of arbitrage is considered for each finite market S™
and appropriate limits. In this way we are able to avoid using measure-valued strategies,
as for example used in [I0]. Let H be a predictable S™-integrable process and denote
by (H - S™); the stochastic integral of H with respect to S™ until ¢. The process H is
called admissible trading strategy if Hy = 0 and there is a > 0 such that (H-S™), > —a,
0 <t < T*. Define the following cones:

K" = {(H-S")7- : H admissible} and C" = (K" — L) N L*™. ()

K™ contains all replicable claims in the finite market n, and C™ contains all claims in L*°
which can be superreplicated. We define the set M7 of equivalent separating measures
for the finite market n as

M! = {Q~ P

7+ : S™ is local Q-martingale}. (3)

If S™ is bounded then M7 consists of all equivalent probability measures such that S™ is
a (true) martingale.
We assume that for each finite market n no arbitrage holds, i.e.

M7 # 0, for all n € N. (4)

However, there is still the possibility of approximations of an arbitrage profit by trading
on the sequence of market models and we arrive at the following formulation.

DEFINITION 2.4. A given large financial market satisfies NAFL if

Jcr nry ={o}

n=1
DEFINITION 2.5. The family of term structure models {(P(¢,T,n))o<i<r : T > 0,n € I}
satisfies NAFL if there exist dense sequences (T;);en in [0, 00) and (1;);en in Z, such that
the large financial market of Definition 2.3 satisfies the condition NAFL.
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Inspection of the proof in [26], Theorem 5.2, shows that the following result holds in
our case.

THEOREM 2.6. Assume that Assumptions and hold. The family of term struc-
ture models {(P(t,T,n))o<t<T : 0 < T < T* n € I} satisfies NAFL if and only if there

exists a measure Q* ~ P

(DP(t,T,n))o<t<r are local Q*-martingales for all (T,n) € [0,T7] x T. (5)

T+ such that

Such a measure Q* is called equivalent local martingale measure (ELMM). In the
following section we derive drift conditions in spirit of the classical Heath—Jarrow—Morton
drift condition which give for arbitrary T*.

2.2. The considered term structure models. As is customary in term structure
modelling we directly consider the filtered probability space (2, F, (Fi)i>0, Q) with
@Q ~ P. The aim of the following sections is to give a precise setting of the considered
term structure models under Q and thereafter derive conditions which are equivalent
to NAFL.

In line with credit risk models, we associate a stopping time 7, to each quality level n
and we assume that the payment of the (T',n)-bond takes place only if 7, > T'. It will be
convenient to represent the model in terms of forward rates, such that we make the weak
assumption that (7, 7)-bonds can be represented by

P(t,T,n) = 1r >t eXp(— /tT f(tu,m) du); (6)

f(t,T,n) is called (T, n)-forward rate at time ¢.
Our aim is to consider general, infinite-dimensional models for f. In the spirit of [6]
and [8] we assume that (T,n)-forward rates follow a semimartingale of the form

df(t,T,n) = o(t,T,n)dt + o(t, T,n) dW,
+ / (6T, 2) (uldt, da) — Fy(da)dt),  0<t<T; (7)
E

here W is a Q-Wiener process on a separable Hilbert space U with a trace class operator
Q € L(U) (see [9]) and p is a integer-valued random measure on Ry x E with absolutely
continuous compensator dt ® Fy(dz) and F is the mark space. The mark space is a
measurable space (E, &) which we assume to be a Blackwell space (see [11]). We remark
that every Polish space with its Borel o-field is a Blackwell space.

We assume that the stopping times 7, have the following representation in terms of
the random measure p. By P we denote the predictable o-algebra on 2 x R, .

(A1) There is a R-valued, P ® B(Z) ® £-measurable process 3 such that

Lz >t} —1+/ / Lz, >s3B(s,m,2) p(ds, dz). (8)
REMARK 2.7. Set Y; := 1;,, ¢} Then the representation reads

¢
Y}zl—i—/ /Ys,ﬂ(sm,x)u(d&d:b).
o JE

In Section[5.3] we show how such a representation can be obtained in infinite-dimensional
bond markets.
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Recall that the separable Hilbert space U denotes the state space of the Wiener
process W. Then there exists an orthonormal basis (¢;)jen of U and a sequence (A;)jen C
(0,00) with Y. .y A; < oo such that for all u € U

Qu = Z Aj(u, e;)u ej;

JEN

JEN

the A; are the eigenvalues of @), and each e; is an eigenvector corresponding to A;. The
space Up := Q'/?(U), equipped with the inner product

<u7 v>Uo = <Q71/2U, Q71/2U>U7
is another separable Hilbert space and (4/Aje;);en is an orthonormal basis. According to
[9, Prop. 4.1], the sequence of stochastic processes (W7);en defined as W := f(ﬂﬂ e;)
is a sequence of real-valued independent Brownian motions and we have the expansion
W = Z \/)\joej.
jEN
Given another separable Hilbert space H, we denote by LY(H) := Ly(Uy, H) the space
of Hilbert—Schmidt operators from Uy into H, which, endowed with the Hilbert—-Schmidt

norm
1@l zg¢r) = [D_Ajll®es |2, @ € LY(H),
JEN

itself is a separable Hilbert space. Note that LY(H) = ¢%(H), because ® — (®7);en with
7 = /\;jPej, j € N, is an isometric isomorphism. According to [9, Thm. 4.3], for every
predictable process o : 2 x R, — LY(H) satisfying

t
2 —
P(/O ||Us||Lg(H)d8<oo)—1 forallt>0

with U,Z = y/Ajoe; we have the identity

t t
o dW, = /agdwj, t>0.
/0 s Z o E: s

jEN
In particular, the diffusion term in can be written as
U(t7 T7 77) dw; = Z Uj (t7 Ta 77) detj>
jeN
where o7 (t,T,n) = \/Njo(t,T,n)e;.
Intensity-based default models correspond well with the assumption on absolute con-

tinuity of bond prices (which is implicit in (@) which will enable us to obtain a drift
condition in Theorem 2.8 Set

A(tn) = — /E B(t,m. ) Fi(dz).

The process (1;,~.}) is decreasing and hence the Doob-Meyer decomposition gives a
unique representation in terms of a local martingale and an absolutely continuous process.
We denote this absolutely continuous process by fot A(s,m) ds, the cumulative intensity.
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Then .
MZ] = 1{Tn>t} + / 1{7',]25})‘(5777) ds (9)
0

is the (local) martingale in the Doob—Meyer decomposition. The non-negative process
(A(t,m))e>0 is called (local) intensity of T,.

2.3. Musiela parametrization. It will be more convenient to consider the alternative
parametrization

re(&,m) = f(t,t+&m)

which goes back to [27]. Then r is one single stochastic process with values in a function
space H of curves h : Ry x Z — R to be specified later. Assume that r is continuous
in £ and denote by (S;)¢>0 the shift semigroup on H, i.e. S;h(§,n) = h(§ +¢,n). Then
equation can be written as the variation of constants formula

t t
Tt(&ﬂ?) = StTO(fvn) + /0 Stfsa(& S + fﬂ?) dS + /0 St,SU(S, S + 5,77) dWS

+ / /E Si_a(s,5 + £,1,2) (uldh, dz) — Fu(dr)ds);  (10)

here ryp € H denotes the initial value of r and S;_s operates on the functions £ +—
als,s +&,n), £ — o(s,s +&n), and £ — y(s,s + &,n,2). In the following, we will
suppress the dependence on (&, 7). We see that is a mild solution of

dry = (d%rt + at> dt + oy dW, + /E%(x) (u(ds, dz) — F,(dz) ds). (11)

In the following we denote by f(ds, dx) := u(ds, dx) — Fs(dz) ds the compensated random
measure.

We make the following technical assumptions: Denote by O and P the optional and
predictable o-algebra on 2 x R, respectively. Set 7 := R, x Z.

(A2) The initial curve rg is B(R1) ® B(Z)-measurable, and locally integrable:

3
/ |ro(u,m)|du < oo for all (§,n) € T, Q-almost surely.
0

(A3) The drift au(€,n) is R-valued, O®B(R4)®B(Z)-measurable, and locally integrable:

& ré
/ / lo(u,m)| dudt < oo for all (§,n) € T, Q-almost surely.
0o Jo

(A4) The volatility o(&,n) is L(R)-valued, O @ B(R ) ® B(Z)-measurable, and locally
square integrable:

& ré
E[/ / loe ()12 sy dudt} <oo forall (€,7)€T.
o Jo 2

(A5) The jump-term ~y(z)(&,n) is R-valued, P ® £ ® B(R;) ® B(Z)-measurable, and
locally square integrable:

E[/: /j/E|%(x)(u,n)|2Ft(dx)dudt] <oo forall (£,1)€T.
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Conditions (A2)—(Ab5) assert that the risk free short rate r, = r,(0,1) has a progressive
version and satisfies fOT |re] dt < oo for all T, see e.g. [I4]. The discounting process in our

setup is given by
t
Dt:exp(—/ rsds), t>0.
0

2.4. The drift conditions. This section will derive drift conditions which ensure that
the considered probability measure Q is an equivalent local martingale measure (ELMM).
Then NAFL holds by Theorem [2.6]

First, we introduce some notation. Let A(t, T, n) fo alt,s,n)ds, S (t,T,n) =

fOT o (t,s,m)ds for all j € N, and ['(t, T, n, ) := fo v(t, s,m,x)ds.

THEOREM 2.8. Assume that (A1)—(A5) hold. Then Q is an ELMM, if and only if

a(t,T,n) = ZUJtTn (t,T,n)

jEN
- /E AT, 2) (e TOTIO (14 Bt n,2) — 1) Fi(dz) (1)
Tt(oa 77) =T+ >‘(t7 n)v (13)

where and hold for all0 <t <T <T* andn € Z, on {1, > t}, Q@ dt-a.s.

In an auxiliary lemma we derive the dynamics of the pre-default bond prices and
thereafter give the proof of the theorem. Let

p(t, T,n) = exp(— /OT_t ri(x,n) dx).

LEMMA 2.9. Under (A2)—(A5) for all0 <t <T andn € T there exists a local martingale
MT" such that

dp(t, T,n) = p(t—, T,n)my dt + dM;""
and m; equals
r(0,m) — A(t,T,n) ZZJ (t,T,n)? / (e “r@Tme) _q 4 L(t,T,n,x)) F(dz).
JEN
The family of local martingales M7T*" is given in

Proof. The proof follows the arguments in [I4]. For h € H define Iy := fo s)ds. We
fix n € Z and write

T—t
Tr_sre :=ZTp_41e(-,m) = / r¢(z,m) dz.
0

By the variation of constants formula we have

t

t
Ir_yry = Ip_4(Sero) +/ Zr—+(St—won,) du +/ Ir—(St—uou) dW,
0 0

+ /O Tr—o(St—uya(@)) fi(du, dz),
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where [i is the compensated random measure. Note that Zr_;(S;—yh) = Zr—yh — Ti_yh.
We apply this to all terms and obtain Zp_sry = I; — I with

t t t
I, =Zprg + / IOy du + / Ir 0y AWy, + / Tr—uwyu(z) p(du, dz),
0 0 0
t t t
Iy =Tirg + / Ty Oy du + / Ty AWy, + / Ti—uyu(z) p(du, dx).
0 0 0

We rearrange all the terms using the stochastic Fubini theorem (Theorem 2.3.2 in [14]),

/It uouqu—// v) dvdW,

t v
://au(v—u)dvqu:/ / oy(v —u) dW, dv
0 Ju 0o Jo
and obtain

t v
-[2 = / (Svro (07 77) + / (Svfuau((h 77) du
0 0

+ Suu0u(0,m) AW, + /E Su-ayul0,m, @) ildu, dw) ) ) dv = /0 o (0,) .
Hence, as —Zr(rg) = Inp(0,T,n) we get Q-a.s. and for all 0 <¢ < T
Inp(t,T,n) = —Ir_4rs =L — I =Inp(0,T,n) + /Ot r,(0,m) dv
- /0 t (Zr—srs do + Ir_ oo, dV, + /E Tr- () i, d) ).
Applying It6’s formula to e* yields

p(t, T, n) = p(0,T,n) + Z/ — T,0)(Tr—po)* dv

]EN
t
+ / p(v—,T,n) [(TU(O, ) — Ir—yy) dv — Ip_yo, dW,, — / Zr—vyo(z) p(dv, dm)]
0 E

+ / pv—,T,n) (e Im=7) — 1 4 Tp_ 7, (2)) p(dv, dz)
E

t
1 )
= p(07 T7 77) + / p('U—, T7 7]) |:§ Z(IT—’UO-%)2 + 7y (07 77) - IT—Ua’U
0

jEN
+/ (e*Iwav(w) =14+ Zr_yy(2)) Ft(dx)} dv+ M,
E
where M ™7 are the local martingales
t
/ p(v_v Tv 77) (_Ivao_v de - / (e_ITiv’Yv(w) ) ﬂ(d’U dl’)) (14)
0 E

Inserting the definitions of A, ¥ and I we conclude. =
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Proof of Theorem . With the martingale M" from @,
d(DyP(t,T,n)) = d((Dep(t, T, n)) - 147, >13)
= Dyp(t—,T,n) dM;" — Dyp(t—, T, n)A(t,n)1 (7, >4 dt (15)
+ L7, >0 d(Dip(t, T, n)) +d[Dp(-, T, 1), (7, > ]:-

In the following, we compute all terms separately. First, as D is of finite variation, the
product rule and Lemma [2.9] give

A(Dep(t, T,0)) = Depli—,T,m) [re(0,m) — re — A(t,T,m) + 3 359 (0,7,
jEN
N / (e TETme) _ 1 4 T(t, T, 2) Ft(dx)] dt + dM, (16)
E

where M is a local martingale. Second, we recall from Lemma that
A(Dep(t.T,1)) = DelAp(t, T.n) = Dep(t—, T,m) / (e7 1) — 1) pu(dt, d).
E

Assumption (A1) immediately gives

A(1{7n>t}) :/ 1{7,,,2t}5(t7nax)ﬂ(dtadx)'
E

Altogether we obtain the quadratic covariation of discounted (T,n)-bond prices and the
default indicator process,

d[Dp(,T) n)vl{‘r,]>-}]t = Dtp(t_7T7 n)l{T,,Zt}/ (e_r(t7T7n7z)_1)ﬁ(tan7x) M(dt,dl‘) (17)
E

and all terms in have been computed. Note that p(t—,T,n)1(;, > = p(t—,T,n).
Finally, Q@ € Q if and only if DP is a local martingale. The drift condition is now
obtained by the fact that DP is a local martingale if and only if its drift vanishes. On
{m, < t}, DP is zero and no drift condition applies. Otherwise, on {7, > ¢} we have
DP = Dp. From , and we therefore obtain the following drift condition (as
Dip(t—,T,n) > 0):

0=ri(0,m) =70 = A(t,n) — A(t, T, n) + ZE (t,T,n)?
JEN

+ / (DT 1 L (1, T, p,a)) Fy(de) + / (e NI 00) _ 1) B(t,m, @) Fi(da)
E

=r(0,n) — 1 — A(t,n) — A(t,T,n) + ZEJtTn
JEN

+ /E {(e—l“(tT,n,m) — 1)(1 + B(t,n,x)) + T (¢, T,n, x)} Fi(dx).

First, letting T = ¢t we obtain . Differentiating the remaining terms with respect to T’
gives .

For the converse, we need to show that the drift conditions imply that all discounted
digital options are local martingales. For fixed 7, these conditions imply that on {7, > ¢}
discounted prices are local martingales. On the other side, on {7,, < t} the prices are zero
by definition and hence martingales. The conclusion follows. m
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3. Existence. Existence in the general model of Section [2]is difficult to obtain. It turns
out that in many applications, one can concentrate on the following special case, see
Section || for appropriate examples.

Consider an adapted, cadlag, pure-jump process L with values in Z which can be
interpreted as quality index of the considered market. For simplicity we consider Z = [0, 1].

Assume that F = G X Z, and G is the mark space of a homogeneous Poisson random
measure fi, see [21, Def. 11.1.20]. For existence, homogeneity of fi is not relevant, but is
simplifies the study of positivity and monotonicity in the following sections.

Denote by p” the Poisson random measure associated to the jumps of L, i.e.

p(dt,dz) = " 1ap,2010(s.aL.) (dt, dz)
s>0

where J, denotes the Dirac measure at point a. Then,

L, :/Ot/zqu(ds,dz). (18)

Letting 7, := inf{t > 0 : L; > n} we establish the link to (7', n)-bonds by considering

T
P(t,T,n) = lir,<n} exp(—/ ft,u,m) du). (19)
t
We set 1 = p” ® ji and assume that 7 is the unique mild solution of
dry = (df T + at) dt + oy dWy + / () a(dt, dx) / 8¢ () p(dt, dz). (20)

Note that in contrast to , in Equation (20) r is not stated in terms of compensated

measures. It will turn out that this leads to a simpliﬁcation in the drift conditions, which

will be derived in the following proposition. This setting generalizes the approach [16]

in the way that it incorporates jumps in r besides jumps induced by the loss process.

[30] study the case where [i is a Lévy-process.

We adapt Assumptions (A1) and (A5) to this setting.

(Al) Ly =) ., AL, is a cadlag, non-decreasing, adapted, pure jump process with val-
ues in Z which admits an absolutely continuous compensator v (t, dz) dt satisfying
vE(t,T) < oo for all t > 0. fi is a homogeneous Poisson random measure on Ry x G
with compensator dt® F'(dz) and F(G) < co. Moreover, fi and p* are independent.

(A5") v (z)(&,n) is R-valued P ® B(G) ® B(R+) ® B(I)-measurable, and locally square
integrable:

€ ¢ )
]E[/ / / |ve(z) (w, )| F'(dx) dudt} < oo forall (&§,n)eT.

0o Jo Ja
0i(z)(&,m) is R-valued P @ B(I) @ B(Ry) ® B(I)-measurable, and locally square
integrable:

£ ré

]E[/ / / |64 () (w, n)|vE (0, dz) dudt} <oo forall (&,n)eT.
0o Jo Jz

We obtain absence of arbitrage, or more precisely NAFL, in this setting by a direct
application of Theorem [2.8 With the notation from this theorem we have al(t,T,n) =
VA UtTn)ejandZJtTn ft I(t, s,m)ds. Set A(t, T,n,x) —fo 5(t,s,m, ) ds.
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PROPOSITION 3.1. Under (A1’), (A2)~(A4) and (A5') and with v as given in (20)), Q is
ELMM if and only if

a(t,T,n) ZO’J t,T,n)% (t,T,n) — / y(t, T,n,z)e &I B(dx)
B

JEN
- / 5(t, Ton,2)lp, tocqye ST vl (dz), (21)
T
Tt(Ov 77) =Tt + )‘(t7 77)7 (22)

where and hold for all0 <t <T <T* andn €Z, on {L; <n}, Q®dt-a.s.

Proof. Our aim is to apply Theorem [2.8f We write z = (z1,22) € Z x G with z; € Z and
29 € G. Then gives
L= / / ls(x) u(ds, dx),

with ¢;(x) := 2, as p = u* ® fi. Note that, by definition L takes its values in Z. Next, we
need to obtain a representation of 7, in terms of L. Note that 1, -4 = 1(1,<y. Hence,
by uniqueness of the Doob—Meyer decomposition, we deduce that the compensators of
these two processes must coincide, i.e.

—/Eﬁ(tm,a:) Fy(dz) = F,({x € E: Lo + tu(x) > 1})

Z/El{Ltfwt(z»n} Fy(dz).
This can be satisfied by choosing 3(t,7, ) := —1{1,_4¢,(x)>n} Such that
1 +ﬁ(t7777x) = _1{Lz_+€f,(r)97}' (23)

The next step is to derive the dynamics of r given in in terms of . In this
regard we have

dry = (dilgrt + —|—/ () F(dx) + / 0t (x) V{‘(dx)) dt + oy AWy

+ /G%(JS) (fi(dt, dz) — F(dz)dt) + /(5,5 L(at,dz) — vl (dz) dt).

A careful application of Theorem [2.8| together with (23)) gives
o(t. 7o) + [ (Tona) o)+ [ 5Tn.a) o)
T

= Za] t,T,n)%?(t, T,n) — / 'yt(T,n,x)(e_F(t’T”W) -1) F(dx)
jEN E

- /I(St(T7 T],.’IJ) (e_A(tVTJ]’w)l{Lt,+a:§’l7} - 1) VtL(d‘r)

which yields and we conclude. =
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3.1. A martingale problem. The existence in our setting is a direct extension from
[16, Theorem 5.1]. However, the construction is important for the following results and
in this section we state the result in our setting. We assume that the stochastic basis
satisfies:

(A6) Q=0 x QQ, F=G® H, Q(dW) = Ql(dwl)(@g(wl,dwg), where w = (wl,wg) S Q,
and F; = Gy ® Hy, where

1. (1,6, (G:),Qq) is some filtered probability space carrying the market informa-
tion, in particular the Brownian motions W/ (w) = W7(w;), j € N, and the
Poisson random measure ji(w) = fi(w),

2. (Q2,H) is the canonical space of paths for I-valued increasing marked point
processes endowed with the minimal filtration (H;): the generic wy € Q9 is a
cadlag, increasing, piecewise constant function from Ry to I. Let

Li(w) = wa(t)

be the coordinate process. The filtration (H:) is therefore H; = o(Ls|s < t),
and H = Hoo,

3. Q2 is a probability kernel from (€1, G) to H to be determined below.

Under assumption (A6), the volatility o¢(w) = o¢(w1, w2), and the jump terms v (w;z) =
Y (w1,wa; ) and 6 (w;x) = §¢(wr, ws; ) in (A3) and (A5’) actually are functions of the
loss path ws. The evolution equation can thus be solved on the stochastic basis
(Q1,G,(G:), Q1) along any genuine loss path wy € Q. Indeed, the integral with respect
to p in is pathwise in wo.

Regarding condition (22)), note that under (A1’), the intensity A(t,n) uniquely deter-
mines v*(t, dz) via

VL(ta (0’77}) :)‘(t7Lt) 7)‘(t7Lt+77)a 7761, (24)
where we set A(t,z) = 0 for > 1. Then, condition is equivalent to
vE(wit,dz) = —ri(w;0,wo(t) +dz)  (set r(0,n) = r; for n > 1). (25)

Hence, unless § is zero,
at(é-a 77) = at(€7 7, rt)

in becomes via an explicit linear functional of the (short end of the) prevailing
spread curve. In fact, there may result an implicit non-linear smooth dependence on
the entire prevailing spread curve r; via o and v in , respectively. But since this
dependence on r; is smooth, for any given loss path wy € 5, equation will generically
be uniquely solvable.

It thus remains to find a probability kernel Qs such that v* in becomes the
compensator of L. This is a martingale problem for marked point processes, which has
completely been solved by [20]. It turns out that Q9 exists and is unique.
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THEOREM 3.2. Assume (AG6) holds. Let 1o, o¢,v:(x) and 6:(x) satisfy (A2), (Ad) and
(A5, respectively. Define vE(t,dx) by and oy by for all (t,T,x). Suppose,
for any loss path wy € Qa, there exists a solution r«(&,n) of such that r¢(0,n) is
progressive, decreasing and cadlag inn € I. Then
1. (A3) is satisfied.
2. There exists a unique probability kernel Qo from (Q1,G) to H, such that the loss
process Li(w) = wa(t) satisfies (Al") and the no-arbitrage condition holds.

The proof is analogous to that of Theorem 5.1 in [16].

3.2. An SPDE approach. The next step will be to state conditions which guarantee
the existence of solutions of a SPDE as in . More precisely, we consider the SPDE

dry = (dﬁrt + oz(rt)) dt 4+ o(ry) dWy
+ / Y(ri—, ) p(dt, dx) + / §(re—, x) p(dt, dz) (26)

’/‘ozho

with measurable mappings o : Hz — LY(Hg),v: Hgx G — Hg and 0 : Hz x I — Hg on
a suitable Hilbert space Hg consisting of functions h : Ry x [0,1] — R, which we shall
now introduce. Let 8 > 0 be an arbitrary constant.

DEFINITION 3.3. Let Hg be the linear space consisting of all functions i : Ry x[0,1] - R
satisfying the following conditions:

e For each ¢ € Ry the mapping h(¢,-), O¢h(§, ) are absolutely continuous, and for
each n € [0, 1] the mappings h(-,7n), Oph(-,n) are absolutely continuous (and hence,
almost everywhere differentiable).

e We have almost everywhere Ogyh = Opeh.

e We have

o] 1
hlls := (|h(0,0)|? Aeh(€,0)[2e5¢ d d,h(0,n))*d
Il = (.00 + [ foch(e.0)e ds+ [ 0,0, an

o0 1 1/2
[ entemp ane ) < .
0 0

In contrast to default-free term structure modelling, the SPDE describes the
dynamics of two-dimensional surfaces rather than curves, which is due to the additional
parameter n that describes the quality of bonds. In the context of default-free term
structure modelling, similar spaces consisting of curves have been introduced in [14]. Let
us collect some relevant properties of the spaces Hg. The proof of the following result
can be provided by using similar techniques as in [I4, Section 5], [3I, Section 4], [I7
Appendix] and [32, Appendix A], and is therefore omitted.

(27)

THEOREM 3.4. Let B > 0 be arbitrary.

1. The linear space (Hg, || - ||g) is a separable Hilbert space.
2. The shift-semigroup (Si)i>0 given by

St :Hg — Hg, Sih(§,m) = h(§+1t,1n)
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is a Co-semigroup on Hg with infinitesimal generator d/d¢.

. There exist another separable Hilbert space Hg, a Co-group (Up)ier on Hp and

continuous linear operators { € L(Hg,Hg), m € L(Hg, Hg) such that tUL = S,
forallt e R,.

. The linear space

Hj = {h e Hg :51320 h(€,0) =0 and éliglo%h(f,n) =0 for alln € [0,1]}

is a closed subspace of Hg.

. Bach function h € Hg is continuous and bounded.
. For all (¢&,m) € Ry x [0,1] the point evaluation h — h(§,n) : Hs — R is a

continuous linear functional.

. There is a constant C1 > 0, only depending on (3, such that for all h € Hg we have

[hlloe < ChllR[p- (28)

. For all h € Hg we have exp(h) € Hg, there are constants Co,Cs > 0, only depend-

ing on B, such that for all h € Hg we have
lexp(h)lls < C2(1 4 [|llg) exp(Cs[hl| ), (29)
and the mapping h — exp(h) is locally Lipschitz continuous on Hpg.

. Forallh,g € Hg we have hg € Hg and the multiplication map m : Hg x Hg — Hg

defined as m(h, g) := hg is a continuous, bilinear operator.
Let 5/ > B be arbitrary. Then we have Hgr C Hg and the estimate

[kl < lIkllg, b€ Hg.
Moreover, for each h € HS, we have Th € Hg, where

£
Thie,n) == / BCmdC,  (€m) € Ry x [0,1],

and the integral operator T : Hg, — Hg is a continuous linear operator.

In particular, we see that Hp is a separable Hilbert space and that the shift semigroup

(St)t>0 is a Cop-semigroup on Hg with infinitesimal generator d/d¢. In order to provide

our existence and uniqueness result, we impose the following conditions.

(A7) Let 8’ > S be another constant. We assume that:

- U(H@) - Lg(Hg/) and ’Y(Hg X G%(S(Hg x I)C Hg/.

— There is a sequence (¢’)jen with E:J-eN(cj)2 < oo such that for all j € N we
have

lo?(R)llgr < ¢, h € Hp, (30)
lo7 () = o7 (ha)llgr < by = hallg,  hi,ho € Hp. (31)
— There is a constant M > 0 such that for all x € G we have
v (h, @)l < M, h e Hg, (32)
(R, @) = v(ha, 2)llgr < M|y — hellg,  h1,he € Hg, (33)
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and for all x € I we have
|6(h,z)|lgr <M, he Hg, (34)
16(h1,2) = 0(h, x)|[pr < Ml|hy = hallg, h1,ha € Hg. (35)
In view of Proposition we suppose that the drift term o : Qo x Ry x Hg — Hpg
in the SPDE (26)) is given by

a(ws, t,h)(€m) =Y o7 (h)(&m) (h)(&,n) —/ Y(h, @) (€, m)e” "M EN F(dx)
jeN ¢ (36)
*/I1{W2(t_)+xgn}5(h7I)(S,U)E’A(h’w)@”” h(0, wa(t) + dz).
We will prove the following existence and uniqueness result:
THEOREM 3.5. For each hy € Hg and each wy € Qg there exists a unique mild solution

r=r(,ws): Q x Ry — Hy to the SPDE

d
dry = (d—gn + a(ws, t, Tt)) dt + o (r) dW;

+/ Y(re—, x) i(dt, dz) + /5 e, a) p2 (dt, dz) (37)
on the filtered probability space (21,G, (Gi)i>0,Q1).

In order to prepare the proof of Theorem note that the drift term can be
expressed as

alwa, t,h) = ol (h) + a®(h) + oy, » (), (38)

Z O’j IJ]

jeN

() i= = [ () exp(=Tr(h.2) Pldo),

where we have set

wy (€)=~ | T ) ) exp(— T80, (E )OO, w2lt) + ) o,
and where for each (wz,t) € 2 x Ry the piecewise linear function fi., » : Ry — [0,1] is
defined as

0, if n —ws(t—) <0,
Jwaty(m) := 9 —wa(t—), if0<n—w(t—) <1—ws(t),
1—wa(t), ifn—wa(t—)>1—wal(t).
Now, our goal is to show that « is locally Lipschitz and satisfies the linear growth con-
dition. For this purpose, we prepare a few auxiliary results.
LEMMA 3.6. The following statements are true:

1. We have o' (Hg) C Hp.
2. The mapping o' : Hg — Hg is Lipschitz continuous.
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Proof. According to Theorem the multiplication m : Hg x Hg — Hpg is a continuous
bilinear operator, the integral operator Z : Hg, — Hpg is a continuous linear operator,
and we have Hg C Hg with ||h||3 < ||h||g for all h € Hg:. Thus, by (30), for all h € Hy
we have
lo'Wlls = [ Yooz’ )| <D lle? (T ()15
° B °
JEN JjEN
< mllIZ) Y lo? )E < lmll [1Z]D(c?)? < oo,
jEN jEN
showing that a'(Hg) C Hg. Moreover, by , , for all hy, he € Hg we obtain
lo (h1) = @' (h2)lg < Y llo? (1) To? (h1) — o7 (ha)Zo” (k)|

i
< 210907 (10) =T ()l + 32 () = (k2] o ()l
< Il 2 3l )l () = )l

bl 12 3l () = o)l o ()l
< 2fm| 7] (;NW) Ih1 = halls,

showing that ! is Lipschitz continuous. m
LEMMA 3.7. The following statements are true:

1. We have o?(Hg) C Hg.
2. The mapping o* : Hg — Hpg is Lipschitz continuous.

Proof. According to Theorem @, the multiplication m : Hg x Hg — Hpg is a continuous
bilinear operator, the integral operator Z : Hg, — Hp is a continuous linear operator, and
we have Hg C Hg with ||h||g < ||h||p for all h € Hg,. Thus, by estimates and ,
for all h € Hg we have

o2l = | [ 2(02) esp(-Ta (b)) Flan) |
< [ 1) exsp(-Zy(h.2)) s F(do)
G
< |mlC, /G ()15 (1 + [ (h )1 5) exp(C 1Ty (s )| ) F (k)
< |mlC, /G Iy )30 (1 + 1] (s 2)7) exp(CSIZI (s 2)]]) ()

< [Iml|CaM (1 + ||Z||M) exp(C3||Z|| M) F(G) < o0,

showing that o?(Hg) C Hg. Moreover, by Theoremthe mapping h — exp(h) is locally
Lipschitz, and hence, in view of (32)), there exists a constant L > 0 such that

||CXp(h1) — CXp(hz)Hﬁ < L”hl — hg”g for all h17h2 S —Z’V(HB X G)
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Therefore, by estimates and , , for all hy, he € Hg we obtain
la®(h) = a®(ha)lls < /G Iy (hy, @) (exp(=Z7(h1, ) — exp(=Z7(h2, )))||5 F(dz)
+ [ 16/ 0h1.2) = (0. 2)) exp( =T ko, ) 5 P
< /G 1v(h1,2) | g LIZy (R, 2) = Ty(ha, 2) | o2 F(de)

+/GM||h1 — ha|lsC2(1 + | Z(ha, )| 5) exp(Cs]| T (h2, )| 5) F(dz)
< (MPL||Z|| + MCso(1 + ||Z|| M) exp(C3 || || M)) F(G)|h1 — ha]|s,
showing that o? is Lipschitz continuous. m

In order to treat the mapping a®, we prepare a separate auxiliary result. For (wq,t) €
Q3 x Ry and any bounded, measurable mapping € : I — Hg we define

Flws,t) (M)
@& i= [ @€ 00, n(t) + ) d
0
for h € Hg and (¢,n) € Ry x [0,1].
LEMMA 3.8. The following statements are true:

1. For all (wa,t) € Q2 x Ry and any bounded, measurable mapping € : I — Hg we
have of,,, (Hg) C Hp.

2. There exists a constant N > 0 such that for all (wa,t) € Qo xRy and any bounded,
measurable mapping € : I — Hg we have

10us,0) (Pl < NllellollBllg, 7 € Hp. (39)

Proof. We fix (w3,t) € 22 x R} and a bounded, measurable mapping € : I — Hpg. Fur-
thermore, let h € Hg be arbitrary. Let us determine the partial derivatives of afm t)(h).
The partial derivative O¢ is given by

Fws .ty (M)
Deacy, o (h)(E,) = / Dec() (€, mDh(0, wn(t) + ) do,

0
the partial derivative 0, is given by

Oy 1) (W) (&) = €(fwn.ty (1) (€, M O2h (0, w2 (t) + fes.ty (1))

Flws, ) (M)
+ [ dyeta)€mon0.a(0) + )
0
and the second order derivative O, is given by

Den{yy 1y (P)(E,1) = Dee(Flwn.ty () (€MDl (0, w2 (t) + Flun.e) (1))

Fwg,ty (M)
+/ Dene(x)(&,m)0:h(0,wa(t) + ) da.
0

In particular, we have
afafwg,t) (h’) (67 O) =0.
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By estimate of Theorem we obtain
1
2
/O |€(f(waty M) (0, 1) h(0, w2 (t) + Fraon,ey(M)|” i
1
< sup le(@) (0, )17 (jo,1)) /O |00, w2 (£) + fn 1y (m)[* dny
1
<} sup ||€(«’C)||fa/O 10,10, 1) |* dny < CF el Z 1|13
Moreover, we get
1wy, ty(m) 2
LI ocaromoun.ws + o asf a
o Jo
1 1—w2(t)
<[] 0@ 0m0rh(0.0(0) + ) drd
0o Jo
l—on(t) 1
— [ ka4 0 [ 10yela) 00) e
0 0
17&}2(75) 1
< / 10500, wa(t) + ) *|e(2) |5 dz < ||€H<2>o/0 |0 12(0,m)|* dny < [le[|Z || 2113
0
For every fixed n € [0,1] we have
n
Oe€( fwa,ty(m) (&) = Oee( fwa,ty())(€,0) +/0 Ogn€(f(wa,ty(m)(&,7) i,
which implies
[ 10ceticnn i mPe ds
0
e’} 2 o n 2
<2 [ ocetfnn e o] sz [ [ denelfn (6 1) di| e
0
o) 1
< e fanry B2 | [ 10kl Sen ()€ Pl
< A€ frenty )G < 4llell%-
Therefore, we obtain
00 1
[ 10cetS im0 mOAO0,w2(0) + Fran ()P e
o Jo
1 00
S/ |5a:h(07wQ(t)+f(w2,t)(77))\2/0 |Oe€( flunty () (&, m) [P dE dny
0

1
< 4], / 18,0, ) d < 4llel% |13
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Moreover, we have

flws, t>(77 2
JaAl (2)(Em)h(0, wa(t) + ) da " dne de
1—wa (t)
S/O /0/0 lagne(x)(ﬁ,n)awh(O,wz(t)—|—x)|2dmdr]eﬁ§d§
1—wa(t) oo pl
<[ hosb R [ [ el ane® deda

T—ws(t 1
</ " 10,1(0,w2(0) + Pl do < el | um . < el
If we take into account the definition of the norm || - || 3, this concludes the proof. m
Now, we shall prove that « is locally Lipschitz and satisfies the linear growth condition.
PROPOSITION 3.9. The following statements are true:

1. We have a(Q2 x Ry x Hg) C Hg.
2. For each n € N there exists a constant L, > 0 such that

l[e(ws, T, h1) — afwa, £, ho)llg < Lnlhy — el
for all (wa,t) € Qo x Ry and all hq, he € Hg with ||hi||g, ||h2llg < n.
3. There exists a constant K > 0 such that
la(wa, t, h)|lg < K||hllg  for all (we,t,h) € Q2 x Ry x Hp.
Proof. We define the mapping € as
e(h,x) = §(h,z) exp(—Zd(h,z)), (h,z) € Hg x I.
As in the proof of Lemma [3.7] we show that e(Hg x I) C Hg, and that there is a constant
M, > 0 such that for all x € I we have
le(h, z)lls < Me, h € Hpg,
le(hy, x) = e(ha, 2)llp < Mellhy = hallg,  h1,ha € Hp.
In particular, for each h € Hg the mapping €(h,-) : I — Hg is bounded and measurable.
Moreover, af,, ,(h) = a((h ) for all (w,t,h) € Qy x Ry x Hp.
3
\ EL:I'; (:sz,ﬁl; Qs xR, be arbltrary By Lemmawe have o, ,(Hg) C Hg, for each

e(h,-
e, o (W)lls = laf" ) (h)]ls < Nlle(h, oo IRlIB < NMc||h] s,

(W27t)
and for all hq, hy € Hg we obtain
(h1, e(ha,-
o, t><h1> —af,, t><h2>||5 oo (h) — all2) (ha)ll o
e(h

< g = () + ol (ha = ha) s

< Nlle(h1, ) — e(ha,)|lsollh1lls + Nlle(h2, )lloollh1 — hallg
< NM||hy = hallgllhillg + N Mel|hy — ha 5.

Together with Lemmas [3.6] and [3.7] this concludes the proof. m
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Now, we are ready to provide the proof of Theorem [3.5

Proof of Theorem [3.5, According to Theorem [3.4] there exist another separable Hilbert
space Hg, a Co-group (Up)ier on Hp and continuous linear operators ¢ € L(Hg, Hp),
m € L(Hg, Hg) such that nU ¢ = S, for all t € R,. Therefore, by virtue of condition
and Proposition existence and uniqueness of mild solutions for the SPDE follows
from [33 Theorem 4.5]. m

4. Positivity and monotonicity. Monotonicity of the bond prices P(¢,T,n) with re-
spect to the quality 7 is a desirable modelling feature. As we shall see, it is implied by
the positivity of the forward rates.

We continue to work under Assumption (A1’) such that the loss process L is given
by . Moreover, we study the forward rates given by the SPDE in and assume
that the drift condition is satisfied, i.e. holds.

DEFINITION 4.1. The term structure model @ is called monotone, if for all 0 < ¢t < T
and 0 < n; < m2 <1 we have

@(P(taTv 771) < P<t7Ta 772)) =1L

Since we study the forward rate dynamics under a martingale measure Q, the dis-
counted bond prices are local martingales. If they are even true martingales, then mono-
tonicity follows directly as a consequence of our upcoming result.

PROPOSITION 4.2. Consider 0 < n; <ny <1 and T > 0, and assume that the processes
(D¢P(t,T,m;))o<t<T are martingales for i = 1,2. Then for all t € [0,T] we have

Q(P(ta T7 771) < P(taTa 772)) =1
Proof. Let t € [0,T] be arbitrary. By definition the discounting process D is positive.
The martingale property and representation yield that
D .
P(tyTﬂ?z‘) :EQ{% 1{LT§771'} ‘ ]:t}v 1=1,2.
Moreover, we have 1;,<, 1 < liy<y,) for all y € R. Consequently, the monotonicity of
the conditional expectation gives the result. m

In order to define positivity of the forward rates, we introduce the closed, convex cone
of non-negative functions of Hg as

P={heHg:h(&n)>0forall ((,n) Ry x[0,1]}.

DEFINITION 4.3. The family of term structure models (26 is called positivity preserving
if for all hg € P we have

Q(reeP)=1 forallt>0,
where (r)¢>0 denotes the mild solution for the SPDE (26 with ro = ho.

Now, we will prove that the positivity preserving property implies the monotonicity
of the term structure model.

PRrROPOSITION 4.4. If the family of term structure models is positivity preserving,
then for each hg € P the term structure model @ is monotone.
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Proof. Let hy € P be arbitrary and denote by (r);>0 the mild solution for the SPDE ([26))
with 79 = hg. By the positivity preserving property we have

Q(re(&,m) =0 for all (§,m) € Ry x [0,1]) =1 forall t > 0.

Let (T,n) € R4 x [0,1] be arbitrary. We will show that the discounted (7', 7)-bond price
process is a true martingale: First, and are satisfied and Proposition gives
that the process (D P(t,T,n))o<t<7 is a local martingale. Moreover, by the representa-

tion we have

t T—t
D:P(t,T,n) = exp(—/ 7, (0,1) du)l{Ltgn} exp(—/ ri(u,m) du), t e 0,1
0 0
Therefore, we obtain
0< DP(t,T,n) <lir,<py <1, t€]0,7],

and hence (D, P(t,£,n))o<i<r is a true martingale. Applying Proposition finishes the
proof. m

Now, we shall derive conditions for the positivity preserving property in terms of the
characteristic coefficients o, v and ¢ of the SPDE (126]).

THEOREM 4.5. Suppose o € C%(Hg; LY(Hp)) and that the mapping

h= > Do’ (h)o’ (h)
JjEN
is Lipschitz continuous on Hg. Furthermore, we assume that for all j € N

ol (h)(&,m) =0 for all h € P and (&,1) € Ry x [0,1] with h(&,1) =0 (40)
and for F-almost all x € G and all y € T

h+~y(h,z)+d(h,y) € P forallheP, (41)
Y(h,x)(§,m) =0 for allh € P and (§,n) € Ry x [0,1] with h(§,n) =0, (42)
5(h,y)(&,m) =0 forallh € P and (&,n) € Ry x [0,1] with h(,n) = 0. (43)

Then, the family of term structure models (26)) is positivity preserving.

Proof. Since the drift term o : Q9 x Ry x Hg — Hg of the SPDE is given by ,
conditions (40)), and yield that for all (wq,t) € Qg x Ry

afwa,t,h)(&,m) =0, forall h€ P and (&,n) € Ry x [0,1] with h(£,n) = 0.

Thus, proceeding as in [I7, Section 4] gives the positivity preserving property of the
family of term structure models (26). m

5. Examples. In this section we illustrate applications of our general approach. We first
discuss the application to the modelling of collateralized debt obligations, thus generaliz-
ing [I6] and [30]. Thereafter we consider less specific models for portfolio credit risk in a
top-down setting and related infinite-dimensional credit risk models. Finally, we give an
account of stochastic mortality modelling following [34].
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5.1. CDO term structure modelling. In this section the general modelling of credit
risk markets by (T, n)-bonds is applied to a fixed and finite portfolio of credit risky in-
struments. Typical derivatives in this markets are collateralized debt obligations (CDOs)
and single-tranche CDOs. We show how the top-down approaches for CDO markets can
be embedded in the more general setting considered here.

Mathematically speaking, a CDO is a derivative on a portfolio of N credit risky
instruments. With each instrument there is an associated nominal and we assume that the
total nominal is one. Denote the process of accumulated losses over time by L = (L¢)¢>0.
This is a pure-jump process which jumps upward at default of instruments in the pool by
the occurring loss. As the total nominal is one, L; € [0,1] for all t > 0. By Z := [0, 1] we
denote the set of attainable loss fractions, the case where 7 is finite may be considered
analogously.

To facilitate the mathematical analysis of CDO markets, we introduce (7', n)-bonds.
A (T,n)-bond pays 1{1,<,) at maturity T. Hence, in our setting {7, > t} = {L; < n}.
For n = 1 we deduce that P(t,T,1) =: P(t,T) which equals the risk-free bond.

A securitization mechanism splits the CDO pool in several tranches which have dif-

ferent risk profiles and serve as efficient instrument to enable trading on the CDO pool.
The single-tranche CDO (STCDO) is specified by

e a number of future trading dates Ty < T1 < ... < Tp,
e lower and upper detachment points x1, o specifying the tranche (1, z2] C Z,
e a fixed swap rate k.

Set
H(z):=(z2 —2)" — (21 —2)" = / Lio<yy dy-
(z1,22]

Then the payment scheme of the STCDO can be described as follows: an investor in this
STCDO

e receives kH(Lr,) at T;,i=1,...,n,
e pays H(L;_) — H(L;) at any time ¢t € (Ty,T,] when AL; # 0 (i.e. when a default
occurs).

It has been shown in [I6, Lemma 4.1] that by a Fubini-type argument prices of STCDOs
can be expressed directly in terms of prices of (T, n)-bonds.

Regarding absence of arbitrage, we assume that L satisfies

t
Lt:/ / Lin, 4o, (0)<1yls(x) p(ds, dzx), (44)
0 E

where ¢ is a non-negative, predictable process such that for all £ > 0 it holds that
fg Lr,_te,(@)<13ls(x) Fy(de) ds < oo (finite activity).

Then L is a non-decreasing, pure-jump process with values in Z. Furthermore, the
indicator process (1{z,<;})t>0 is cadlag and has intensity

At,n):=F,({z € E: Li— + {,(z) >n}), (45)
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that is,
t
My =1y, <ny +/ Liz,<npyA(s,n) ds (46)
0

is a martingale. Moreover, A(t,n) is decreasing in n with A(¢,1) = 0. With 7, =
inf{t > 0: L, > n} we obtain the final link to (T, n)-bonds as in (L9):

T
P(ta T, 77) = 1{L1, <n} exp<f / f(tv U, 77) du) .
t

As a corollary we obtain the generalization of the drift condition to the infinite-
dimensional setup considered in our article. The result directly follows from Proposi-

tion B11
COROLLARY 5.1. Assume that (A2)—(A5) and (44]) hold. Then Q is ELMM if and only if

a(t,T,n) = ZO’ (t, T,n)%(t,T,n)

jeN
- /E 7(t7 T7 n, 'T) (e_F(t7T7n7I)1{Lt—+ft(m)§n} - 1) Ft (dl’) (47)
Tt(07 77) =7+ A(ta 77)7 (48)

where and hold for all0 <t <T <T* andn €Z, on {L; <n}, Q®dt-a.s.

Next, we shall discuss conditions for positivity, and hence monotonicity, of the model.
If for all j € N we have

ol (h)(€,m) =0, forall h € P and (§,71) € Ry x [0,1] with h(£,7) =0
and for all z € F

h+4~(h,z) € P forall h € P,
v(h,x)(&,n) =0 forall h e P and (£,n) € Ry x [0,1] with h(¢,n) =0,

then the positivity preserving property is fulfilled, which follows from Theorem

5.2. Top-down modelling of credit portfolios. As next example we specify a class
of models where we consider the ordered default times. This is often called a top-down
approach and simplifies the analysis of the model. In this regard, consider a portfolio
of N credit risky instruments. We denote their default times by o1,...,0x. Define the
associated counting process by

1 N
=5 2 Loty
i=1

Letting Z = {0, N71,...,1} we see that the associated first hitting times of L with barrier
nei,

=inf{t >0:L; >n}
equal the ordered default times o(y),..., 0y (if no joint defaults happen). Hence the

whole portfolio and the associated loss process can be modelled by looking at term struc-
tures of (7', n)-bonds and the ordered default times {7, : n € Z}.
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5.3. Infinite-dimensional markets with credit risk. In this section we introduce a
general model for a large financial market bearing credit risk. We basically construct an
infinite-dimensional intensity based model. Intensity based models have been frequently
studied in the literature, see [5] or [I5] for details and references.

Consider a market with countably many companies and set Z = N. Each company
n € 1 is subject to default risk and we denote its default time by 7,,. Each 7, is assumed
to be an (F;)-stopping time. We assume that for each 7 there exists a non-negative,
progressive process (A(t,7n)):>o such that

t
Mn(t) = 1{7"'1>t} +/0 1{Tn28}>\(8?77) ds

is a martingale. The process (A(t,n)) is called default intensity of company 7.
We associate a random measure p* to the default times as follows: the mark space
F = {0,1}* is spanned by the unit vectors ey, es,... and

p(AxB):= Y 6,(A), AeBRy), BCF,
n€l:e,€B

where 6; denotes the Dirac-measure at time t. We define

F/(B):= Y Atn)
nel:e,€B
and deduce that p*(dt,dx) — F/(dx) dt is a compensated Poisson random measure.
Assume that E = F' x G, where G is the mark space of a homogeneous Poisson random
measure . We set © = p* ® i and obtain a model which is driven by the defaults and
possible further jumps from fi. Note that (A1) is satisfied:

Lirysty =1 =1, <y = 1= p([0,¢] x {ey})

t
= 1—/ 1{7,,25}/ LiFx e,y (@) plds, dz),
0 E

and choosing 3(s,n,z) = —1{F><{en}}(l') yields the desired representation .

The market trades bonds for each companies whose prices are denoted by P(¢,T, 1)
and we assume that they follow the HJM-representation in terms of forward rates given
in @ This model is included in our setup such that all our results can be applied. In
particular, the default intensity of a single company can depend on the number of defaults
in the market in the past, such that features like self-excitement can be included (see [18]
for an account of finite-dimensional markets with this feature).

5.4. Stochastic mortality modelling. In this section, we shall briefly illustrate our
developed methods concerning positivity and monotonicity from Section [din the context
of stochastic mortality models. In the sequel, we follow the framework of [34], to which
we refer for further details.

The death of an individual born at —n € R<¢p = Z is denoted by a G-measurable
random time 77 :  — (—n, 00) for some larger o-algebra G D F. The filtration (F;);>0,
which is called the background information, contains all information about the likelihoods,
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but no information about the exact times of death events. We define the survival process
G(t, t,n) :=P(r" > t| Fy),
and for ¢t < T we define the forward survival process
G, T,n) =P(">T|F)=E[G(T,T,n)|F

as the best prediction at date ¢ of the fraction of individuals born at date —n that survive
until a future date T'. Then the forward survival processes become martingales, which
allows us to relate this approach to our setup where NAFL was equivalent to considering
equivalent local martingale measures.

In this regard, we may proceed as follows: after performing the Musiela type change
of parameters (¢,T,n) — (t,T —t,n+t) =: (t,2,§), we can model the mortality rates u
as a SPDE

dpy = (82 — O) e + () dt + o () AWy + /E (e, y) (u(dt, dy) — v(dy) dt),

where the state space H is a separable Hilbert space consisting of surfaces h : = — R
with domain Z = {(z,¢) € Ry xR : —¢ < z}. Forward survival process now play the role
of bond prices in the following form

T
G(t,T,n)=F(n)exp(—/ usAt(s,n)dS), 0<t<T
0

Due to the martingale property of the survival processes, we obtain a drift condition in
the form

&) = - otw.8) [ ol e du

xr
kEN 0

~sesolenl= [ st sna) 1]

similar to the HJM drift condition for default free bond markets. As in Section [4 we
can formulate appropriate conditions on «, o and d for the positivity preserving property
of this SPDE. Then the survival processes calculated from these mortality rates satisfy
0 < G(t,T,n) < 1. Therefore, they are not only local, but even true martingales, and
hence, the mortality model is monotone by Proposition [£.2]
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