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Introduction

The topic of this work is a detailed study of stylized credit default swaps within the framework of
a generic reduced-form credit risk model. By a reduced-form model we mean any model of a single
default or several dependent defaults in which we can explicitly identify the distribution of default
times. Therefore, the set-up presented in this work covers in fact various alternative approaches,
which are usually classified as, for instance, value-of-the-firm approach, intensity-based approach,
copula-based approach, etc. Note that such a classification refers to a particular way in which default
times are constructed, rather than to the question whether the distribution (conditional distribution,
joint distribution, etc.) of default can be found explicitly.

The main goal is to develop general results dealing with the relative valuation of defaultable
claims (credit derivatives) with respect to market values of traded credit-risk sensitive securities. As
expected, we have chosen stylized credit default swaps as liquidly traded assets, so that other credit
derivatives are valued with respect to CDS spreads as a benchmark. The tool used to is pretty
standard. We simply show that a generic defaultable claim (or a generic basket claim, in the case
of several underlying credit names) can be replicated by a dynamical trading in single-name CDSs.

This work is organized as follows.

We start, in Section 1, by dealing with the valuation and trading of a generic defaultable claim.
The presentation in this section, although largely based on Section 2.1 in Bielecki and Rutkowski
[3], is adapted to our current purposes, and the notation is modified accordingly. We believe that
it is more convenient to deal with a generic dividend-paying asset, rather than with any specific
examples of credit derivatives, since the fundamental properties of arbitrage prices of defaultable
assets, and of related trading strategies, are already apparent in a general set-up.

In Section 2, we first provide results concerning the valuation and trading of credit default
swaps under the assumption that the default intensity is deterministic and the interest rate is zero.
Subsequently, we derive a closed-form solution for replicating strategy for an arbitrary non-dividend
paying defaultable claim on a single credit name, in a market in which a bond and a credit default
swap are traded. Also, we examine the completeness of such a security market model.

Section 3, deals with the hedging of basket credit derivatives using single-name CDSs. In Section
3.3, we present results dealing with the case of a first-to-default claim. Subsequently, in Section 3.5,
we show that these results can be adapted to cover the case of a generic basket claim, which can be
formally seen as a sequence of conditional first-to-default claim, where the condition encompasses
dates of the past defaults and identities of defaulting names, and a suitably defined recovery payoff
occurs at the moment of the next default.

In Section 4, we extend some of previously established results to the case of stochastic default
intensity. Let us note that hedging under stochastic default intensity covers both default and spread
risks. For more general results concerning various techniques of replication of defaultable claims,
the interested reader is referred to Bielecki et al. [4].

Acknowledgement

A first version of this work was completed during our visit to the Isaac Newton Institute for Math-
ematical Sciences in Cambridge in June 2005. We thank the organizers of the programme Develop-
ments in Quantitative Finance for the kind invitation.
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1 Pricing and Trading Defaultable Claims

This section gives an overview of basic results concerning the valuation and trading of defaultable
claims.

1.1 Generic Defaultable Claims

A strictly positive random variable 7, defined on a probability space (£2,G,Q), is termed a random
time. In view of its interpretation, it will be later referred to as a default time. We introduce
the jump process H; = 1j;<4 associated with 7, and we denote by H the filtration generated by
this process. We assume that we are given, in addition, some auxiliary filtration F, and we write
G = HV F, meaning that we have G, = o(H;, F;) for every t € R,.

Definition 1.1 By a defaultable claim maturing at T we mean the quadruple (X, A, Z, ), where
X is an Fp-measurable random variable, A is an F-adapted process of finite variation, Z is an
F-predictable process, and 7 is a random time.

The financial interpretation of the components of a defaultable claim becomes clear from the
following definition of the dividend process D, which describes all cash flows associated with a
defaultable claim over the lifespan |0, 7], that is, after the contract was initiated at time 0. Of
course, the choice of 0 as the date of inception is arbitrary.

Definition 1.2 The dividend process D of a defaultable claim maturing at T equals, for every
t e 0,77,

(1—Hu)dAu+/ Z. dH,.

Dy = X1 (o i o0(() + /
10,t]

10,¢]

The financial interpretation of the definition above justifies the following terminology: X is the
promised payoff, A represents the process of promised dividends, and the process Z, termed the
recovery process, specifies the recovery payoff at default. It is worth stressing that, according to
our convention, the cash payment (premium) at time 0 is not included in the dividend process D
associated with a defaultable claim.

When dealing with a credit default swap, it is natural to assume that the premium paid at time
0 equals zero, and the process A represents the fee (annuity) paid in instalments up to maturity
date or default, whichever comes first. For instance, if A; = —xt for some constant x > 0, then the
‘price’ of a stylized credit default swap is formally represented by this constant, referred to as the
continuously paid credit default rate or premium (see Section 2.1 for details).

If the other covenants of the contract are known (i.e., the payoffs X and Z are given), the
valuation of a swap is equivalent to finding the level of the rate x that makes the swap valueless
at inception. Typically, in a credit default swap we have X = 0, and Z is determined in reference
to recovery rate of a reference credit-risky entity. In a more realistic approach, the process A is
discontinuous, with jumps occurring at the premium payment dates. In this note, we shall only deal
with a stylized CDS with a continuously paid premium.

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

/ (1-H,)dA, = / Ty dA, = AT,]I{TSt} + At]l{7‘>t};
10,¢] 10,t]

it is also apparent that if default occurs at some date ¢, the ‘promised dividend” A; — A;_ that is
due to be received or paid at this date is disregarded. If we denote 7 At = min (7, t) then we have

/] | ZydH, = TAtl{Tgt} = ZT]l{TSt}'
0,t
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Let us stress that the process D,, — Dy, u € [t, T], represents all cash flows from a defaultable claim
received by an investor who purchases it at time t. Of course, the process D,, — D; may depend on
the past behavior of the claim (e.g., through some intrinsic parameters, such as credit spreads) as
well as on the history of the market prior to t. The past dividends are not valued by the market,
however, so that the current market value at time t of a claim (i.e., the price at which it trades at
time t) depends only on future dividends to be paid or received over the time interval |¢, T'.

Suppose that our underlying financial market model is arbitrage-free, in the sense that there
exists a spot martingale measure Q* (also referred to as a risk-neutral probability), meaning that Q*
is equivalent to @Q on (2, Gr), and the price process of any tradeable security, paying no coupons or
dividends, follows a G-martingale under Q*, when discounted by the savings account B, given by

t
B; = exp </ rudu>, VteR,. (1)
0

1.2 Buy-and-hold Strategy

We write S?, i = 1,...,k to denote the price processes of k primary securities in an arbitrage-free
financial model. We make the standard assumption that the processes S, i = 1,...,k — 1 follow
semimartingales. In addition, we set SF = B, so that S* represents the value process of the savings
account. The last assumption is not necessary, however. We can assume, for instance, that S* is the
price of a T-maturity risk-free zero-coupon bond, or choose any other strictly positive price process
as as numéraire.

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

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

Let a G-predictable, R*+1_valued process ¢ = (¢°, ¢!, ..., #*) represent a generic trading strat-
egy, where ¢] represents the number of shares of the ;' asset held at time ¢. We identify here S°
with S, so that S is the 0*" asset. In order to derive a pricing formula for this asset, it suffices to
examine a simple trading strategy involving .S, namely, the buy-and-hold strategy.

Suppose that one unit of the 0" asset was purchased at time 0, at the initial price Sy, and it
was hold until time 7. We assume all the proceeds from dividends are re-invested in the savings
account B. More specifically, we consider a buy-and-hold strategy ¢ = (1,0,...,0,%"), where ¥* is
a G-predictable process. The associated wealth process V(1) equals

Vi) =S¢+ ¥y By, Vte 0,7, (2)

so that its initial value equals Vo(¢0) = Sy + ¥.

Definition 1.3 We say that a strategy ¢ = (1,0, ...,0,%*%) is self-financing if
dVi(v) = dSy + dDy + vy dBy,

or more explicitly, for every ¢ € [0, 7],

w<w>—%(w)=st—so+pt+/] . 3)
0,
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We assume from now on that the process 1* is chosen in such a way (with respect to S, D and
B) that a buy-and-hold strategy v is self-financing. Also, we make a standing assumption that the
random variable Y = f]o ] B;'dD, is Q*-integrable.

Lemma 1.1 The discounted wealth V;*(¢) = B V() of any self-financing buy-and-hold trading
strategy ¢ satisfies, for every t € [0,T],

Vi () = Vo' (¥) + Sf — Sg + | ]BgldDu. (4)
0,t

Hence we have, for every t € [0,T],

ViAW) — Vi (4) = S5 — S5 + /] B, (5)

Proof. We define an auxiliary process V(1) by setting Vi (1) = V;(¢) — S; = ¥ B, for t € [0,T]. In
view of (3), we have

~

Vi() = Vo(s) + Dy + | }wfidBu,
0,t

and so the process V(@/J) follows a semimartingale. An application of It6’s product rule yields

d(B7'WVy(4)) = BildVi(y) + Vi(p)dB;
= B;'dDy+fB; 'dB, + ¢ By dB;
= B;'dD;,

where we have used the obvious identity: B, Y4B, + B dB; 1 = 0. Integrating the last equality, we
obtain

By (Vi) — S,) = By (Vo(th) — So) + / B-1dD,,

10,¢]

and this immediately yields (4). O

It is worth noting that Lemma 1.1 remains valid if the assumption that S* represents the savings
account B is relaxed. It suffices to assume that the price process S* is a numéraire, that is, a
strictly positive continuous semimartingale. For the sake of brevity, let us write S¥ = 3. We say
that ¢ = (1,0,...,0,¢F) is self-financing it the wealth process

W(¢):St+¢fﬁt7 Vte [O7T]7

satisfies, for every t € [0, T,

Vi(1) — Vo(y) = Sy — So + Dy + ] ]wﬁ B
0,t

Lemma 1.2 The relative wealth V() = B; *Vi(¥) of a self-financing trading strategy ¢ satisfies,
for every t € [0,T7,

Vi (¥) = Vo (¥) + 57 — S5 + | ]ﬂgldpu,
0,t

where S* = 3;15,.

Proof. The proof proceeds along the same lines as before, noting that 3'd3 + Bd3* + d(3, 3') = 0.
O
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1.3 Spot Martingale Measure

Our next goal is to derive the risk-neutral valuation formula for the ex-dividend price S;. To this
end, we assume that our market model is arbitrage-free, meaning that it admits a (not necessarily
unique) martingale measure Q*, equivalent to Q, which is associated with the choice of B as a
numéraire.

Definition 1.4 We say that Q* is a spot martingale measure if the discounted price S** of any
non-dividend paying traded security follows a Q*-martingale with respect to G.

Tt is well known that the discounted wealth process V*(¢) of any self-financing trading strategy
¢ = (0,9, ¢%,...,¢%) is a local martingale under Q*. In what follows, we shall only consider
admissible trading strategies, that is, strategies for which the discounted wealth process V*(¢) is a
martingale under Q*. A market model in which only admissible trading strategies are allowed is
arbitrage-free, that is, there are no arbitrage opportunities in this model.

Following this line of arguments, we postulate that the trading strategy ¥ introduced in Section
1.2 is also admissible, so that its discounted wealth process V*(¢) follows a martingale under Q*
with respect to G. This assumption is quite natural if we wish to prevent arbitrage opportunities to
appear in the extended model of the financial market. Indeed, since we postulate that S is traded, the
wealth process V(1) can be formally seen as an additional non-dividend paying tradeable security.

To derive a pricing formula for a defaultable claim, we make a natural assumption that the
market value at time ¢ of the 0*" security comes exclusively from the future dividends stream, that
is, from the cash flows occurring in the open interval |¢, T[. Since the lifespan of S is [0,7T], this
amounts to postulate that Sy = S5 = 0. To emphasize this property, we shall refer to S as the
ez-dividend price of the O*" asset.

Definition 1.5 A process S with S7 = 0 is the ex-dividend price of the 0" asset if the discounted
wealth process V*(¢) of any self-financing buy-and-hold strategy 1 follows a G-martingale under
Q.

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

Proposition 1.1 The ex-dividend price process S associated with the dividend process D satisfies,
for every t € [0, T,

S, = B, Eq- ( B-ldD,
J6,7]

gt) : (6)

Proof. The postulated martingale property of the discounted wealth process V*(¢) yields, for every
te[0,7],
Eq- (V7 (¥) = Vi (¥) [ G:) = 0.

Taking into account (5), we thus obtain

S; = Eg- (S; + [ B;'dp,
J6.7]

G).

Since, by virtue of the definition of the ex-dividend price we have S; = S} = 0, the last formula
yields (6). O

It is not difficult to show that the ex-dividend price S satisfies, for every t € [0, 7],
St == ]l{t<7—}§t7 (7)

where the process S represents the ex-dividend pre-default price of a defaultable claim.
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The cum-dividend price process S associated with the dividend process D is a G-martingale

under Q*, given by the formula, for every ¢ € [0, 7],

S, = B, Eq- ( B;ldD,
Jo.7]

gt) : ®)

The savings account B can be replaced by an arbitrary numéraire 3. The corresponding valuation
formula becomes, for every t € [0, 7],

S, :ﬁt}EQﬁ( ] ]5;1 dD.,
T

G, (9)

where Q7 is a martingale measure on (£, Gr) associated with a numéraire 3, that is, a probability
measure on (2, Gr) given by the formula

Q0 r o
dQ*  foBr’
1.4 Self-Financing Trading Strategies
Let us now examine a general trading strategy ¢ = (¢°, ¢!,. .., #*) with G-predictable components.

The associated wealth process V(¢) equals Vi(¢) = Zf:o #iS!, where, as before S = S. A strategy
¢ is said to be self-financing if Vi(¢) = V(o) + G¢(¢) for every t € [0,T], where the gains process
G(¢) is defined as follows:

k
Gyi(9) :/ ¢ngu+Z/ ¢l dS?.
10,t] i—0 710,t]

Corollary 1.1 Let S* = B. Then for any self-financing trading strategy ¢, the discounted wealth
process V*(¢) = B; *Vi(¢) follows a martingale under Q*.

Proof. Since B is a continuous process of finite variation, [t6’s product rule gives
dS{* = S;dB; ' + B; 'dS;
fort=0,1,...,k, and so

dVi(¢) = Vi(¢)dB; ' + B 'dVi(¢)

k
= Vio)dB ' + B (Y gids; + ) dDy)

i=0
= Y _¢i(S;dB; " + B;'dS]) + ¢{B; 'dD,
=0
k—1 k—1 N
= ) ¢LdS{" + ¢ (dS] + By 1dDy) =Y 61 dS{T + 7 dSy,
i=1 i=1

where the auxiliary process S is given by the following expression:

S,=8+{ B;'dD,.
10,1

To conclude, it suffices to observe that in view of (6) the process S satisfies

S, = Eq ( B ldD,
10,7

G), (10)
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and thus it follows a martingale under Q*. O

It is worth noting that §t, given by formula (10), represents the discounted cum-dividend price
at time ¢ of the 0'" asset, that is, the arbitrage price at time ¢ of all past and future dividends
associated with the 0" asset over its lifespan. To check this, let us consider a buy-and-hold strategy
such that ¢)§ = 0. Then, in view of (5), the terminal wealth at time T of this strategy equals

Vr(¢) = Br /]0 . B, tdD,. (11)

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

arbitrage price m(Y) at time t < T of a claim Y = Vi (¢) equals (under the assumption that this
claim is attainable)
G)

and thus §; = B, lwt(}/}). It is clear that discounted cum-dividend price follows a martingale under
Q* (under the standard integrability assumption).

Wt(?) = Bt EQ* (jo . B;l dDu

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

(ii) Otherwise — that is, when a martingale probability measure Q* is not uniquely determined by
the model (S*,S2,...,5%) — the right-hand side of (6) may depend on the choice of a particular
martingale probability, in general. In this case, a process defined by (6) for an arbitrarily chosen
spot martingale measure Q* can be taken as the no-arbitrage price process of a defaultable claim.
In some cases, a market model can be completed by postulating that S is also a traded asset.

1.5 Martingale Properties of Prices of a Defaultable Claim
In the next result, we summarize the martingale properties of prices of a generic defaultable claim.

Corollary 1.2 The discounted cum-dividend price §t, t € [0,7], of a defaultable claim is a Q*-
martingale with respect to G. The discounted ex-dividend price S§, t € [0,T], satisfies

;f:@-/ B;'dD,, Ytec]|0,T],
10,¢]
and thus it follows a supermartingale under Q* if and only if the dividend process D 1is increasing.

In an application considered in Section 2, the finite variation process A is interpreted as the
positive premium paid in instalments by the claimholder to the counterparty in exchange for a
positive recovery (received by the claimholder either at maturity or at default). It is thus natural
to assume that A is a decreasing process, and all other components of the dividend process are
increasing processes (that is, we postulate that X > 0, and Z > 0). It is rather clear that, under
these assumptions, the discounted ex-dividend price S* is neither a super- or submartingale under
Q*, in general.

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

The final conclusion is that the martingale properties of the price of a defaultable claim depend on
the specification of a claim and conventions regarding the prices (ex-dividend price or cum-dividend
price). This point will be illustrated below by means of a detailed analysis of prices of credit default
swaps.
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2 Pricing and Trading a CDS under Deterministic Intensity

We are now in the position to apply the general theory to the case of a particular class contracts,
specifically, credit default swaps. We work throughout under a spot martingale measure Q* on
(©,Gr). In the first step, we shall work under additional assumptions that the auxiliary filtration F
is trivial, so that G = H and the interest rate » = 0. Subsequently, these restrictions will be relaxed.

2.1 Valuation of a Credit Default Swap

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

Definition 2.1 A credit default swap with a constant rate x and recovery at default is a defaultable
claim (0, A, Z, 1), where Z; = 6(t) and A; = —kt for every t € [0,T]. An RCLL function § : [0,T] —
R represents the default protection, and a constant xk € R represents the CDS rate (also termed the
spread, premium or annuity of a CDS).

We shall first analyze the valuation and trading credit default swaps in a simple model of default
risk with the filtration G = H generated by the process H; = 1(,<;). We denote by F' the cumulative
distribution function of the default time 7 under Q*, and we assume that F' is a continuous function,
with F'(0) = 0 and F(T') < 1 for some fixed date T' > 0. Also, we write G = 1 — F' to denote the
survival probability function of T, so that G(t) > 0 for every ¢ € [0, T]. For simplicity of exposition,
we assume in this section that the interest rate » = 0, so that the price of a savings account B; = 1
for every t. This assumption is relaxed in Section 4, in which we deal with random interest rate and
default intensity. Note also that we have only one tradeable asset in our model (a savings account),
and we wish to value a defaultable claim within this model. It is clear that any probability measure
Q* on (Q,Hr), equivalent to Q, can be chosen as a spot martingale measure for our model. The
choice of Q* is reflected in the cumulative distribution function F (in particular, in the default
intensity if F is absolutely continuous).

2.1.1 Ex-dividend Price of a CDS

Consider a CDS with the rate s, which was initiated at time 0 (or indeed at any date prior to the
current date t). Its market value at time ¢ does not depend on the past otherwise than through the
level of the rate k. Unless explicitly stated otherwise, we assume that  is an arbitrary constant.

Unless explicitly stated otherwise, we assume that the default protection payment is received at
the time of default, and it is equal §(t) if default occurs at time ¢, prior to or at maturity date 7T

In view of (6), the ex-dividend price of a CDS maturing at T' with rate « is given by the formula

Si(k) = Eq- (]1{75<T§T}5(T) )Ht) — Eq- (ﬂ{t«}ﬁ((T AT) —t) }Ht)7 (12)

where the first conditional expectation represents the current value of the default protection stream
(or the protection leg), and the second is the value of the survival annuity stream (or the fee leg).

Note that in Lemma 2.1, we do not need to specify the inception date s of a CDS. We only
assume that the maturity date T, the rate k, and the protection payment ¢ are given.

Lemma 2.1 The ex-dividend price at time t € [s,T] of a credit default swap started at s, with rate
K and protection payment 0(T) at default, equals

Si(k) = Tgpeqy ﬁ (—/t 0(u) dG(u) — Ii/t G(u) du) . (13)
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Proof. We have, on the set {t < 7},

[ 8(u) dG (u) — [ udG(u) + TG(T)
Si(k) = _G(t)_ﬁ< 0 —t>

_ % <_/tT5(u)dG(u)—n(TG(T)—tG(t)—/tT“dG(“))>‘

Since . .
/ G(u) du = TG(T) — tG(t) — / wdGu), (14)

we conclude that (13) holds. O

The ex-dividend price of a CDS can also be represented as follows (see (7))
Si(K) = Lyary Se(k), Vit e [0,T], (15)

where gt(n) stands for the ex-dividend pre-default price of a CDS. It is useful to note that formula
(13) yields an explicit expression for S;(x), and that S(k) follows a continuous function, provided
that G is continuous.

2.2 Market CDS Rate

Assume now that a CDS was initiated at some date s < ¢ and its initial price was equal to zero. Since
a CDS with this property plays an important role, we introduce a formal definition. In Definition
2.2, it is implicitly assumed that a recovery function ¢ is given.

Definition 2.2 A market CDS started at s is a CDS initiated at time s whose initial value is equal
to zero. A T-maturity market CDS rate (also known as the fair CDS spread) at time s is the level of
the rate k = (s, T') that makes a T-maturity CDS started at s valueless at its inception. A market
CDS rate at time s is thus determined by the equation Ss(x(s,T)) = 0, where S is defined by (12).
By assumption, x(s,T) is an Fs-measurable random variable (hence, a constant if the reference
filtration is trivial).

Under the present assumptions, by virtue of Lemma 2.1, the T-maturity market CDS rate x(s,T")
solves the following equation

T T
/ d(u) dG(u) + k(s,T) / G(u) du =0,
and thus we have, for every s € [0, 7],

) 0w dG(w)

fST G(u)du 16)

k(s,T) =

Remarks. Let us comment briefly on a model calibration. Suppose that at time 0 the market
gives the premium of a CDS for any maturity 7. In this way, the market chooses the risk-neutral
probability measure Q*. Specifically, if x(0,7) is the T-maturity market CDS rate for a given
recovery function § then we have

T
40, T) = 7f0 0(u) dG(u)

fOT G(u)du
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Hence, if credit default swaps with the same recovery function ¢ and various maturities are traded
at time 0, it is possible to find the implied risk-neutral c.d.f. F' (and thus the default intensity ~
under Q*) from the term structure of CDS rates k(0,T) by solving an ordinary differential equation.

Standing assumptions. We fix a maturity date T', and we write briefly x(s) instead of x(s,T). In
addition, we assume that all credit default swaps have a common recovery function §.

Note that the ex-dividend pre-default value at time ¢t € [0,7] of a CDS with any fixed rate s
can be easily related to the market rate «(¢). We have the following result, in which the quantity
v(t,s) = k(t) — k(s) represents the calendar CDS market spread (for a given maturity T').

Proposition 2.1 The ex-dividend price of a market CDS started at s with recovery § at default and
maturity T equals, for everyt € [s,T),

S1(6050) = e (60) — K05 et = 1,y i) P, (17)

or more explicitly,

(18)

SUR(9) = Lpery - CLI 00 (fST ) dGw) _ J, 5 dG<u>> |

G(t) ng G(u) du j;T G(u) du
Proof. To establish equality (18), it suffices to observe that Si(k(s)) = Si(k(s)) — Si(k(t)), and to
use (13) and (16). O

Remark. Note that the price of a CDS can take negative values.

2.2.1 Forward Start CDS

A representation of the value of a swap in terms of the market swap rate, similar to (17), is well
known to hold for default-free interest rate swaps. It is particularly useful if the calendar spread is
modeled as a stochastic process. In particular, it leads to the Black swaption formula within the
framework of Jamshidian’s [11] model of co-terminal forward swap rates.

In the present context, it is convenient to consider a forward start CDS initiated at time s € [0, U]
and giving default protection over the future time interval [U,T]. If the reference entity defaults
prior to the start date U the contract is terminated and no payments are made. The price of this
contract at any date t € [s, U] equals

Si(k) = Eq- (n{U<TST}5<T) ( Ht) ~ Eq- (]1 wenk((r AT) =) ( Ht). (19)

Since a forward start CDS does not pays any dividends prior to the start date U, the price Si(k), t €
[s,U], can be considered here as either the cum-dividend price or the ex-dividend price. Note that
since G is continuous, the probability of default occurring at time U equals zero, and thus for ¢t = U
the last formula coincides with (12). This is by no means surprising, since at time 7" a forward start
CDS becomes a standard (i.e., spot) CDS.

If G is continuous, representation (19) can be made more explicit, namely,

—/UT 0(u) dG(u) — H/UT G(u) du) .

A forward start market CDS at time ¢ € [0,U] is a forward CDS in which & is chosen at time ¢ in
such a way that the contract is valueless at time ¢. The corresponding (pre-default) forward CDS
rate k(t,U,T) is thus determined by the the following equation

Si(k) = Loy % (

Sy(k(t,U,T)) = Eg- (n{U<T§T}5(r) ’Ht) _ Eq- (]I{U<T}/-s(t, U,T)((r AT) = U) ‘ Ht) —0,
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which yields, for every ¢ € [0, U],

7 8(u) dG(u)
k(t,U,T) = — 20 /70
( ) fg G(u)du

The price of an arbitrary forward CDS can be easily expressed in terms of x and (¢, U,T). We
have, for every t € [0, U],

St(K‘) = St(’%) - St('%(ta U, T)) = ('%(ta U, T) - H) EQ* (1{U<‘r} ((T A T) - U) ‘ Ht>7

or more explicitly,

T
Jy G(u) du

G(t)

Under the assumption of a deterministic default intensity, the formulae above are of rather limited
interest. Let us stress, however, that similar representations are also valid in the case of a stochastic
default intensity (see Section 4.5 below), where they prove useful in pricing of options on a forward
start CDS (equivalently, options on a forward CDS rate).

Su(k) = Lgyary (k(£ U T) = 1)

2.2.2 Case of a Constant Default Intensity

Assume that §(t) = ¢ is independent of ¢, and F(t) = 1 —e~"* for a constant default intensity v > 0
under Q*. In this case, the valuation formulae for a CDS can be further simplified. In view of
Lemma 2.1, the ex-dividend price of a (spot) CDS with rate x equals, for every t € [0, T],

Su(R) = Ljeary (07 = R)y ™ (1= e71T0),

The last formula (or the general formula (16)) yields x(s) = 0 for every s < T, so that the market
rate k(s) is independent of s. As a consequence, the ex-dividend price of a market CDS started at
s equals zero not only at the inception date s, but indeed at any time ¢ € [s, T, both prior to and
after default). Hence, this process follows a trivial martingale under Q*. As we shall see in what
follows, this martingale property the ex-dividend price of a market CDS is an exception, rather than
a rule, so that it no longer holds if default intensity is not constant.

2.3 Price Dynamics of a CDS

Unless explicitly stated otherwise, we consider a spot CDS and we assume that

G) =@ > 1) =exp (- [ ) ).,

where the default intensity v(¢) under Q* is a strictly positive deterministic function. We first focus
on the dynamics of the ex-dividend price of a CDS with rate x started at some date s < T

Lemma 2.2 The dynamics of the ex-dividend price Si(k) on [s,T] are
dSi(k) = =Si— (k) dM; + (1 — Hy)(k — 0(t)y(t)) dt, (20)
where the H-martingale M under Q* is given by the formula
M, = H; — /Ot(l — Hy)y(u)du, VteR,. (21)
Hence, the process Si(k), t € [s,T), given by the expression
t

S,(k) = st(,«u)+/ 5(u) dHu—/@/ (1— H,)du (22)
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is a Q*-martingale for t € [s,T]. Specifically,
dS;(k) = (6(t) - St,(n)) dM;. (23)
Proof. 1t suffices to recall that
Si(k) = L<rySi(k) = (1 — Hy) S (x)

so that B B
dSt(H) = (1 - Ht) dSt(H) — Stf(li) dHt

Using formula (13), we find easily that we have
dSi(k) = ¥(£)Se(k) dt + (k — 5(t)y(1)) dt. (24)

In view of (21), the proof of (20) is complete. To prove the second statement, it suffices to observe
that the process N given by

N, = Sy(x) - / (1= H)(k — 6(u)y(w)) du = —/ Su_ () dM,

is an H-martingale under Q*. But for every t € [s, T

St(lﬁ?) = Nt + /t 5(11,) Mu7

so that S(k) also follows an H-martingale under Q*. Note that the process S(k) given by (22)
represents the cum-dividend price of a CDS, so that the martingale property S(x) is expected. O

Equality (20) emphasizes the fact that a single cash flow of §(7) occurring at time 7 can be
formally treated as a dividend stream at the rate §(¢)y(¢) paid continuously prior to default. It is
clear that we also have

dSe(x) = —So— (k) dM; + (1 — Hy) (s — () (2)) dt. (25)

In some instances, it can be useful to reformulate the dynamics of a market CDS in terms of
market observables, such as CDS spreads.

Corollary 2.1 The dynamics of the ex-dividend price S¢(k(s)) on [s,T] are also given as

T
dS;(k(s)) = —=Si—(k(s)) dMy + (1 — Hy) (W div(t,s) — v(t,s) dt) . (26)

Proof. Under the present assumptions, for any fixed s, the calendar spread v(t,s), t € [s,T] is a
continuous function of bounded variation. In view of (20), it suffices to check that

t

G(t)

T
Jy Glu)du dev(t,s) — v(t,s)dt = (k(s) — 6(t)y(t)) dt, (27)

where d;v(t, s) = di(k(t) — k(s)) = dk(t). Equality (27) follows by elementary computations. O

2.3.1 Trading a Credit Default Swap

We shall show that, in the present set-up, in order to replicate an arbitrary contingent claim Y
settling at time 7" and satisfying the usual integrability condition, it suffices to deal with two traded
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assets: a CDS with maturity U > T and a constant savings account B = 1. Since one can always
work with discounted values, the last assumption is not restrictive.

According to Section 1.4, a strategy ¢, = (¢?, ¢1), t € [0,T], is self-financing if the wealth process
V(¢), defined as

Vi(9) = ¢} + 61 5:(k), (28)
satisfies

dVi(6) = ¢} (dS,(x) + dDy), (29)

where S(k) is the ex-dividend price of a CDS with the dividend stream D. As usual, we say that a
strategy ¢ replicates a contingent claim Y if Vp(¢) = Y. On the set {7 <t < T} the ex-dividend
price S(k) equals zero, and thus the total wealth is necessarily invested in B, so that it is constant.
This means that ¢ replicates Y if and only if Vo ar(¢) =Y.

Lemma 2.3 For any self-financing strategy ¢ we have, on the set {T < T},
AV(9) = Vi(9) = Vo (¢) = 97(8(7) = 57 (k) (30)

Proof. In general, the process ¢! is G-predictable. In our model, ¢! is assumed to be an RCLL
function. The jump of the wealth process V(¢) at time 7 equals, on the set {r < T},

AV (¢) = ¢rA-S + ¢r A D

where A+ S(k) = S,(k) — Sr_(k) = —5,(x) (recall that the ex-dividend price S(x) drops to zero at
default time) and manifestly A, D = §(7). O

2.4 Hedging of Defaultable Claims
An Hp-measurable random variable Y is known to admit the following representation

Y = Lirsyh(7) + Lirerye(T), (31)
where h : [0,T] — R is a Borel measurable function, and ¢(7T') is a constant. For definiteness, we

shall deal with claims Y such that h is an RCLL function, but this formal restriction is not essential.

We first recall a suitable version of the predictable representation theorem. Subsequently, we
derive closed-form solution for the replicating strategy for a claim Y given by (31) and settling at
time T'. As tradeable assets, we shall use a CDS started at time 0 and maturing at 7', and a savings
account.

2.4.1 Representation Theorem

For any RCLL function h R, — R such that the random variable E(T) is integrable, we set
M, = Eg- (h(7) | Hy) for every ¢ € Ry It is clear that M is an H-martingale under Q*. The following
version of the martingale representation theorem is well known (see, for instance, Blanchet-Scalliet
and Jeanblanc [5], Jeanblanc and Rutkowski [13] or Proposition 4.3.2 in Bielecki and Rutkowski [3]).

Proposition 2.2 Assume that G is continuous and E\zs an RCLL function such that the random
variable h(7) is Q*-integrable. Then the H-martingale M admits the following integral representation

Moo=+ [ ()~ g ant, (32
0,t
where the continuous function g : R, — R is given by the formula

30 = G5 B (L) =~ g [ Bl dGlu) (33
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Remark. It is easily seen that on the set {t < 7} we have g(t) = M,_. Therefore, formula (32) can
also be rewritten as follows

M=o+ [ () = S dMy = Mo+ [ (i) — W(ue)) di,, (34)
10,1] 10,1]

where M = ¢ is the unique function such that ]\//.Tt]l{7>t} = M(t)]l{TN} for every t € R.

2.4.2 Replication of a Defaultable Claim

Assume now that a random variable Y given (31) represents a contingent claim settling at 7.
Formally, we deal with a defaultable claim of the form (X,0,Z,7), where X = ¢(T) and Z; = h(¢).

To deal with such a claim, we shall apply Proposition 2.2 to the function %, where ﬁ(t) = h(t)
for t < T and h(t) = ¢(T) for t > T (recall that Q*(7 = T') = 0). In this case, we obtain

1 T
g(t) = 0] </t h(u) dG(u) + c(T)G(T)) , (35)
and thus for the process M, = Eg+ (Y | Hy), t € [0,T], we have
5 =Eo- (V) + [ (h(w) = gu)) M, (36)
10,¢]

with g given by (35). Recall that S (k) is the pre-default ex-dividend price process of a CDS with
rate k and maturity 7. We know that S(x) is a continuous function of ¢ if G is continuous.

Proposition 2.3 Assume that the inequality S;(r) # 8(t) holds for every t € [0,T]. Let ¢* be an
RCLL function given by the formula

h(t) - (1
3(t) ~ S(w)

and let ¢) = V,(¢) — ¢1Si(k), where the process V(¢) is given by (29) with the initial condition
Vo(¢) = Eg«(Y), where Y is given by (31). Then the self-financing trading strategy ¢ = (¢°, ¢1) is
admissible and it is a replicating strategy for a defaultable claim (X,0,Z,7), where X = ¢(T) and
Zy = h(t).

¢ = ; (37)

Proof. The idea of the proof is based on the observation that it is enough to concentrate on the
formula for trading strategy prior to default. In view of Lemma 2.2, the dynamics of the price S(k)
are

dSy(k) = —=S— (k) dM; + (1 — Hy)(r — 0(2)(t)) dt.
and thus we have, on the set {7 >t} ,

dSi(x) = dSi(k) = (V(OS:(k) + 5 — (1) (2)) dt. (38)

i From Corollary 1.1, we know that the wealth V(¢) of any admissible self-financing strategy is
an H-martingale under Q*. Since under the present assumptions dB; = 0, for the wealth process
V(¢) we obtain, on the set {7 > t},

dVy(¢) = ¢ (dSi(k) — kdt) = —giy(t) (5(t) — Si(k)) dt. (39)

For the martingale M, = Eg+ (Y |H,) associated with Y, in view of (36) we obtain, on the set
{r > t},
dM; = —(t)(h(t) —g(t)) dt. (40)
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We wish to find ¢! such that V,(¢) = M, for every t € [0,7T]. To this end, we first focus on the
equality 1 Vi(¢) = Lgpcry My for pre-default values. A comparison of (39) with (40) yields

1o MO =90 oy, [0, 7). (41)
6(t) — Se(r)

We thus see that if Vj(¢) = M, then also Tany V(o) = ]l{t<7}]\//.7t for every t € [0,T]. As usual,

the second component of a self-financing strategy ¢ is given by (28), that is, ¢? = Vi(¢) — ¢} S;(k),

where V(¢) is given by (29) with the initial condition V(¢) = Eg+(Y). In particular, we have that

¢p = Eg-(Y) — dpSo (k).

To complete the proof, that is, to show that V;(¢) = J\/It for every t € [0, T, it suffices to compare
the jumps of both processes at time 7 (both martingales are stopped at 7). It is clear from (36) that

the jump of M equals AT]\/J\ = h(7) — g(7). Using (30), we get for the jump of the wealth process
ALV (¢) = ¢1(5(7) = S-(k)) = h(r) - §(7),

and thus we conclude that Vi(¢) = Z\/l\t for every t € [0,7]. In particular, ¢ is admissible and
Vr(¢) = Voar(@) = h(r AT) =Y, so that ¢ replicates a claim Y. Note that if kK = k(0) then
S()(K(O)) = O7 so that (,258 = V()(d)) = EQ* (Y) O

Let us now analyze the condition S;(k) # (t) for every t € [0,T]. It ensures, in particular,
that the wealth process V(¢) has a non-zero jump at default time for any the self-financing trading
strategy such that ¢; # 0 for every t € [0, T]. It appears that this condition is not restrictive, since
it is satisfied under mild assumptions.

Indeed, if £ > 0 and § is a non-increasing function then the inequality Sy (k) < d(¢) is valid for
every t € [0,T] (this follows easily from (12)). For instance, if 7(¢) > 0 and the protection payment
d > 0is constant then it is clear from (16) that the market rate x(0) is strictly positive. Consequently,
formula (12) implies that S;(x(0)) < & for every t € [0,T], as was required. To summarize, when a
tradeable asset is a market CDS with a constant 6 > 0 and the default intensity is strictly positive
then the inequality holds. Let us finally observe that if the default intensity vanishes on some set
then we do not need to impose the inequality S;(x) # 0(t) on this set in order to equate (39) with
(40), since the desired equality holds anyway.

It is useful to note that the proof of Proposition 2.3 was implicitly based on the following
observation. In our case, Lemma 2.4 can be applied to the following H-martingales under Q*:
M?' = V(¢), that is, the wealth process of an admissible self-financing strategy ¢ and M? = M, that
is, the conjectured price of a claim Y, as given by the risk-neutral valuation formula.

Lemma 2.4 Let M and M? be arbitrary two H-martingales under Q*. If for every t € [0,T] we
have 1oy M} = 1y ry M then M} = M} for every t € [0,T].

Proof. We have M} = Eqg-(h;(1)|H;) for some functions h; : R, — R such that h;(7) is Q*-
integrable. Using the well known formula for the conditional expectation

1 e ~
EQ* (hi(T) |Ht> = ]l{tz'r}hi(T) - ]1{t<7-} @ / hz(u) dG(u) = ]l{tzr}hi(T) =+ ]l{t<'r}gi(t);
t

and the assumption that 1y M} = L4 M7, we obtain the equality gi(t) = ga(t) for every
t €0, 7] (recall that Q*(7 > t) > 0 for every ¢ € [0,T]). Therefore, we have

/toohl(u)dG(u)/too ha(u) dG(u), Yt € [0,T].

This immediately implies that hy(t) = ha(f) on [0, 7], almost everywhere with respect to the distri-
bution of 7, and thus we have hi(7 A T) = hao(T A T), Q*-a.s. Consequently, M} = M? for every
t € 0,7]. O
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The method presented above can be extended to replicate a defaultable claim (X, A, Z, 7), where
X =), A; = fot a(u) du and Z; = h(t) for some RCLL functions a and h. In this case, it is natural
to expect that the cum-dividend price process 7; associated with a defaultable claim (X, A, Z, 1), is
given by the formula, for every t € [0, T,

o 1 T T
m = My + ]l{KT}@/t a(u)G(u) du+ 1g>r) /0 a(u) du, (42)

where M, = Eq+ (Y |H,) with Y is given by (31). Hence, the pre-default dynamics of this process
are

dr, = dM; +~(t)a(t) dt = —(0)((t) — §(t) — a(t)) dt,

where we set a(t) = (G(t)) ! ftT a(u)G(u) du. Note that a(t) represents the pre-default value of the
future promised dividends associated with A. Therefore, arguing as in the proof of Proposition 2.3,
we find the following expression for the component ¢! of a replicating strategy for a defaultable
claim (X, A, Z, 1)
ot = M) =90 =80 oy oo . (43)
3(t) = Se(k)

It is easy to see that the jump condition at time 7, mentioned in the second part of the proof of
Proposition 2.3, is also satisfied in this case.

Remark. Of course, if we take as (X, A, Z,7) a CDS with rate x and recovery function 4, then we
have h(t) = 6(¢) and g(t) +a(t) = Si(k), so that clearly ¢} =1 for every t € [0,T].

The following immediate corollary to Proposition 2.3 is worth stating.

Corollary 2.2 Assume that Sy(k) # 0(t) for every t € [0,T). Then the market is complete, in
the sense, that any defaultable claim (X, A, Z, 1), where X = ¢(T), Ay = fot a(u)du and Zy = h(t)
for some constant ¢(T) and RCLL functions a and h, is attainable through continuous trading in a

CDS and a bond. The cum-dividend arbitrage price m; of such defaultable claim satisfies, for every
te (0,77,

7 = Vi(9) = 70 +/] () =T,
0,

where
T
7o = Eg+(Y) +/ a(t)G(t) dt,
0

with Y given by (31) . Its pre-default price is 7(t) = g(t) + a(t) + Az, so that we have, for every
tel0,T]

70 = Lyery (§(8) + (D) + Ar) + Lizey (h(0) + A7) = Ljpany () + Loy mr.

2.4.3 Case of a Constant Default Intensity

As a partial check of the calculations above, we shall consider once again the case of constant
default intensity and constant protection payment. In this case, x(0) = §v and S;(x(0)) = 0 for
every ¢ € [0,T], so that

AVi($) = — Loy dt = —pLr(0) dt. (44)

Furthermore, for any RCLL function h, formula (41) yields

¢y =" (h(t) + et /tT h(u)d(e ") — c(T)e_VT). (45)
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Assume, for instance, that h(t) = 6 for t € [0,T[ and ¢(T) = 0. Then (45) gives ¢ = e~ 771,
Since Sp(k(0)) = 0, we have ¢ = m(Y) = Vo(¢) = 6(1 — e 7T). In view of (44), the gains/losses
from positions in market CDSs over the time interval [0,¢] equal, on the set {7 > t},

t t
Vi(¢) — Vo(o) = 757/ P du = 757/ e T gy = —5e T (e — 1) < 0.
0 0

Suppose that default occurs at some date ¢ € [0, T]. Then the protection payments is collected, and
the wealth at time ¢ becomes

Vi(9) = Vi () + 60 = 6(1 — e ") =6 (7" — 1) + 5e7 770 = 6.

The last equality shows that the strategy is indeed replicating on the set {7 < T'}. On the set
{7 > T}, the wealth at time T equals

Vr(¢) =6(1—e ") —ge T (T — 1) = 0.
Since S;(x(0)) = 0 for every t € [0, T], we have that ¢? = V;(¢) for every t € [0,T].

2.4.4 Short Sale of a CDS

As usual, we assume that the maturity T of a CDS is fixed and we consider the situation where the
default has not yet occurred.

1. Long position. We say that an agent has a long position at time ¢ in a CDS if he owns at time
t a CDS contract that had been created (initiated) at time sg by some two parties and was sold to
the agent (by means of assignment for example) at time s. If sy = s then the agent is an original
counter-party to the contract, that is the agent owns the contract from initiation. If an agent owns
a CDS contract, the agent is entitled to receive the protection payment for which the agent pays
the premium. The long position in a contract may be liquidated at any time s < ¢ < T by means of
assignment or offsetting.

2. Short position. We stress that the short position, namely, selling a CDS contract to a dealer,
can only be created for a newly initiated contract. It is not possible to sell to a dealer at time ¢ a
CDS contract initiated at time sg < t.

3. Offsetting a long position. If an agent has purchased at time sqg < s < T a CDS contract
initiated at sg, he can offset his long position by creating a short position at time ¢. A new contract
is initiated at time ¢, with the initial price S;(x(sp)), possibly with a new dealer. This short position
offsets the long position outstanding, so that the agent effectively has a zero position in the contract
at time ¢ and thereafter.

4. Market constraints. The above taxonomy of positions may have some bearing on portfolios
involving short positions in CDS contracts. It should be stressed that not all trades involving a CDS
are feasible in practice. Let us consider the CDS contract initiated at time ¢y and maturing at time
T. Recall that the ex-dividend price of this contract for any ¢ € [tg, 7 A T is S¢(k(f)). This is the
theoretical price at which the contract should trade so to avoid arbitrage. This price also provides
substance for the P&L analysis as it really marks-to-market positions in the CDS contract.

Let us denote the time-t position in the CDS contract of an agent as ¢}, where t € [to, 7 A T).
The strategy is subject to the following constraints: ¢} > 0 if ¢}0 >0 and ¢} > qb}o if qﬁ}o <0. It
is clear that both restrictions are related to short sale of a CDS. The next result shows that under
some assumptions a replicating strategy for a claim Y does not require a short sale of a CDS.

Corollary 2.3 Assume that S;(k) < 6(t) for every t € [0,T]. Let h be a non-increasing function
and let ¢(T) < h(T). Then ¢} >0 for every t € [0,T].

Proof. Tt is enough to observe that if h be a non-increasing function and ¢(T') < h(T) then it follows
easily from the first equality in (33) that for the function g given by (35) we have that h(t) > g(t)
for every t € [0,T]. In view of (37), this shows that ¢} > 0 for every ¢ € [0, 7. O
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3 Hedging of Basket Credit Derivatives with Single-Name
CDSs

Our goal is to examine hedging of basket credit derivatives with single-name credit default swaps on
the underlying n credit names, denoted as 1,2,...,n. For the clarity of exposition, the assumption
that B(t) = 1 for every t € R, is maintained throughout this section. In Section 4, we shall show
that this assumption is not restrictive.

Let 71, 79,..., 7, be the default times associated with n names, respectively. Let
F(tl,tg, ‘e ,tn) = Q*(Tl S t177-2 S tz,. s Tn S tg)

denote the joint distribution function of the default times associated with the n names. We shall
frequently assume that the probability distribution of default times is jointly continuous, and we
shall write f(t1,t2,...,t,) to denote the joint probability density function. Also, let

G(il,tg,...,tn) :@*(Tl >t177’2 >t2,...,7’n >tn)

stand for the joint probability that the names 1,2,...,n have survived up to times t1,%o,...,t,,
respectively.
For each i = 1,2,...,n we define the default indicator process for the ith firm as H} = Tir <ty

and the corresponding o-field H: = o(H! : u < t). We write
G=H'VH*v...vH"

and _ ‘ A
Gi=H!'v..vH'vH* v.. . vVH",

so that G = G* VH for i = 1,2,...,n. The main tool in the analysis of joint defaults is the concept
of the G*-hazard process.

Definition 3.1 Assume that Q*(r; > t|G}) < 1 for t € R;. Then the G'-adapted process I'?
defined through the formula

Q*(m >t|G)=Gi=eT, VteR,.
is called the G*-hazard process I'* of 7;,

For the properties of an G-hazard process, we refer to Chapter 5 in Bielecki and Rutkowski [3].

The process G? is a G-supermartingale and admits a Doob Meyer decomposition as G = Z/— A,
where Z is a martingale and A® a predictable increasing process. We assume that A’ is absolutely
continuous, so that A} = fg al, du for some non negative process a'. Then, the process

t
H;'—/ (1— HY)\Mds
0

ai

is a G-martingale, with \! = o+ In the case of two names, one has: the process
tATL (1)
1 as
H, — /0 i ds
S

where F1* = P(ry < {H?) af) = —H2o1hD (t, 1) — (1 — HP)ZZLD and

- 82G(t, S)

S (t,s) 7326'(07 5
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is a H = H' V H2-martingale, and

71 = (G5~ Gaor ) 1+ (HEOM ) + 1 B )

One can prove that the G'-intensity process A’ is given as the Q*-almost sure limit

. 1 Q(t<m<t+h|G)
M= lim — : : 4
ETR0R . Q(m > t|G) (46)

3.1 First-to-Default Intensities and Martingales

In this section, we introduce the so-called first-to-default intensities (or pre-default intensities). This
concept will prove useful in the valuation and hedging of first-to-default claims, and thus also in the
case of general kth-to-default claims.

Let 71y =71 A... AT, = min(71,...,7,) and, more generally, let 7 be the kth order statistics
of the collection {71, 72,...,7,} of default times. In the financial interpretation, the random time
T(k) represents the moment of the kth default out of n names. In particular, 7(; is the moment of
the first default, and thus no defaults are observed on the event {7(1) > t}.

It is clear that, for any ¢ = 1,2,...,nand t,h € Ry,
11{7(1)>t}(@*(7i >t ‘ gt’) = ]l{.,_(l)>t} Q*(Ti > t|7’1 >t Tim1 > Tip1 >, Ty > t)
and

]1{7-(1)>t}(@*(t <1 <t+h | gz) = 1{7—(1)>t}@*(t <1 <t+h | 1>t ., Tim1 >0 T >0, Ty > t)
Consequently, formula (??) yields ]1{7(1)>t}’yf = ]l{T(l)>t}%(t), where the function 7; : Ry — Ry is
given as
ﬁ(t) :hml Q*(t<7'i St+h|7‘1 >t ., Tim1 > 6 Tig1 > 6, .., Ty >t)

‘ hl10 h Q*(Ti>t|’7'1>t,...,7'i,1>t,7'7;+1>t,...,’7'n>t)

N
zl}}?&EQ(t<Ti§t+h|T(1)>t). (47)
This observation and the interpretation of +% lead to the following definition.

Definition 3.2 The function 7; given by formula (47) is called the ith first-to-default intensity. The
first-to-default intensity 5 is defined as the sum 5 = "I | ¥;, or equivalently, as we prove later, as
the intensity function of the random time 7(;) modeling the moment of the first default.

In view of the definition of 7; we have that
ftoo ftoo...ftoo Flur, o w1, b Ui, .y Uy) dug - dug—1dugyy ... duy,
Q*(my > t1, 72 >ty ..., T > ty)
j-tOOj-tOO.,c'ftoodF(U17...7Ui,1,t,ul‘+1,...7un) __(91'G(t7,,,7t)
G(t,...,t) G(t,....t)

In particular, for the case of two credit names, the first-to-default intensities 7; and 75 are given as

QU<n<t+hln>t) [ fthu)du  0,G(t1)

%i(t) =

() = 1}5101 hQ*(ty > t| 12 > t) o G(t,t) - G(t,t) ()
and | [ f(u,t)d

o QU<n<thn>t) [T fwdu 9,6t

Ya(t) = iltr{lo hQ*(my > t| 11 > 1) o G(t,1) - G(t,t) )

Let us denote G(1)(t) = G(t,...,t) = Q*(7qy > t). Then we have the following elementary
lemma, which summarizes the above considerations.
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Lemma 3.1 For anyi=1,2,...,n we have

AG(t1, ... tn)

ot; |t1:“.:tn:t

BiG(t, ... 1) = = —G )t (1). (50)

and
dG(t,...,t) _ dG(l)(t)
dt o dt

=—G)(t) Z%(t) = —G)()7(D). (51)

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

Yi(t) = éll((?) )

Vte Ry,
where f; is the marginal probability density function of 7;, that is,
[ee] oo oo
fi(t):/ / / f(ul,...,ui,l,t,uiﬂ,...,un)dul...dui,lduiJrl...dun,
o Jo 0

and G;(t) = 1—F;(t) = [, fi(u) du. It is worth noting that we have 3; # ;, in general (sce Example
3.1). However, if 7, ..., 7, are mutually independent under Q* then 7; = ~;, so that first-to-default
and marginal default intensities coincide.

i From Definition 3.2 (see also (51)), it follows that

7(t) = lim

m > QU (t<m <t+h|r >t)=1}ggﬁ@ (t <ty <t+h|rn) >1),
i=1

S| =

and it is rather clear that the first-to-default intensity 7 is not equal to the sum of marginal default
intensities, so that 7 # >, v;, in general.

Example 3.1 Let 7y be a random time, and let 79 = 71 4+ a where a is a strictly positive constant.
Then Fy(t) := Q*(m2 < t) = Fi(t — a) where Fy(t) := Q*(y <t). Then we have, for any ¢t € R,

T(t) = % Y2(t) = ]l{”“}lfl(Fi(_ti)a)

whereas 71 (t) = v(t) and 72(t) =0 for t € Ry.

Let us now define the basic jump G-martingales corresponding to each of the n names. Specifi-
cally, for each i = 1,2,...,n, the process M given by the formula (cf. (21))

t
M :Hg_/ (1= Hipyidu, VteR,, (52)
0

is known to be a G-martingale under Q* (see Proposition 5.1.3 in Bielecki and Rutkowski [3]).
A random time 7(;) is manifestly a G-stopping time. Therefore, for each i = 1,2,...,n, using

that 1, 57 = Lz, >07, the process M, given by the formula (cf. (52))

t
W 1= Mingy = iy = [ Lol VEeR, (53)

also follows a G-martingale under Q*. Processes M are referred to as the basic first-to-default
martingales. They will play an essential role in a multivariate version of a martingale representation
theorem (see Proposition 3.1 below).
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Remark. It should be noted that the postulated knowledge of the joint default distribution and
the possibility of explicit computations first-to-default intensities are rather strong assumptions,
especially, when dependent defaults are modelled using the value-of-the-firm or the copula-based
approaches. However, in certain intensity-based models of dependent defaults, the first-to-default
(and other conditional) intensities are in fact given a priori as inputs, so that in that case the
abovementioned issues do not arise at all.

3.2 First-to-Default Martingale Representation Theorem

A suitable version of a martingale representation theorem (see Proposition 2.2) played a key role in
the replication of claims in the single-name set-up. In the multi-name setup, this theorem will also
form the keystone of the replication argument. We now state an integral representation theorem
for a G-martingale stopped at 7(;) with respect to basic first-to-default martingales, which also, by
definition, are stopped at 7(;). To simplify notation, we provide the proof of this result in a bivariate
setting. In that case, 71y = 71 A 72 and G; = HE Vv HE

Proposition 3.1 Assume that the joint distribution of default times 71 and T2 admits the probability
density function f(u,v). Let My = Eqg«(Y | Gt), t € [0,T], be a G-martingale, where

Y=2 (Tl)]l{T(l)=T1ST} + Z2(7—2)]l{7'(1)=7'2ST} + C(T)]l{7'<1)>T} (54)

for some functions Z; : [0,T] — R, i = 1,2, and some constant ¢(T). Then the Q*-martingale M
admits the following representation, for t € [0,T],

5, = 3y + |

hy (u) M} + / ha (u) dM? (55)
10,4

10,¢]

where Z\/ZZ = MtiA'r(l) fori=1,2 are defined in (53), and the functions h;, i = 1,2, are given by

hi(t) = Z,(t) = My = Zi(t) = M(t-), Vte[0,T], (56)
where M is the unique function such that ]\/4\75]1{7(1)>t} = M(t)]l{T(l)>t} for every t € [0,T]. The
function M satisfies Mg = Z/\J\O and

dM(t) = ()M () dt = (Zi (A (1) + Zo()F2(t)) dt, (57)

or equivalently,

dM(t) = F1(t) (M (1) = Z1(1)) dt + () (M (1) = Za (1)) dt. (58)

Proof. Tt is clear that

—

M

Eq-(Z1(T1)1 {7, <7, rp>m1y | Gt) + Bo- (Z2(72) Liry <1, 75703 | Gt) + B (e(T) L r, 51y | Gt)
= YV +Y?+Y7

We have
Ly Me =1 sy My = ]1{T<1)>t}(Y1(t) +Y2(t) +Y3()),

where the functions f”, 1 =1,2,3, are given by (by convention, 0/0 = 0)

T 9]
i = dUZI(?:)({:”t)dvﬂu’ D =

ST dvZa(o) [ duf(uv) <, o(T)G(T,T)
G(t,1) Y = G(t,1)
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(From (48), it follows that

dey . Zu) [Cduf(to) [ duZi(u) [ duf(u,v) /o d
@’ W = - G(t,1) a G2(t,1) (EG(t’t))
-zl ) ;Zef g’”) V0 g (5600)
= —ZiOW) + Y (O ) +F2(1) (59)
and thus, by symmetry,
DO 20 Ga(0) + 7(0) - 20 2a(0). (50)

For Y3(t), we obtain

dt  G(t,t)

dy®@t) _ C(T)G(T,T) (G(tlt))(dG(t’t)) = Y3 () (1 (t) + A2 (1))

dt
Hence, taking M(t) = Y(t) + Y2(t) + Y3(t), we obtain

dY' ' () 4+ dY2(t) + dY3 ()
3 3
= AW (20) - VW) dt =70 (Ze(0) - YV () de

= A (O)(Zi(t) — M(1)) dt — Fa(t)(Z2(t) — M (1)) dt

= “0)(Zi(0) - M(t-)) dt = 3(0) (Z(1) - M(t-)) dt

dM (t)

Consequently, on the event {71y > t},
dM, = =31 () (Z:1(t) — My ) dt — 32 (t)(Za(t) — M;_) dt.

This shows that (55) is valid on the event {7(1) > t} for every t € [0,T]. To conclude the proof, it
suffices to show that both sides of equality (55) coincide at time 71y on the event {r(;; < T}. To
this end, we observe that we have, on {71y < T},

—

M, = 21(7’1)]1{7(1):71} + Z2(Tz)]1{m):72}-

The right-hand side in (55) is equal to, on the set {71y < T'},

My + / hy(u) dM} + / ha (u) dM?
10,7(1y[ 10,71y [

+ ]1{7'(1):7'1} / hl(u) dH’li + ]1{7'(1):7'2} / hQ(U’) dH’i
[T(1] [Tyl

= M=)+ (Zm) = M=) Ui ry + (Z2(72) = M(70)2) Ly =)
— Zl(Tl)]l{T(l)le} + ZQ(TQ)]].{T<1)=T2}

as M(T(l)*) = J/\/[\T(l)_. Since the processes on both sides of equality (55) are stopped at 7(1), we
conclude that equality (55) is valid for every ¢ € [0,T]. Uniqueness of function M is obvious, as 7(1)

can take any value in the interval [0,T]. Formulae (57)-(58) are easy consequences of (55). O

The proof of a first-to-default martingale representation theorem for the bivariate version can be
easily extended to a more general multivariate setting. Hence, we are in a position to state without
proof the following extension of Proposition 3.1. Recall that G = H' VH? v ...V H".
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Proposition 3.2 Assume that_the joint distribution of default times T1,72,..., 7, has the density
function f(t1,ta,...,t,). Let My = Eg«(Y|Gy), t € [0,T], be the G-martingale under Q*, where

n
Y = Z Zi(mi) Lz, <7 ri=ryyy + (D) Lz, Ty (61)
i=1
for some functions Z; : [0,T] — R, i = 1,2,...,n, and some constant ¢(T'). Then the process M

admits the following representation
M, = M, +Z/ hi(u) dM
i—1 /10,

where .7\/4:Z = Mti/\Tm fori=1,2,...,n, and the functions h;, 1 =1,2,...,n are given by

hi(t) = Zi(t) — My = Zi(t) — M(t—), Vte[0,T],

where M is the unique function such that ]\Z]I{T(l)>t} = M(t)]l{T(l)>t} for every t € [0,T]. The
function M satisfies Mg = M\O and

aNI(0) = 3O JT(8) dt ~ Y Z4(eFu(e) (62)

or equivalently,

AM(t) = D _Fi(t) (M () = Zi(t)) dt. (63)

3.3 First-to-Default (FtD) Claims

We first analyze the case of a first-to-default claim. In the next section, we shall argue that the
general kth to default claim can be dealt with as a family of (conditional) first-to-default claims.

Definition 3.3 A first-to-default claim (an FtD claim, for short) on a basket of n credit names is
a defaultable claim (X0, Z, 7'(1)), where X is a constant amount payable at maturity if no default
occurs, and Z = (21, Zs,...,Zy,), where a function Z; : [0,T] — R specifies the recovery payment
made at the time 7; if the ith firm was the first defaulted firm, that is, on the event {r; = 73y < T'}.

3.3.1 Pricing of a First-to-Default Claim

The next result deals with the valuation of a first-to-default claim in a multivariate set-up. Let us
stress that the concept of the tentative risk-neutral price will be later supported by strict replication
arguments (see Propositions 3.4 and 3.5). In this section, we simply define the price process m a
first-to-default claim by setting

m =Y B (Zi(7i)Liryy =r<1}1G1) + Bor ((T) 17 513 1Gr).
i=1

By a pre-default price associated with a G-adapted price process 7, we mean here the function 7
such that m 17, >y = 7~r(t)]l{7(1)>t} for every ¢ € [0, T]. Manifestly, the pre-default pricing function
7 and the price process 7 coincide prior to the first default only.

The following result is an easy consequence of Proposition 3.2.
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Proposition 3.3 The pre-default price of a FtD claim (X,0, Z,11)), where Z = (Z1,...,Z,) and
X =¢(T), equals

7)) =

z": S TS T Zit) F(t s i i )t - dy
G(t,... 1)

=1
G(T,...,T)
G(t,...,t)

Moreover, g(0) = mg and

dr(t) = F(t)7(t) dt — Z Z(t)yi(t) dt, (64)

or equivalently,

dri(t) =Y 7(t)(7(t) — Zi(t)) dt. (65)
i=1

Example 3.2 To provide a simple illustration of Proposition 3.3, we evaluate the pre-default price
of the FtD claim Y = (X,0, Z,7(1), where Z = (Z, Z3) for some constants Z1, Z and X = ¢(T).
We assume that the default times 7 and 75 are modelled as independent exponentially distributed
with constant parameters 7; and s, respectively. Then the joint survival function equals

G(u,v) = e Nt 727,

so that
G(du, dv) = J192e~ "™ 72" dudv = F(du, dv).

We thus have

T roo T roo
20) = zy [7 [ Gldu,dv)  Zy [, [ G(du,dv) o(T) G(T,T)
() El0) El0)

- A ftT e~ U [quo e 2V d’l}] du . N1 Zo ftT e~ V2v U‘UOO e~ iU du} dv +o(T) G(T,T)

- e~ (V1+72)t e~ (1+72)t G(t, t)

- 7 ftT e~ (M+72)u gy, . Y9 Zo ftT e~ (+32)v gy o )G(T, T)

B e~ (+72)t e~ (+72)t G(t,t)

REEZ) ~Guta) -] . 1222 (42 (T—) G(T,T)
— — — 1—e Y1 T2 + — = 1—e Y1 T2 +CT
_ ’Yl%l + ZQZQ |:1 _ 67(:Y1+:Y2)(T7t):| + C(T)ef(’NYﬁ”’Nm)(T*t)_
Y1+ 72

Of course, due to the independence assumption, the first-to-default intensities 77 and 79 coincide
here with the marginal default intensities v and -, respectively.

3.3.2 Replication of a First-to-Default Claim

Let us consider a family of single-name CDSs with default protections §; and rates ;. For conve-
nience, we assume that they have the same maturity 7', but this assumption can be easily relaxed.
We say that a strategy ¢; = (¢, é1,...,¢7), t € [0,T], in traded assets (B, S*(k1),...,S5™(ky)) is
self-financing if its wealth process V(¢), defined as

Vi(g) = &0 + > 6157 (k) (66)

=1
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satisfies
n

dVi(¢) =Y ¢i(dS; (k) + dDyj), (67)

i=1

where S%(k;) is the ex-dividend price of the ith CDS, that is, a single-name CDS with a fixed rate
ki and a protection payment function d;, which insures against the default of the ith credit name.
As expected, the ith CDS is formally defined by the dividend process D} = §;(t)1i>r, — ki(t A7)
for t € [0,T]. Consequently, the ex-dividend price at time ¢ of the i-th CDS is

Si(ki) = Egr(Lar,<16i(7:)1G) — ki Bgr (Lrar,y (1 AT) — 1) | Gr). (68)

The crucial observation is that when examining dynamic replication of a first-to-default claim, we
will only need to deal with the dynamics of each CDS on the interval [0, 71y A T, as well as the
value of each CDS at the moment 71y AT

We first note that the ex-dividend price S¢(k;) can be represented as follows

Si(ri) = Eq- (11{t<7(1>:ﬂ§T}5i(7(1)) + Z Litariyy=r;<T} (0s(73) + K (i — 7(1))) ’ gt)
J#i
— K; EQ* (]l{t<7'(1)}(7—(1) ANT — t) | gt)

Hence, by conditioning on the o-field G ,,, we obtain, on {7(1) > t},

a)

Si(ki) = Eg- (]1{t<r<1):n§T}5i(T(l)) + Z ﬂ{t<7<1>:TJST}Si<1> ()
J#i
— K EQ* (]l{t<7-(1)}(7—(1) NT — t) | Qt)

The last representation by no means surprising, since it only shows that in order to compute the
price prior to the first default (i.e., on the event {7y > t}), we can either do the computations in one
shot by considering the cash flows occurring on |, 71 A T, or we can compute first the ex-dividend
price at time 7(;y AT and then price all resulting cash flows on ]¢,7(;) A T]. Note also that Si(l) (ki)
is equal to the conditional expectation with respect to o-field G-, of the cash flows of the ith CDS
on |ty V 73, 7 AT

We find it convenient to introduce the following formal definition, in which we do not specify
a new contract, but we simply describe the cash flows from the ith CDS on the random interval
[0, 71y A T]. Nevertheless, for the ease of future reference, we give a new name to this specific
description of the ith CDS.

Definition 3.4 The ith embedded first-to-default CDS (briefly, the ith embedded FtD CDS) is de-
scribed as follows:

(i) it pays 6;(t) at time ¢ on the event {7y =7, =1 < T},

(ii) it pays the ex-dividend price S}(r;) of the ith CDS at time ¢ on the event {7y =7; =t < T}
for any j # i,

(iii) the fee payments are made at the rate ; until the moment of the first default, i.e., until 7(1) AT

As mentioned above, in Definition 3.4, we do not define a new product, but we adapt the
description of the standard single-name ith CDS to the current purposes of replication of a first-
to-default claim. If someone wishes to use single-name CDSs to replicate a first-to-default claim
with maturity 7', he will have to liquidate the portfolio of CDSs at time 7(y), if the first default
occurs prior to or at T (otherwise, the portfolio will be liquidated at T'). Hence, we will assume
in this subsection that any particular single-name CDS can be formally treated as an embedded
first-to-default CDS.

Remark. An embedded first-to-default CDS differs slightly from the standard first-to-default CDS,
since in a first-to-default CDS the protection payments (or functions) are specified a priori in a
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contract. In case of the ith embedded first-to-default CDS, only the protection payment §; is given
a priori. Other ‘protection payments’ are not real protection payments, but merely embedded
protection payments, and thus they need to be computed using the joint distribution of default
times 71,...,7,. Nevertheless, it is convenient to look at a single-name CDS from the perspective
of the moment of the first default, since such an approach has a strong intuitive appeal, and it
largely simplifies purely mathematical considerations, especially in Section 3.5 below, where a simple
inductive algorithm for the valuation and replication of a generic basket claim is provided.

In view of Definition 3.4, we find it convenient to introduce the following notation and auxiliary
terminology. For any j # 4, we introduce a function SZU(”%) : [0,7] — R, which represents the

ex-dividend price of the ith CDS at time ¢ on the event {71y = 7; = t}. Formally, this quantity is
defined as the unique function satisfying

Liry=n; ST}S:'(l) 3 (Fi) = Lz =r, <1457, (ki)

so that _ _
]1{7'(1)§T}S7Z'(1) (Hl) = H{T(l)ZTViST}(Si(T(l)) + Z ]l{T(l):TJST}S:—(l) \j(mi)'
J#i

We shall argue later that the value Sti‘j (ki) can be easily computed using the conditional distribution
of random times (71,...,7j_1,7Tj41,...,Ta) given that 74y = 7; = ¢ (the knowledge of the joint
density of (11,...,7,) is, of course, sufficient for these computations).

By the (embedded) protection leg of the ith embedded first-to-default CDS, we formally mean a
first-to-default claim with recovery processes Z} such that Zi(t) = 6;(t) and Zj(t) = S};(x;). The

(embedded) fee leg of the ith embedded first-to-default CDS is given as A; = —k;t, so that it is the
same as for the th CDS, but it is only paid till the first default, i.e., on the random interval [0, 7(1)].

Definition 3.5 We write g;(¢) to denote the pre-default value at time ¢ of the protection leg of the
ith embedded first-to-default CDS. Formally, g; is defined as a function g; : [0,7] — R such that
%,f]l{T(l)>t} = Gi(t) 17, >4}, where 7t is the ex-dividend price process of the first-to-default claim
(0,0, Z%,71)) where Z' = (Z},Z3,..., Z%).

Case of two credit names. For the reader’s convenience, we shall first examine a dynamic
replication of a first-to-default claim on a basket of two credit names. As hedging instruments, we
use a savings account and the single-name CDSs on the underlying names.

In the next result, we extend formula (24) to the present set-up. According to the notation
introduced above, the function Stlu(m), t € [0,T), is aimed to represent the ex-dividend price of

the first CDS at time ¢ on the event {r(;) = 7 = ¢} (this function is computed Lemma 3.3, but in
Lemma 3.2 an explicit representation for S t|2( 1) is immaterial). In particular, we shall see that if

71 and 7 are independent, then St‘Q(/ﬁ) = Stl(/-el).

Lemma 3.2 Let g1(t) be the pre-default value at time t of the ‘protection leg’ of the first embedded
FtD CDS. The following equality holds

T dudi(w) [ dvf(u) . S dv 8Ly (1) [ duf(u,v)

7(t) G(t,1) G(t,1) ’ (69)

where G(t,t) f ft (u,v) dudv. Consequently, the dynamics of the pre-default price Sl(m) are

dS} (k1) = (1) +72(8)S} (k1) dt + (k1 = S1(D)F1 () = Spp(k1)a(t)) dt, (70)

or equivalently,

dSH (k1) = 31 () (S} (k1) — 61.(t)) dt + Fo(t) (S} (k1) — Shp(k1)) dt + s dt. (71)
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Proof. The validity of equality (69) is rather clear, since this representation for g; can be deduced
directly from Definitions 3.4-3.5, using also Proposition 3.3.

To derive the dynamics of g (¢), it suffices to adapt equalities (59)-(60). In the present context,
they yield

a1(6) = ((a(0) + T3 (1) = T2 (D)61(6) = Fa(6)Shg (1) ) . (72)

To complete the proof of the lemma, we need to examine the fee leg of the first embedded FtD. Its
price at time t € [0, 7] equals (cf. (12))

ha(t) 1= Egr (Li<ryyr (rey AT) = 1) | G2),

To compute this conditional expectation, it suffices to use the c.d.f. F(;y of the random time 7).
As in Section 2.1 (see the proof of Lemma 2.1), we obtain

T
K
hi(t) = Licriyy G(l)l(t)/t G (1y(u) du. (73)

where G)(t) = 1 — F(1)(t) = G(t,t). Hence, the pre-default price of the fee leg of the first FtD

CDS, denoted as hy(t), satisfies dhy (£) = k1dt + (J1(t) +2(t))ha(t) dt. Since S} (k1) = Gi(t) — hy (1),
the formulae (70)-(71) easily follow. O

Remark. Let us now make few comments regarding representation (69). It shows, in particular,
that on the event {7(;) > t} the first CDS can be formally seen as a first-to-default claim with the
following recovery functions Z;(t) = 01(t) and Zs(t) = 55‘2(51) and with 4; = —k;t. As already
argued in this section, this representation is quite natural, since it refers to the behavior of the price
of the first CDS on the random interval [0, 7(1)]. Specifically, if 71y = 71 = ¢ < T then the CDS
pays 01(t), 71y = 72 = t < T then the CDS is worth (i.e., formally “pays”) Stllz(m). Additionally,
we need, of course, to pay fees at the rate x; until the moment of the first default.

Lemma 3.3 The function Sim(m), v € [0,T), equals

B fUT 81 (u) f (u, v)du B fvT du f;o dzf(z,v) '

s! =2 _— - 74
U‘Z(m) L f(u,v) du e [ f(u,v) du (74)
Proof. Note that the conditional c.d.f. of 7 given that 71 > 75 = v equals
. fvu f(z,v)dz
Q' (n Sulmt > 12 =v) = Fp 5, 5m=0(u) = Wv Vu € [v,00],
so that the conditional tail equals
Ju S o (75)

G71\71>T2:v(u) =1- F71\71>T2:v(u) = f

Let A be the right-hand side of (74). Combining with (75), we obtain

T T
A== [ 010G pranms) = 11 [ Gy () du

Combining Lemma 2.1 with the fact that S}m(/{i) is equal to the conditional expectation with
respect to o-field G, of the cash flows of the ith CDS on |r) V 7, 7; A T, we conclude that A
coincides with S$|2(”1)7 the ex-dividend price of the first CDS on the event {7(1) = 7 = v}. O

The following result, based on formula (70), extends Lemma 2.2.
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Lemma 3.4 The dynamics of the ex-dividend price S} (k;) on the random interval [0,7(1) A T] are
dS} (k1) = =S} (k1) dDM} = S} (k1) dDF + (k2 = S1(OF1 (1) = Sl (m)Fa(D)) dt. (76)

Let S*(k1) stand for the cum-dividend price of the first CDS stopped at T(1y- Then

St (k1) = S (k1) / b1(u) dHY / Shpli) A2, — ka(t A7), (77)

and thus

A5} (1) = (31(t) = St () dM;! + (Sia(r) = 5 (1)) M. (78)
Of course, analogous formulae can be derived for the second CDS. In particular,
A5} (r2) = (82(t) = 57 (52)) dM} + (Sfjy (2) — 57 (2)) dM;. (79)
where Stll(l'i2> is the ex-dividend price of the second CDS at time ¢ on the event {71y = 7 = t}.

Remark. Representation (78) can be seen as an example supporting Proposition 3.1. Let us recall
that we decided to work with ex-dividend prices of CDSs, since they are more suitable for dealing
with continuous dividend streams. However, when analyzing the wealth process of a self-financing
strategy, we effectively deal with cum-dividend values. Therefore, representation (78) will appear to
be useful in this context, as the following result shows.

Proposition 3.4 Assume that the inequality det C(t) # 0 holds for every t € [0,T], where the
deterministic matriz C(t) equals

01(t) = S}(k1)  SE(k2) — SZ(k2)

O] 800 - Sfale) 5206 - Sl

Let ¢y = (¢}, ¢?) be the unique solution to the system of linear equations
91 (51(t) = 57 (1)) + &7 (57 (w2) = S (2)) = ha (), (80)
07 (02(t) — S7(r2)) + 61 (S} (k1) — Siia(k1)) = ha(t), (81)
where hi(t) = Z;(t) — g(t), and let
&7 = Vi(9) — ¢15; (k1) — 9757 (w2)

where the wealth process is Vi(¢) satisfies (67) with the initial condition Vo(¢) = Eg-(Y), where
Y is given by (54). Then the self-financing trading strategy ¢ replicates the first-to-default claim
(X,O, Z»T(l))'

Proof. As in the single name case, we start by analyzing the pre-default dynamics. Combining (67)
with (70), we obtain

dVi(®) = 6i(dS}(m) — mdt) + 67(dS7 (k2) — radt)
= 6 (TS} (1) = 0BT (1) = Sip(m1)7a (1)) dt
+ 6 ()57 (k2) = 62(8)72 (1) = Sy (k)0 (1)) dt
where we write Y(t) = 71(¢) + 72(¢). The wealth process V;(¢) of a replicating strategy satisfies

Vi(¢) = M, = Eg-(Y|G:), and thus

]1{7(1)>t}d‘7;(¢) = 1{7(1)>t}dﬂ(t)
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so that

&1 (F(1)SH (k1) — 1 (O)FL(E) — Sp(51)F2(t)) dt + 7 (F(£)SE(ka) — 62 (t)Fa(t) — SF (k2)A1 (1)) dt
1(t)h1(t) dt + F2(t)ha(t) dt,
)

=5
where h;(t) = Z;(t) — g(t). After rearranging, we obtain
() (9 (01(8) = S (k) + 63 (S (2) — S (12) )

+32(8) (63 (32(8) = S (k2)) + 6} (5} (k) — Sia(k))
= Y1(H)h1(t) +F2()ha(t).
It is thus natural to conjecture that (¢!, $?) solve the system of linear equations (80)-(81).

To complete the proof, it suffices to check that Vi (¢) = M, It is clear that

(1"

A‘f(1)]\4 = hl(T(l))]l{7'1<T,ﬁ <72} + hQ(T(l))]l{Tz<T,‘rz<T1}

and

AT(l)V(¢) = 71—(1> (51 (7_(1)) - 571-(1) (Hl))1{71§T7T1<72} + ¢72'(1) (572'(1) (HQ) - 572—(1) (KQ))1{71§T7T1<72}
+ d’im (62(1(1)) — Sim (F2)) L ry<Tirpcn} + ¢l(1> (Si(l) (K1) — Sim (K1) Liry<Tirp<m}-

If we use the formula for ¢! and ¢2, we find easily that AT(I)]/W\ = A, V().

Alternatively, we may observe that the equality Am)]\/i = AT(l)V(qS) is equivalent to equations
(80)-(81). It is thus clear that this is the unique choice of (¢!, ¢?) given by is the unique strategy

satisfying the above jump condition. O

Example 3.3 We now consider an example of hedging an FtD claim that pays a constant amount
Z; on the first default on a basket of two names. CDSs on the individual names that pay a constant
amount &; and ds respectively will be used as hedging assets. As in Example 3.2, we assume
that defaults are mutually independent and are exponentially distributed with constant pre-default
intensities 71 # 0 and 75 # 0, respectively. Hence, the pre-default value of the FtD claim equals (cf.
Example 3.2)
7(t) = N+ el (1 — e‘W(T_t)) +c(T)e VT,
v

where ¥ = 71 + 2.

We postulate that x; = 7;0;, that is, we deal with single-name market CDSs. It is important to
note that, under the present assumptions of independence of default times, we have SZ(kg) = Sf‘l (Kk2)

and since k = 3;0;, S2(k2) = 0 for ¢ € [0,T] (this can be shown along the same lines as in Sections
2.2.2 and 2.4.3).

Consequently, the matrix C(t) reduces to (cf. (80)-(81))

co=15 5|

and the hedging strategy satisfies (cf. (37))

. Z 7
gl = 2T 5_”“), vt e [0, 7).

To check directly that ¢ is indeed a hedging strategy for this claim, we will consider the special case
of Z1 # 0 and Z3 = 0. The initial wealth equals
~ Nz .~ .~
Vo(¢) = 7(0) = 121 (1 - e—VT) +c(T)e 7.
Y
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Since

dVi(¢)

—6iTb1dt — $a0y dt = (—F1 21T 4 o(T)7e 1 T0) dt

<C(T> - Zﬂ}) Fe 1T g,
5

we have

() Tat) = (1) - 22 ) 77 (7 1),

Suppose first that no default occurs prior to 7. Then we have, on the event {71y > T'},

wwz%w+@m—z?>oﬂﬁﬂ:my
On the event {r(;) < T}, we obtain

Vi (8) = Vo(d) + Vi —(9) + Ar V()

= 7 ) ) ~ -
= 14 (1 - e‘”T) +c(T)e " (c(T) -7 Zl> e T (er) - 1)
v Y

+¢T(1)61]1{T(1) 7—1}+¢T(1)62]1{T(1) =m2} = Zl]l{Tu) =71}>

as expected.

Of course, this example is by far too simple to demonstrate the full strength of Proposition
3.4. The goal of this exercise is rather to indicate that a direct extension of Proposition 2.3 to the
multivariate case can only be expected under rather stringent assumptions on default times.

Case of n credit names. We shall now consider the case of a first-to-default claim on a basket n
credit names. Let the function SZ‘ (kj), t €[0,T], stand for the ex-dividend price of the ith CDS at

time ¢ on the event {71y = 7; = t}, where j # i represents the identity of the first defaulted name.
The following result extends Lemmas 3.2 and 3.4.

Lemma 3.5 The dynamics of the pre-default price gtl(m) are

aSi(ki) = 3(0)Si (k) dt + (i — 6:(1)7 )= 3 Siyaile ))t, (82)
Jj#i

where y(t) = Y7 3i(t), or equivalently,
dS} (ki) = 3i(8) (Si(ri) = 8:(t)) dt + Y 7;() (S (ki) — S}y (k:)) dt + rsd. (83)
JF#i
The cum-dividend price of the ith CDS stopped at 7(1) salisfies

Si(r:) = Si(rs) /5 M%m+Z/SMm Hippoy — milt A7), (84)

J#i
and thus B _ . _ _ .
dSi(r:) = (6:() — Si_(rs)) M} + 3 (S (ws) — Si_ () dDV3. (85)
J#i
We are now in a position to state a generalization of Proposition 3.4 to first-to-default claims

on a basket of n credit names. Since we assume that B = 1, a generic FtD claim can be seen as a
random payoff Y settling at T, where

n
Y = Z Zi(Ti)]l{Tu):TiST} +(T 1{7(1)>T} Z Zi( ]1{7(1)_T1<T} +T )]1{7'(1>>T}' (86)

i=1
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Proposition 3.5 Assume that det C(t) # 0 for every t € [0,T], where

51() = SHk)  S2(ka) = S2,(ka) .+ Si(ka) — )1y (k0)

o — | S = Shp(e) 82 = Felma) . S7(0) — Sfp(a)
S(r1) = Sh(k1) S2(m) = S2, (k1) - Gult) — 52 (k)

Let ¢y = (b1, 92,...,67") be the unique solution to the system of linear equations C(t)¢; = h(t),
where h = (h1, ..., hy) with h;i(t) = Z;(t) — g(t) where g is given by Proposition 3.3. More explicitly,
the processes ¢}, ¢2, ..., " satisfy

1 (0:(t) = Si(ra)) + D> 61 (5 () = S, (k5)) = ha(8). (87)
J#i

Let
¢ =Vi(d) = > ¢S (ki)
=1

where the wealth process V (¢p) satisfies (67) with the initial condition Vo(¢) = Eg«(Y'), where Y is
given by (86). Then the trading strategy ¢ = (¢°, ¢, ..., ") is admissible and it is a replicating
strategy for the first-to-default claim (X,0,Z, 7)), where X = c(T) and Z = (Zy, ..., Zy).

3.4 Conditional Default Distributions

In the case of first-to-default claims, it was enough to consider the unconditional distribution of
default times. However, since we are now going to analyze successive default times, the information
structure we deal with becomes more complicated, so that it will be convenient to introduce the
identifiers for all names that have defaulted prior to any given moment ¢ € [0, T].

In the foregoing definitions, we adopt the convention that & names out of a total of n names
have already defaulted. The n — k names that have not yet defaulted are in their ‘natural’ order
j1 < ... < jn_gk, and the k defaulted names are denoted by their identifiers iy,...,4x, and they
are ordered according their corresponding default times u; < us < ... < ug. In other words, the
defaulted names are ordered in increasing order of the respective default times.

Definition 3.6 The joint conditional distribution function of default times 7;,,...,7;, _, equals, for
every ty,...,tn—k > Ug,

F(tl,...,tn_k|i1,...,ik;u1,...,uk) = Q* (le < tl""’Tjnfk < tn—k |Ti1 =Ulye -, Ty, = uk) .
Consequently, the joint conditional density function of default times 7;,,...,7; , is denoted as

flr, oo ytneg i1, ... ik ut, ..., uk), and the joint conditional survival function of default times is
given by the expression

G(tl,...,tn_k‘il,...,ik;ul,...,uk) =Q* (le >ty T >tn—k:|7—i1 =Ui,...,Ti, :uk)

where, as before, t1,...,th—r > uk.

Example 3.4 Suppose we have are working with a basket of five names. Let us assume that
names 2 and 4 have survived until ¢ = 4, and names 1, 3 and 5 defaulted at times 3, 4 and 2,
respectively. Then the joint conditional distribution function for default times 75 and 74 is denoted
as F(ta,14]5,1,3;2,3,4).
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3.4.1 Conditional Intensity

As expected, the conditional default intensities are defined using the conditional joint distributions,
instead of the unconditional distribution. For brevity, we write Dy = (i1,...,0g; u1,-..,ux) to
denote the information structure of the past k defaults.

Definition 3.7 For any j; = j1,...,Jn—k, the conditional first-to-default intensity of a surviving
name j; is denoted by 37 (¢ |i1, ..., ik; U1, ..., ug), or briefly, 371 (t|Dy), and is given by the formula

[0 [T AR (e, etttk | D)

7t IDx) = Glt,..{ 1Dy !

YVt € [ug, T).

Note that we are integrating n — k — 1 times, and that G(t,...,¢|Dy) has n — k variables ¢.

3.4.2 Conditional Values

In Section 3.3.2, we have introduced the processes Stilj(lij), which were aimed to represent the value
of the ith CDS on the event at time ¢ on the event {71y = 7; = t}. According to the notation
introduced above, we deal with the conditional value of the ith CDS where the condition Dy = (j;t)
(in words, the jth name was the first defaulted name, and its default occurred at time t).

As expected, the valuation of a CDS for each surviving firm is exactly the same as the valuation
prior to the first default, except that now we should use the conditional distribution

F(tl7;tn71|,77t) :F(t17--~7tn71‘D1>7 th,...,tn,]_ € [t7T]7

rather than the unconditional distribution F(t1,...,t,), as was done in Proposition 3.3. The corre-
sponding conditional version of this proposition is rather easy to formulate and prove, so that there
is no need of providing an explicit conditional pricing formula.

3.4.3 Conditional Martingales

The conditional first-to-default intensities introduced in Definition 3.7 will allow us to construct the
conditional first-to-default martingales in a much the same way as the we have constructed the first-
to-default martingale M® associated with the first-to-default intensity 7¢. However, since any name
can default at any time, we need to introduce an entire family of basic conditional martingales, whose
compensators are based on intensities conditioned on the information structure of past defaults.

Definition 3.8 Given the information structure Dy = (i1, ..., ig; U1, - - ., ux) of the past k defaults,
for each surviving name j; = j1,...,jn_k, we define the basic conditional first-to-default martingale

s

HDs by setting

t
Mtj|le = Hg/l\"'(k+1) - /u ]l{’r(k+1)>“}?yijl (U’ |Dk) du, Vte [Ulm T} (88)
k

Ju
The process Mtle7

processes of the surviving names, that is, the filtration 2% := HJ' V... \/Hz””“ for t € [ug, T, with
respect to the probability measure Q* conditioned on the event Djy.

t € [ug, T, follows a martingale with respect to the filtration generated by default

Note that since we condition on the event Dy, we have that 7(x41) = 75, A ... A 7j,_,. Formula
(88) is a rather straightforward generalization of formula (53). In particular, for k& = 0 we obtain

@mo :@,te [0,T], fori=1,2,...,n.
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3.4.4 Conditional Martingale Representation Theorem

We now state a ’conditional’ version of the martingale representation theorem for first-to-default
claims. The main reason we require such a version is that in a multi-name setup, once the first name
defaults, the value process of a basket claim becomes a specific conditional martingale. To hedge
a claim, we thus need to represent any such conditional martingale in terms of the corresponding
basic conditional first-to-default martingales. It is worth stressing that, mathematically speaking,
the conditional first-to-default martingale representation result is nothing else than a restatement
of the martingale first-to-default representation formula of Proposition 3.1 in terms of conditional
first-to-default intensities and basic conditional first-to-default martingales.

Proposition 3.6 Let Dy, = (i1,...,i5;u1,...,ux) and let GP* = Ht v ...V H/»—*. LetY be a
random variable given by the formula

n—k
Y = Z leDk (le)]l{‘f'jl ST, lezT(k+1)} + C(T)]I{T(k+1)>T} (89)
1=1
for some continuous functions Z‘Dk D uk, T) — R, ¢ = 1,2,...,n, and some constant ¢(T). We
define -
Myp, =Eq-(Y|GP* v Dy), Vi€ [ug,T], (90)

Then the process Mt‘Dk, t € [ug, T) follows a GP*-martingale with respect to the probability measure
Q* conditioned on the event Dy. Moreover, it admits the following representation, for t € [ug,T),

n—=k
My\p, = Mop, + Z/]
=1

Uk,

hy, (ul Dy) dM
1

where the processes hj, are given by

~

hy, (t|Dx) = Zj,p, (t) = My_jp,, V't € [u, T).

Proof. The proof relies on a direct extension of arguments used in the proof of Proposition 3.1 to
the context of conditional default distributions. |

3.5 General Basket Claims

We are ready extend the results developed in the context of first-to-default claims to value and hedge
general basket claims. A generic basket claim is any contingent claim that pays a specified amount
on each default from a basket of n credit names and a constant amount at maturity 7" if no defaults
have occurred prior to or at 7.

Definition 3.9 A basket claim associated with a family of n credit names is given as (X,0, Z,7),
where X is a constant amount payable at maturity only if no defaults occur, a random vector
7 = (71,...,7n) represents default times, and a time-dependent matrix Z represents the payoffs at
defaults, specifically,

Z1(t|Do)  Za(t|Do) Zn(t|Do)
ZitDy)  Zo(t|Dy) . Zu(t|Dy)

N
I

Zi(t|Dp_1)  Zo(t|Dn_r) . Zn(t|Dn_1)

Note that the above matrix Z is presented in a shorthand notation. In fact, in each row we need
to specify, for an arbitrary choice of the set Dy = (i1, ..., u1,...,ur) and any j; # i1,...,1, the
function

Zjl (t |Dn71) = Zjl (t |i1, e T U, ,uk), Vte [Uk,T],
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If the financial interpretation, this function determines the recovery payment at the default of the
jith name, conditional on the set Dy, = (i1,...,%g; u1,. .., ux) representing the information structure
of the previous k defaults. In particular, Z;(t |Dy) := Z,(t) represents the recovery payment at the
default of the ith name at time ¢, given that no defaults have occurred prior to ¢ (not that the symbol
Dy means merely that we consider a situation of no defaults prior to t). Also, we shall frequently
use the shorthand notation Z(t|Dy) for the vector (Z1(t|Dx), ..., Zn(t|Dg)).

Example 3.5 Let us consider the kth-to-default claim for some fixed kK = 1,2,...,n. Assume that
the payoff at the kth default depends on the timing of k-th default and the identity of the kth
defaulting name, so that it only depends on the moment of the kth default and the identity of the
kth-to-default name. Then all rows of the matrix Z are equal to zero, except for the kth row, which
is [Z1(tlk — 1), Zo(tlk — 1), ..., Z,(t|k — 1)]. We write here k — 1 rather than Dj_; to emphasize that
the knowledge of exact moments and identities of the k defaulted names is inessential.

More generally, for a generic basket claim in which the payoff at default depends on the time
and identity of defaulting name, the recovery matrix Z reads

Z1(t) Zo(t) . Zn(t)
Zy(t[1) Zo(t) . Zn(t]1)

Zitin—1) Zo(tln—1) . Zn(tln—1)

This shows that for several practical examples of basket credit derivatives, the matrix Z will have a
reasonably simple structure.

Remark. It is clear that any basket claim can be represented as a static portfolio of kth-to-default
claims for £ = 1,2,...,n. However, such a decomposition does not seem to be advantageous, in
general. In what follows, we shall represent a basket claim as an iterative sequence of conditional
first-to-default claims. By proceeding in this way, we will be able to directly apply results developed
for the case of first-to-default claims, and in consequence, to produce simple iterative algorithms for
the valuation and hedging of basket claims of any type.

3.5.1 Valuation of a Basket Claim

Instead of stating formal results, using rather heavy notation, we prefer to present first the basic
idea of valuation and hedging of basket claims. The important concept is the conditional pre-default
price _ _

Z(t ‘Dk) = Z(ﬁ | Ty s Ty UL,y .- .,uk), Vt e [uk,T],

of a conditional first-to-default claim. Each value function Z(t|Dy), t € [ug, T is formally defined
as the arbitrage price of a conditional first-to-default claim on n — k surviving names, with the
following recovery payoffs

Zi(tiny oo isun, - oug) = Zjy, (b in, ooy iguny ey un) 4 Z(E i1, iy iUty - g, ). (91)
Assuming that the conditional payoffs Z\jl (t) 41y yik, Ji3 UL, .-, Uk, Ugt1) are known, the function
Z(t|i1,...,ik;ul,...,uk), Vit € [ugsr,T],

can be computed as in Proposition 3.3, using conditional default distribution

The assumption that the conditional payoffs are known is not restrictive, since the functions
appearing in right-hand side of (91) are known from the previous step in the pricing algorithm
backward induction. To present this algorithm, let us abbreviate (91) as follows

Z(t|Dy) = Z(t|Dy) + Z(t | D).
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Under this notational convention, we obtain the following recurrent pricing scheme for a generic

basket claim (X,0,Z,7) in which the time variables uy,...,u, denote the moments of successive
defaults.
Time Claim Payoff at Time u; Pre-Default Price on ¢ € [u;, T
w=0| - Z(t1Do)
0 Z(t|Dy) = Z(t|Dy) + Z(t|Dy) Z(t|Dy)
wy, Z(t|Dy_1) = Z(t|Dy_1) + Z(t |Dy) Z(t|Dy)
Up—2 Z(t‘Dn—S) = Z(t|Dn—3)+Z:(t‘Dn—2) Z(tan—2)
Up—1 Z(t‘DnZQ) = Z(t|Dn,2)+Z(t‘Dn,1) Z(t|Dn,1)
Up, Z(t|Dp-1) = Z(t|Dp-1) 0
T 0 0

Let us note that the constant payoff X = ¢(T") appears implicitly in the pricing formula for
Z(t|Dg) only.

To better appreciate the above scheme, let us analyze how we should proceed when we split the
time interval [0,7] into sub-intervals according to the moments of occurrence of successive default

times 7(1), ..., 7(n). For simplicity of exposition, we shall focus on the case that all n names have
defaulted at prior to maturity 7', i.e., w € Q such that T(n)(w) = u, < T. Hence, we first consider
D, = (i1,...,in;u1,...,uy) for some sequence 0 < u; < ... < u, < T. Between each of the times
U1,...,U,, a basket claim is treated as a conditional FtD claim with the condition D given as
Dk = (il,...,ik;ul,...,uk).

We start at the terminal date T" and move backwards in time. Since all our names have already
defaulted, our claim has a zero pre-default price after u,. At time u,,, we deal with the payoff

Zi (un |Dn-1) = Zi (un |Dn_1) = Zi (un i1, .. init1, ..., Un),

n n

where the recovery payment function Z; (u, |Dn_1) = Z; (t]i1,. . in;Uty...,Upn), t € [tup_1,T],
is given by the specification of the basket claim. Hence, we can evaluate the pre-default value
Z(t|Dy—1) at any time t € [u,—_1,T], as a value of a conditional first-to-default claim with the said
payoff. This in fact means that we temporarily fix the date u,_1, but we no longer assume that the
date u, is fixed. We deal instead with the conditional distribution of the random time 7;, on the
interval [u,—_1,T], where we condition on the event that {7, = u1,...,7,_, = Un—1}

To compute the price of the conditional first-to-default claim, we use tools developed in Section
3.4. Now, it is clear that the payoff Z;, _, (un—1|D,—2) of a basket claim at time 7(,_1) = up_1 (that
is, upon the default of the name i,,_1) comprises the recovery payoff from the name 4,_; which is
Z;, . (Un—1|Dp—2) and the pre-default value Z(un_l |D,—1). Of course, if only D,,_s is given, we
may use this procedure to compute the functions Zjl (t|Dp—2) and 2j2 (t|Dp—2) for t € [up—2,T],
where j1,j2 ¢ {i1,...,in—2} are surviving names.

In the next step, we wish to find the value of a basket claim between the (n —2)th and (n — 1)th
default. Assuming that D,,_o = (i1,...,0p—2;U1,...,Up_2) is given, we deal with the conditional
first-to-default claim associated with the two surviving names, j1,j2 ¢ {i1,...,in—2}. Since from the
previous step we know the conditional payoffs Zjl (t|Dy—2), we may apply the standard technique
to find the pre-default value this claim on [uy,—2,T].

In this way we can proceed backwards up to time 0 considering FtD payoffs and pre-default
values (conditional on the most recent D set) at each possible default time and finally obtain the
pre-default value of a basket claim at time 0.

_ The above procedure leads to the following algorithm based on the backward induction. Let
Z(t|D;) denote the pre-default value at time ¢ € [u;,u;j41) of a conditional FtD claim on a basket
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of n — j surviving names with the payoff A (t|D;):

First Step: Z(t|Dp) =0
Induction Step: forj=n—-1,n—-2,...,0,
Set Z(t|D,) = Z(t1D;) + Z(t|D;1)
Compute Z(t |D;)

Proposition 3.7 The pre-default price at time t € [0,T] of a basket claim (X,0,Z,7) is given by
the expression Z(t|Dy) where k denotes number of names that have defaulted prior to time t for a
given w € Q. Consequently, the arbitrage price at time t € [0,T] of a basket claim equals

m =Y Z(t|De)Ljr airen ar((t), V€[0T,
k=0

where Dy, = Di(w) = (i1(w), ..., in(w); T(1) (W), . .., Ty (W) for k =1,2,...,n, and Dy means that
no defaults have yet occurred.

3.5.2 Replication of a Basket Claim

From the previous section it is clear that a basket claim can be interpreted as a specific sequence
of conditional first-to-default claims. Hence, it is easy to guess that the replication of a basket claim
should follow the same hedging mechanism as the underlying sequence of conditional first-to-default
claims. Let us write 79y = 0.

Proposition 3.8 For each k = 0,1,...,n, the replicating strategy ¢ for a basket claim (X,0,Z,7)
on the time interval [Tu AT, Tp+1 AT coincides with the hedging strategy of the conditional FtD claim

with payoffs Z(t |Dy) given the information structure Dj,.

The hedging strategy ¢ = (¢°, @71, ... ¢In=*), corresponding to the units of savings account and
units of CDS of each surviving name at time t, for Z(t|D;) is based on the wealth process:

Vi(o) = 67 + Y ¢/ 57" (k5,)
=1

where each component ¢, 1 = 1,...,n — k, is given by the expression that can be found as in
Proposition 3.5.

Proof. We know that the basket claim can be decomposed into a series of conditional FtD claims.
So at any given point of time t € [0, T], assuming that k defaults have already occurred, our basket
claim is equivalent to the conditional FtD claim with pre-default value Z(¢|D;). This FtD claim
is "alive’ up to the next default 7(; 1) or maturity 7', whichever comes first. Hence, it is clear that
the hedging strategy over the interval [1p A T, 7r11 A T is the hedging strategy for this conditional
first-to-default claim, and thus it can be found along the same lines as in Proposition 3.5, using a
suitable conditional distribution of default for surviving names. O
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4 Pricing and Trading a CDS under Stochastic Intensity

In this section, the standing assumption that the default intensity is deterministic is relaxed. This
means that we shall deal here with a more realistic model, in which we address hedging of not only
the default (jump) risk, but also the spread (volatility) risk. As expected, the results derived in
this section are more general, but less explicit than in the previous section. Unless explicitly stated
otherwise, we set = 0 so that B, =1 for every t € R,..

4.1 Hazard Process

We now assume that some reference filtration F such that 7, C G is given. We set G = F V H so that
G = FtVHy = o(Fi, Hy) for every t € Ry. The filtration G is referred to as to the full filtration. It
is clear that 7 is an H-stopping time, as well as a G-stopping time (but not necessarily an F-stopping
time). The concept of the hazard process of a random time 7 is closely related to the process F'
defined through the formula

F,=Q"{r <t|F}, VteR,.

Let us denote by Gy = 1 — Fy = Q*{r > t| F;} the survival process with respect to the filtration F,
and let us assume that Go = 1 and G; > 0 for every ¢t € Ry (hence, we exclude the case where 7 is
an F-stopping time). We assume throughout that G follows a continuous process.

The process I' : Ry — R, given by the formula
].—‘t:*IIl(l*Ft):*IHGt, Vt€R+,

is termed the hazard process of a random time 7 with respect to the filtration F, or briefly the
F-hazard process of 7. The interpretation of the hazard process becomes more transparent from the
following well-known equality

1 _
Eg:(Lir<n Y [Gt) = Lit<ry a Eq-(GrY | Fy) = Lpary Eg- (e TTY | Fy), (92)

which holds for any two dates 0 < ¢t < T, and for an arbitrary Fp-measurable, Q*-integrable random
variable Y.

4.2 Market CDS Rate

We first focus on the valuation of a CDS and the derivation of a general formula for market CDS
rate. We maintain Definition 2.1 of a stylized credit default swap; the default protection stream
is now represented by an F-predictable process §, however. As before, we assume that the default
protection payment is received at the time of default, and it is equal d; if default occurs at time ¢,
prior to or at maturity date T'.

In the present set-up, the ex-dividend price of a CDS maturing at T with rate k is given by the

formula
St(li) = EQ* (1{t<T§T}6T gt) — EQ* (ﬂ{t<.,.}li((7' N T) — t) Qt>, (93)

where, as in formula (12), the two conditional expectations represent the current values of two legs
of a CDS, namely, the default protection stream and the survival annuity stream.

For our further purposes, it will be convenient to assume that the CDS rate x follows an F-
predictable stochastic process, so that (93) becomes

gt) — Eq- (]l{t<r} /;AT Fou A ‘ gt)' (94)

In the next result, we do not need to assume that G is increasing. We make the standing assumption
that Eg-«|0,| < oo and E@*< OT/\T
2.1.

Si(k) = Eq- <]l{t<7—§T}6T

|Fou] du) < 00. The following result is a counterpart of Lemma
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Lemma 4.1 The ex-dividend price of a credit default swap started at s, with a rate process k and
a protection payment 6, at default, equals, for everyt € [s, T],
) (95)

Si(k )—]l{t<.,.}G < / 0, dG, +/ / Ky dv dG,

Proof. The proof is based on similar arguments as the proof of Lemma 2.1, combined with the
following well-known formula
]—}) , (96)

which holds for any F-predictable process such that Eg+«|Z;| < oco. Let us fix ¢ and let us set
Fu = [, Ky dv. To derive (95) from (94), it suffices to apply (96) to the process Z, = 6, — F, for
u € [t,T], and to use formula (92) to compute the conditional expectation Eq-(1ip< yhr |G:). O

1 T
]E@* (]]'{t<T§T}Z‘r | gt) = _]]-{t<7-} at EQ* (/
t

4.2.1 Case of a Constant CDS Rate

Under the standard assumption of a constant CDS rate x, formula (95) simplifies to (note that

Goo = 0)
1 T
Sik) = Lpcr) - Eo < / 8, dCly +n(th TGT+/ udG)‘]—}).
t

Since G is a continuous process, the It6 integration by parts formula (14) is still valid, and thus
straightforward calculations yield

T T
Sy(k )f]l{t@}G Eg- (/t 5udGufl<L/t Gudu‘}}>. (97)

This shows that the pricing formula (13) extends in a natural way to the case of stochastic default
intensity. It follows immediately from (97) that the T-maturity CDS market rate x(s,T), that is,
the level of the CDS rate that makes the values of the two legs of a CDS equal to each other at time
s, admits a generic representation analogous to (16). Specifically, we have that (recall that x(s,T)
is Fs-measurable)

Eqg- ( 176,dG, | J—"S)
Eqg- ( 17 G, dul J—'S)

A more explicit expression for k(s,T’) can be derived under additional assumptions on ¢ and ~.

k(s,T) = , Vse[0,T)]. (98)

4.2.2 Case of a Non-zero Interest Rate

In what follows, we postulate that the F-hazard process I' is increasing and satisfies I'; = fg Yo du
for some intensity process v under Q*, which follows an F-predictable, non-negative process. In this
case, GG is an absolutely continuous, decreasing process given by

t
Gy=eTt =exp (—/0 Yu du) . (99)

Under this assumption, equality (92) can be rewritten as follows

T
Eq«(1{r<r} | Gt) = 11«7} Eg- (eXp ( —/ Yu du) ‘ﬂ) : (100)
t
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Also, we assume from now on that the interest rate is not null, so that the savings account B is
given by expression (1) for a certain short-term rate process r. Then formula (94) generalizes as
follows

Si(k) = By Eg- (]l{t<r§T}BT_1§T

Qt) — B,Eg- (]1{t<f} /;AT B 'k du \ gt). (101)

TAT
0

Consequently, under the assumptions that Eq-|B;16,| < oo and ]E@*< |B,, 1mu|du) < o0,

Lemma 4.1 yields the following pricing formula

B T 00 uNT
St(n)zn{tg}é%* (/t B;ldudGqu/t /t B, 'k, dvdG,, ]-'t>. (102)

This also means that the market CDS rate is given by the formula

Eqo- ( 17 B, dG, | ]—‘5)

k(s,T) =
= Eq- ( [ [ By tdvda, yfs)

, Vselo,T). (103)

The last two formulae can be further simplified, as the next result shows.

Proposition 4.1 Assume that k is constant. Then we have

T T
S1(k) = Lirery 2t < /t Eq- (B 0uGuya] Fi) du — & /t Eg- (B, Gu| F) du>

t

and thus .
_ /. Eq- (B;léuGu'yu‘ fs) du

k(s, T
(1) [T Eq- (B1Gy | Fs) du

, Vsel0,T].

Proof. Let us fix ¢t and let us assume that  is constant. Then (102) can be represented as follows

]:t>7

B T =
Si(k) = Lu<n G Bar (-/t B, 16, dGy +“/t Xunr dGu

where we set X, = [, By 'dv. Since

T T
GrXr = / X.dG, + / G, dX,,
t t

we also obtain
B, T T .
Si(k) = Tiiery Et Eqg- 7/t B;léu dG, — fz/t B, 'G,du ‘ Fi . (104)

To complete the proof of the proposition, it suffices to note that dG; = —v;Gy dt. (]

Note that if G is not assumed to be increasing, G = Z — A where Z is a martingale and A an
increasing process assumed to be absolutely continuous with respect to the Lebesgue measure, and
that

B T
St(K’) = ]l{t<‘r} =t </ EQ* (B';l(su’)’uGu
t

t

T
Fi)du — m/ Eq- (B, A,| Fi) du — Eq- (XTZT’]-})> )
t

where vy, = a4, /G-
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4.3 Price Dynamics of a CDS

Under the assumption of a stochastic default intensity, it is natural to conjecture that the dynamics
of a CDS will have an additional term, related to an uncertain behavior of the credit spread prior
to default. The next result, which extends Lemma 2.2 to the case of a stochastic intensity, shows
that this is indeed the case.

Proposition 4.2 The dynamics of the ex-dividend price Sy(k) on [s,T] are
dSt(K/) == *St_ (K,) th + (1 - Ht)Bth_l dT/T\lt + (1 - Ht)(’l"tSt(lﬁl) + K — 5{}%) dt, (105)

where the G-martingale M under Q* equals
tAT
Mt = Ht — / Yu du, Vte R+, (106)
0

and the F-martingale m under Q* is given by the formula
T T
e = Eg- (/ B 6, Gy du — /-@/ B, 'G,du ‘ .7-}) . (107)
0 0

Proof. Observe that
B -
St(ﬁ;) = ]1{t<7'}ain = ]l{t<T}St(,i)7

where the auxiliary process Y equals (see (104))
t ¢
Y, = iy — / 6uB; Gy du + n/ B, 'G, du,
0 0
where in turn 7, is given by (107). Let us set Z; = G; 'Y;. Standard Itd’s calculus leads to
-1 -1 1
dZt = ( — 5tBt Yt + /ﬁ}Bt + Zt’)/t)dt + 5 dmt.
t
Therefore, we also have

_ _ B,
dSi(k) = (= 6ve + £ 4 Se(r) (3 + o) )dt + Et dmy.
t

Finally, for the process Sy (k) = (1 — Hy;)S;(k) we obtain
dSt(K,) = —St_(lﬁl) th + (1 - Ht) (Bth_l d?’/ﬁt + (TtSt(Kl) +K— 5t’)/t)dt>,

as was expected. O

In what follows, we shall also make use of the dynamics of the process S(x). Recall that S(k) is
the pre-default ex-dividend price of a CDS, so that S;(xk) = L;<rS5¢(k) for every ¢t € [0,T]. Tt is
easy to see that prior to default, that is, on the set {t < 7}, we have

dSt(n) = dgt(,‘ﬁi) = ((’l"t + ’yt)gt(li) +K— 6t’yt)dt + BtG;l dﬁzt, (108)

and manifestly So(k) = So(x). The formula above is a natural extension of (38). It shows, in
particular, that the pre-default ex-dividend price S(k) is an F-semimartingale.

Remark. One can expect that, under suitable technical assumptions, the filtration generated by
S (k) will coincide with F. When this property does not hold, so that the filtration generated by S(k)
is strictly smaller than F, we need to examine whether prices and hedging strategies of attainable
claims can be expressed in terms of prices of traded assets.
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4.4 Replicating Strategies with CDSs

We shall now assume that k& > 1 credit default swaps, with maturities T? > T, rates &; and protection
payments d; for i = 0,...,k — 1, are traded. The kth asset is the savings account B. We consider
hedging of a defaultable claim (X,0, Z, 7) such that Eg«|B;'X| < oo and Eq+|B-1Z,| < co. It is
natural to define the replication of such a claim in the following way.

Definition 4.1 We say that a self-financing strategy ¢ = (¢°, ..., ¢*) replicates a defaultable claim
(X,0,Z,7) if its wealth process V(¢) satisfies the following equalities: V7 (¢)lir<ry = Xlipery
and VT((z))]]‘{TZT} = ZT]]‘{TET}'

When dealing with replicating strategies in the sense of the definition above, we may and do
assume, without loss of generality, that the components of the process ¢ are F-predictable processes.

Since all processes considered here are stopped at time 7 we find it convenient to adapt slightly
the definition of admissibility. Namely, we say that a self-financing trading strategy ¢ is admissible
if the discounted stopped wealth process Vi, (¢) = Bl Viar(6), t € [0,T], is a Q*-martingale.

We assume from now on that the filtration F is generated by a Brownian motion W under Q*,
and the so-called hypothesis (H) holds, so that W is also a Brownian motion with respect to G.
Recall that all (local) martingales with respect to a Brownian filtration are continuous.

In the statement and the proof of the next result, we deal in fact with discounted price processes.
However, for the sake of notational simplicity, we do not account for this feature in the notation.

Proposition 4.3 Assume that there exist F-predictable processes ¢, ..., ¢*~1 such that
k-1 B k-1
D 60— Si(k)) = Zi =G D> 4G =G, (109)
i=0 i=0

where the F-predictable processes (', i =0,...,k—1 and ¢ are given by (112) and (116), respectively,
and the continuous, F-adapted process § is given by (115). Let ¢F = Vi(¢) — Zi:ol #1S:(k;), where
the process V(¢) is given by

o
—

dVi(¢) = ) ¢, (dSi (ki) + dDy) (110)

@
I
=)

with the initial condition Vo (¢) = Eqg-(Y'), where Y is given by
Y = H{TZT}ZT + Il{T<T}X. (111)

Then the self-financing trading strategy ¢ = (¢°, ..., #"*) is admissible and it is a replicating strategy
for a defaultable claim (X,0,Z,T).

In the proof of Proposition 4.3, we shall use the following version of a predictable representation
theorem (see, for instance, Blanchet-Scalliet and Jeanblanc [5]).

Proposition 4.4 Assume that G is a continuous, decreasing process. Let Z\/Zt =Eq-(Z;|G:), where
Z is an arbitrary F-predictable process such that Eg-|Z;| < co. Then we have, for everyt € Ry,

-7\/4\15 = M\o +/
10,¢]

t
(Zu — Gu) dM,, +/ (1 — H,)G, din,
0

where the continuous F-martingale (and G-martingale) m is given by the formula

ity = - < / Z,dF, ]-'t> = —Eg- ( / Z, dG,, ]-'t>
0 0
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and the continuous, F-adapted process g equals

t [e’)
G =¢e't [ my — / Z, dF, Eg- / Z, dG,,
0 Gt ¢

Moreover, we have that My, = g, on the set {t <7}

).

Proof of Proposition 4.3. As in the proof of Proposition 2.3, we first seek a replicating strategy prior
to default. Since dB; = 0, for the wealth process V(¢) we obtain, on the set {r > t},

dVi (¢ Z¢; (dSi (k) — iy dt) = Z@(% — 5i)dt + Gi dim )

where the second equality follows from (108), and m¢, i = 0,...,k — 1 are given by (107) with ¢ and
& replaced by 6° and k;. In view of the predictable representation property of a Brownian motion,
we also have

k—1
aVi(9) = > 61 (w0 (Bi (i) — 81) dt + GG Wy ), (112)
=0

for some F-predictable processes (¢, i =0,...,k — 1 such that dmi = ¢} dW;.

To deal with a defaultable claim (X,0,Z,7), we shall apply Proposition 4.4 to the process Z
given by the formula Z; = Zi1jo 7(t) + X1 o0[(t) (recall that Q*(r = T') = 0). We obtain

t
M; = M +/ (Zy — Gu) dM, +/ (1 — H,)G, " diny, (113)
10,¢] 0
where the continuous F-martingale m is given by the formula
T
e = Eg 7/ Z, dGy + Gp X ‘ 7, (114)
0
and the process g equals
1 T
9= o Eo- _/ Z,dGu+ GrX| 7). (115)
t t

Consequently, on the set {t < 7},
dM, = —Y(Z — Go) dt + Gy Vi = —vi(Zy — Gy) dt + Gy ' AW, (116)
for some F-predictable processes ¢ such that dm; = (; dW; (the existence of { follows from the

predictable representation property of W).

It is clear that strategy ¢ = (¢°, ..., ¢"*) replicates a claim (X, 0, Z, 7) prior to default, provided
that its initial value Vy(¢) is equal to Eg«(Y), and the components ¢°,...,¢* 1 are judiciously
chosen so that the equality dV;(¢) = d]\/J\t holds on {t < 7}. More explicitly, the F-predictable
processes ¢, ..., »" ! are bound to satisfy

N
—

k—1
61 (0 — Si (ki) = Ze — G, DG} =C VEE[D,TY, (117)
1=0

S
Il
o

where the first condition is essential only for those values of t € [0, 7] for which ~; # 0.

To complete the proof, it suffices to compare the jumps of M and V() at time 7. On the one
hand, it is obvious that A, M = Z, — g,. On the other hand, for the wealth process of ¢, we obtain

Z¢Z bX Sl Hz)) =Z; 7/9\77
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where the last equality follows from (117). We conclude that Via,(¢) = Mia, for every t € [0, T7.
In particular, ¢ is admissible in the sense that the stopped wealth process Via-(¢), t € [0,T], is a
Q*-martingale, and we have that Va7 (¢) =Y, where Y is given by (111).

This means that ¢ replicates a defaultable claim (X, 0, Z, 7). Hence, the stopped Q*-martingale
M-, where M is given by (113)-(115), represents the arbitrage price of this claim on [0,7 AT]. O

In general, the existence of a solution (¢°,...,¢*~!) to (109) is not ensured, and in fact it is
easy to give an example when a solution fails to exist. In Example 4.1 below, we deal with a
(somewhat artificial) situation when the jump risk can be perfectly hedged, but the traded assets
are deterministic prior to default, so that the volatility risk of a defaultable claim is unhedgeable. In
general, solvability of (109) depends on such factors as: the number of traded assets, the dimension
of the driving Brownian motion, a random (or non-random) character of default intensity v and
recovery payoffs 6%, and, last but not least, the specific features of a defaultable claim we wish to
hedge.

Example 4.1 Assume assume that k = 2, kg # x1 are non-zero constants, and let 6° = §' = Z = 0.
Assume also that the default intensity v(¢) > 0 is deterministic, and the promised payoff X is a
non-constant Fp-measurable random variable. We thus have (cf. (114))

t
iy = Boe (GrX | Fy) = GrEg- (X | Fy) = G <]E@* (X) +/ Ca qu>
0

for some non-vanishing process ¢. Since v is deterministic, we deduce easily from (107) that ¢f = 0
for every t € [0,T]. The first condition in (109) reads Y°_, ¢iSi(k;) = g1, and since Si(x;) # 0 for
every t € [0, 7], this condition poses no problems. However, the second equality, ELO PICH = G, is
never satisfied, since the left-hand side equals zero for every ¢ € [0,T]. To improve the situation, it
is enough to assume that v > 0 is random, so that the processes ¢ and ¢? no longer vanish. It is
then possible to establish the existence of a unique solution (¢°, ¢') to (109) for any X.

Before concluding this section, let us formulate an auxiliary result that underpins the validity of
Proposition 4.3 (note that Lemma 4.2 was not explicitly used in the proof given above, however).

Lemma 4.2 Let M} = Eg-(ZL|G,), be two G-martingales under Q*, where Z',1 = 1,2 are F-
predictable process such that Eg- ZL| < oco. If the equality ]l{t<T}Mt1 = ]l{t<T}Mt2 holds for every
t € [0,T) then M}, = MZ.. for every t € [0,T].

Proof. We shall merely sketch the proof, which is again based on an application of Proposition 4.4.
Under the assumptions of the lemma, we have that g; = M} = M? = g7 on the set {t < 7} for
every t € [0,T]. Since the processes g* and g2 are F-predictable and Q*(r > t|F;) > 0 for every
t € Ry, this implies that the equality gi = g7 is in fact valid for every t € [0, T]. Consequently,

Eg- (/t zZldaG, J—‘t) = Eg~ </t Z2dG, ]:t).

The last equality can be used to show that Z} = Z2 on Q x [0, T], almost everywhere with respect
to the random measure generated by a continuous, decreasing process G. This in turn implies that
Zl, = Z2,., Q*-a.s. Consequently, we find that M}, = M7, . for every t € [0, T].

4.5 Forward Start CDS

Recall that a forward start CDS initiated at some date s € [0, U] gives the default protection over
the future time interval [U, T]. The price of this contract at any date ¢ € [s, U] equals

TAT
St(:‘i) = Bt EQ* (H{U<T§T}BT_1(ST

G\) - BiBq- (1(ery / B.'du|G,),  (118)

U
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or more explicitly,

B T T
Si(K) = Lirery = Eq- —/ B;'6,dG, — n/ B 'G, du ‘ Fi . (119)
Gy U U
A forward start market CDS at time ¢ € [0, U] is a forward CDS, which is valueless at time ¢. The
corresponding (pre-default) forward CDS rate x(t,U,T) is thus an Fz-measurable random variable
implicitly determined by the equation

AT
Sy(k(t,U,T)) = B; Eq- (IL{U<TST}B;1<ST gt) ~ B,Eg- (1{U<T}m(t,U, T)/ Bl du ‘ gt) —0.
U

We thus we have, for every ¢ € [0, U],

B (fy B0, dGy | 7))
k(t,U,T) = — s . (120)
]EQ* (fU BJlGu du ‘ .Ft)
For an arbitrary forward CDS with rate x we have, for every t € [0, U],
TAT
Se(K) = Sy(r) — Se(k(t, U, T)) = (k(t, U, T) — r) Eqg- (]1 Wen / Bl du ‘ gt), (121)
U

or more explicitly,

B T
Si(k) = Lppery (5(t, U, T) — k) éE@* (/U B 'G, du ‘ .7-}) .

4.5.1 CDS Options

The last representation proves useful in the valuation and hedging of options on a forward start CDS
(equivalently, options on a forward CDS rate). Indeed, it shows that

T
(Si(r))T = Liery(k(t, U T) — w)* % Eq- (/U BﬁlGu du ‘ ft) )

so that a call option on the value of a forward CDS with rate x appears to be equivalent to a call
option on a forward CDS rate. Note that here the date ¢ €]0, U] is interpreted as the exercise date
of the option, and we are interested in the value of this claim at time s € [0, ¢]. Moreover, the role
of the swap annuity (or level process), which serves as a convenient numéraire when dealing with
default-free interest rate swaps, is now played by the the (pre-default) CDS annuity oy, which is
given by the formula, for every ¢ € [0, U],

B, T
a; = 2L By /Bu Gudu‘}} .
G, u

Of course, A; is nothing else as the (pre-default) value at time ¢ of the survival annuity stream per
unit of the rate k (recall that k is usually expressed in basis points). It is clear that A follows a
strictly positive process, so that it may serve as a natural numéraire in the study of CDS options.

Similar results can be derived for real-world, rather then stylized, forward CDS rates and the
associated option contracts. In the case of traded CDS contracts, the fee payments occur at some
pre-determined settlement dates, referred to as the tenor structure of a CDS. In the case of default,
the protection payment is either done immediately, or it is postponed to the next settlement date.
This means, of course, that some of the integrals appearing in our formulae should be replaced by the
corresponding finite sums. Such a modification is indeed crucial if one wishes to develop a practical
approach to modeling of forward CDS rates, and hedging of credit derivatives with CDS contracts.
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4.5.2 Modeling of Forward CDS Rates

An important issue that should be addressed in the context of CDS rates is a construction of a
model in which a family of credit default options are valued through a suitable version of Black’s
formula (or some other widely accepted pricing formula). For an option on a particular credit default
swap, such pricing formula was derived by Schénbucher [15)-[16] and Jamshidian [12], who formally
used the risk-neutral valuation formula in an intensity-based credit risk model, which was not fully
specified. The derivations of a version of Black’s formula for CDS options presented in these papers
are based on rather abstract approximation arguments for a positive martingale, as opposed to an
explicit construction of a (lognormal) model for a family of CDS rates associated with a given tenor
structure, in which the pricing of a CDS option could be supported by strict replication arguments.

In recent works by Brigo and Cousot [9] and Ben-Ameur et al. [2], the authors deal with the
valuation of European and Bermudan CDS options within the set-up of the so-called SSRD (Shifted
Square Root Diffusion) model, which was introduced previously by Brigo and Alfonsi [8].

In important papers by Brigo [6]-[7], the author analyzes the joint dynamics of certain forward
CDS rates under judiciously chosen martingale measures. He shows that in some cases (especially,
for one-period and two-period CDS), it is possible to develop a change of a numéraire approach,
which is analogous to arbitrage-free modeling of forward LIBOR and (constant maturity) swap rates.
He also briefly discusses the difficulties arising in the context of modeling of a family of co-terminal
forward CDS rates. However, neither of the above-mentioned papers addresses the issue of hedging
of credit derivatives with the use of (forward) CDS contracts. It is thus worth mentioning in this
regard, that Kurtz and Riboulet [14] examine replicating strategies for basket credit derivatives,
under a simplifying assumption that the reference filtration is trivial. Their approach is indeed quite
similar to the one presented in this note.

5 Concluding Remarks

In the financial literature, it is common to split the risk of trading a defaultable security into the
following components: the default risk (that is, the jump risk associated with the default event), and
the spread risk (that is, the risk due to the volatile character of the pre-default price of a defaultable
claim). The pertinent issue is thus to find a way of dealing simultaneously with both kinds of risks
in a simple, but efficient, way. In our main result, Proposition 4.3, we show that, in a generic
intensity-based model driven by a Brownian motion, it is possible to deal in a unified way with both
kinds of credit risk.

Specifically, the first equality in formula (109) permits to perfectly hedge the default risk, while
the second allows us to effectively hedge the spread risk. It is clear from these formulae that hedging
of the default risk relies on keeping under control the unexpected jumps that may come as a surprise
at any moment. By contrast, hedging of the spread risk hinges on more standard techniques related
to the volatilities and correlations of underlying stochastic processes. As shown in Bielecki et al. [4],
in the case of a survival claim (that is, a defaultable claim with Z = 0), it is enough to concentrate
on hedging of the spread risk, provided that hedging instruments are also subject to zero recovery.
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