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VASICEK-TYPE HAZARD RATE

KEN-1cHI MITSUI AND YOSHIO TABATA

Received October 7, 2005

ABSTRACT. In this paper, we construct the forward rate model with both the default
risk and the jump risk to clarify the effect of the default risk through the implied
volatility. For tractability, the Vasicek-type hazard rate model is applied to the default
risk instead of the traditional point process. As well known that the model with jump
risk can express the smile or the skew, this paper is shows that the implied volatility
including the hazard rate can also illustrate smile or skew through a numerical example.
Furthermore, it is clarified that there are differences of influence caused by default risk
according to the exercise price and the time interval.

1 Introduction Consider the term structure model for forward rates with both the de-
fault and the jump risks. Duffie and Singleton [10] introduced the hazard rate model in order
to include the default risk of the underlying assets: their model was concerned with the
term structure of defaultable bond issued by the defaultable issuer and with the fractional
loss rate at the time of default. However, it accompanies the difficulties in the estimation
of parameters of the hazard rate process without enough data. Therefore the hazard rate
process is described by a stochastic differential equation with positive values (e.g. CIR
model). Since the probability described by some stochastic processes is out of range [0, 1]
occasionally, it is necessary for setting the parameters to be cautious. Davis and Mavroidis
[9] applied the Gaussian model with the deterministic drift which depends on time so as to
model the hazard rate dynamics and valuated credit defaultable swaps. On the other hand,
Aonuma and Nakagawa [2] also valuated credit defaultable swaps with the Vasicek model
in place of Gaussian type hazard rate model. Vasicek(1977)[22] dealt with a term structure
model with the property of both mean-reverting and tractability. It is pointed out that the
probability described by Vasicek type hazard rate can be also negative.

Moreover, term-structure models for interest rates have been explored to amend the
consistency with actual behaviors (cf. the classification of term structure models: Brigo
and Mercurio [6] and Chan, Karolyi, Longstaff and Sanders [7], et al). Furthermore, Brace,
Gatarek and Musiela [5] gave an interest model with forward rate measure so that there
might be no arbitrage opportunity in the interest rate market. It was formulated that the
stochastic differential equation of forward rate might be expressed as one of spot rates and
there is no arbitrage opportunity over the whole term. Moreover, it was shown that the
distribution of forward rate follows the log normal. And the proof of the invariant nature
of the equivalent martingale measure is given in terms of Krylov-Bogoliubov Theorem (cf.
8)):

As a literature using LIBOR market model, Glasserman and Kou [12] deal the interest
rate model with the jump process for the evaluation of cap, floor, etc. In [12], for the closed
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form solution they assume that the intensity of the jump process is defined as the function
that is the multiplication of the intensity, the distribution function and the differential of
the mark, therefore it is the sub-class interest rate model because of the restriction on
the intensity. Moreover, it is shown that the conditions of the arbitrage-free are fulfilled
using Theorem 3.13 of Bjork, Kabanov and Runggaldier [4]. The theorem is that under
the existence of jump risks, there is a martingale measure if and only if two conditions are
satisfied. The first condition is that the intensity under the Q-measure can be expressed as
the multiplication of the intensity under the P-measure and probability distribution. The
second condition is that there is the equivalence between the drifts of bond price and the
forward rate.

From the practical view point, the cause of using the model with the jump risk is that
it can generate the implied volatility with smile or skew which is observed in the market.
In [12], they illustrated the flexibility of Jump process by which the implied volatility had
‘smile or skew’. Moreover, there are many papers which deal with the smile or skew by
Poisson density [12], [18], etc. By Constant Elasticity Variance (CEV) process, e.g. [1].

In this paper, our consideration is on the interest rate model with jump and default
risks in LIBOR rate market. And particularly, using the implied volatility we analyze the
effect of the default risk. LIBOR is the rate for the inter bank (Ranking of AA or more,
[21]) debt and is well used as a standard of the floating rate. However, as an interest rate
related to a derivative, it may be treated as default-free interest rates.

The martingale measure of the forward rate model is based on the forward measure such
as in BGM model. This forward measure based on LIBOR rate is assumed to be the default-
free, and it is used to actually price the derivative. But Schénbucher [20] ([3]) is in the thing
coping with the existence of the default risk of the LIBOR. Unlike forward measure of BGM
model, in [20], the survival forward measure under the defaultable forward rate is used. In
this paper, we construct the defaultable forward rate with jump risk. And it is considered
using defaultable forward measure (survival forward measure). Then our model is based on
[12] for adding the jump risk to BGM model using this defaultable forward measure and
as Aonuma and Nakagawa [2], the hazard rate is assumed to follow the Vasicek model in
order to consider the possibility of default risk.

The composition of this paper is as follows: In section 2: we give preliminaries and
LIBOR market model. And it is confirmed that the conditions of arbitrage-free of forward
rate model comes from Theorem 3.13 of Bjork, Kabanov and Runggaldier [4]. In section 3,
we derive an approximate caplet price that the model with the default risk defined by the
hazard rate model with Vasicek type. Furthermore under some assumptions, we confirm
the boundedness of difference between the caplet price and the approximate caplet price.
In section 4, we propose the model with both the default and jump risks. A numerical
example which illustrates the influence caused by the default risk is shown in section 5 .
Finally a conclusion of this paper is summarized.

2 Preliminaries

2.1 Notation For the financial market, define the stochastic model on the filtered prob-
ability space (Q,.#,F,P) where F = {%;},>¢ is the natural filtration generated by a one-
dimensional Brownian Motion W;. Let ¢ be a filtration such that (,.,(%s V o{7 A s})
where 7 is a stopping time. For jump components, u(dt, dx) is a marked point process mea-
sure on Blackwell space (F, &) and v(dt, dzx) is the compensator of the measure. Moreover
' (dt,dz) and v'(dt,dx) are a marked point (one-point) process measure on (E’ &) and
it’s compensator for the default component. r,, B(¢,T) and f(¢,T) denote the short rate,
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the bond price and the (instantaneous) forward rate, respectively. These dynamics are as
follows:

Assumption 2.1
Let dB(t,T) and df (t,T) be stochastic processes of the bond price and the forward rate
without jump and default risks, respectively.

(1) dB(t,T) = B(t,T){bB(t, T)dt +vB(t,T)dW,},
(2) df(t,T) = b/(t,T)dt+ v (t,T)dW,

where Wy is a Brownian Motion in R defined on (Q, #,{%#}i1>0,P).

Moreover when these dynamics have jump risks given by the marked point process,
assumption 2.1 is rewritten as follows®.

Assumption 2.2
Let dB?(t,T) and df’(t,T) be stochastic processes of the bond price and the forward rate
with jump risks and without default risk, respectively.

dBi(t,T) = Bj(t—,T){bB(t,T)dt+vB(t,T)th
B.j X X
() + [ 4B Tt )}
(4) dfi(t,T) = b/ (t,T)dt+ v (t,T)dW, + / gtz T p(dt, dx).
E

Furthermore if the dynamics of assumption 2.2 has the default risk, these dynamics are
defined as below.

Assumption 2.3
Let dB74(t,T) and df7-%(t,T) be the stochastic processes of the bond price and the forward
rate with jump and default risks, respectively.

dB(t,T) = Bj’d(t—yT){bB(mT)dHvB(taT)th
(5) +/ qB’j(t,x,T)u(dt,da:)—i—/ qB>d(t,x,T),u(dt,da:)},
E ’
A, Ty = bl (¢, T)dt + ! (t, T)dW; + / g™ (t,2, T)u(dt, dr)
E
(6) + [ alie . Tt o).

Using these assumptions 2.2 and 2.3, define the spread yield or the hazard rate, equiv-
alently.

I This type is considered in Bjoérk, Kabanov and Runggaldier [4].
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Definition 2.1

Under assumption 2.3, let the forward rate with jump risk, and one with both jump and
default risk be given by the equation (5) and (6). Then the hazard rate (or the yield spread,
the intensity) A(t,s) is defined as

T T T
(7) [ s+ [ Aesds= [ piesas,
t t t
or equivalently

(8) fj’d(tvs)—’_)‘(tas) = fj(tvs)'

Furthermore define some rates and derive some connections between them. Let F'(¢,T),
Fi(t,T) and F7%(t,T) denote the forward rate, the forward rate with jump risks, and
the forward rate with jump and default risks, respectively. Let S7=U:d (¢, T) be the yield
spread between F7(t,T) and F7%(¢,T). As mentioned above, A (¢, T) is the hazard rate of
the default. The application of the hazard rate is found in Duffie and Singleton [10]. As
they consider the default risk of the bond, the hazard rate is used as the term structure
for expressing the default risk. And the yield spread is defined by the spread of the rate
between the defaultable bond and the default-free bond. Here, we treat the spread of the
forward rates between the jump risk and the jump-default risks as the hazard rate. The
relations of these rates followed.

From the HJM framework [14], for a positive constant § the forward rate at ¢ without
jump and default risks over [T',T + 4] is given by

T+6
9) F(t,T)z%(%—l) :% (exp{/T f(t,s)ds}—l),

and the forward rate with jump and the forward rate with jump and default risks are

j T+
(10) Fi(t,T) = % (% - 1) = % (eXp {/T fJ(t,s)ds} - 1) :

and

Bid(t, T +9)

T+6 T+6
(11) =5 <exp {/T fj’d(t,s)ds} — exp {—/T Afds}) .

Equation (11) is assumed to obtain the convenient form of the expected defaultable for-

. J>d
E

ward rate and to reduce the effect of the default risk. Since the expectation of exp{— fTT o M ds}
is the conditional survival probability, the conditional probability is close to 1 as long as
the degree of the change rate of the survival probability with respect to time is not large.
Setting exp{— fg o M ds} = 1, the following lemma 2.1 is expressed as

E[F7(¢,T)|%]) =P(r >T+6|lr>T)E[F/(t,T)|%] + %(P(T >TH+6T>T)—1).

Note that (11) is equivalent to set the second term 0 and to decrease the effect of default
risk because P(r > T + 4|7 > T') < 1. In section 5, it will be shown that the conditional
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probability is in [0.995705, 0.996478] by numerical example. Though the difference between
1 and the conditional probability seems to be small, it has the large effect to the caplet
price because P(7 > T + 4|7 > T)E [Fi(t,T)|%,] is 0.06P(r > T + 6|7 > T) in the caplet
formula. Therefore the reduction of the effect of default risks is achieved by setting (11).

Equation (11) is used to obtain the explicit form of the forward rate as in lemma 2.1.
Notice that so as to obtain no-arbitrage conditions bellow, the foward rate is assumed to
be F34(t,T) = 3 (exp{f;UﬂS fj*d(t,s)ds} - 1) in place of (11).

In definition 2.1, the hazard rate A(t,s) expresses the component of the default risk.
The following definition is concerned with the relation between the default risk (the survival
probability) and the hazard rate.

Definition 2.2
Under definition 2.1, the survival probability is defined as

exp { — /tT Alt, s)ds}

(13) = E[li>ny| %],

E

(12) P{r > T|r >t}

{

where T Is the default time and 1 is the indicator function.

Remark 2.1

In definition 2.2, the survival probability is defined by using the intensity (i.e the hazard
rate). The left hand side of (12) can be evaluated under the assumption on the dynamics
of hazard rate and in [17] they assume the hazard rate process is affine-type. Moreover in
[2], under the hazard rate in Vasicek model, the default risk is considered. In this paper,
we assume the hazard rate to be Vasicek type as in [2]. So (12) is expressed explicitly in
section 3 .

Definition 2.1 and 2.2 lead to the following relation for forward rates.

Lemma 2.1

Let instantaneous forward rates f(t,s) and f7%(t,s) be in assumption 2.2 and 2.3. Assume
the default risk and the instantaneous forward rate are independent. Then forward rates
with and without default risk: FJ(t,T) and F7%(t,T) are given as follows:

14
- T+5 T+§
E [exp {/ (2 s)ds} %1 =P(r >T+ 6|7 >T)E |exp {/ i, s)ds} ’ %1
T T
and
(15) E[FPt,T)| %] =P(r > T +6|r > T)E [F/(t,T)|%] .

Proof. By equation (7),

T+6 T+6 T+6
exp {/ P4t s)ds —|—/ /\fds} = exp {/ F(t, s)ds} ,
T T T

where A\! denotes A(t, s) of the forward rate for convenience. And taking the expectation,
(14) holds.
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Moreover, by (11) and (7), we have

. 1 T+ T+8 T+6
FIt,T) == | exp —/ Mds 3 exp / flds p —exp —/ M ds
0 T T T

and taking expectation,
E[FP4t,T)| %] =P(r > T +6|r > T)E [F/(t,T)|%] .

O

Moreover, the spread yield in definition 2.1 is satisfied under the arbitrage-free in the
markets i.e. the absence of the arbitrage opportunities between the bond and forward rate
markets. The condition is important so as to construct the forward rate models. In this
paper, we derive the conditions according to [4] [5] et al. in section 2.3.

In [20], the spread yield is defined as the difference between F(t,T) and F4(¢,T). But
in this paper we define it as F(¢t,T)/F(t,T) i.e. exp{— [ Alds}. The relation of the spread
yield between [20] and our definition is described as the following properties.

Proposition 2.1

Let the spread yield be defined as in lemma 2.1 and the credit spread S(T,T + §) in [20] be
F34(t,T) — FI(t,T). Then lemma 2.1 holds under the intensity H(T,T + §) or the credit
spread S(T,T + ¢) in [20].

Proof.  From the proof of lemma 2.1 and equation (10),

4 T+6 1 T+5
Fid@t,T) = exp{—/ /\fds} 5 <exp{/ f](t,s)ds} - 1)
T T

_ Leominy 1 ((6F (6, T)+1) — 1)
lizsty 0
I¢r

(16) = A>T iy )

Lirsmy

On the other hand, following the definition of the credit spread in [20], the credit spread
with jump risks is defined as

S(T,T +6) := F&4(t,T) — Fi(t,T)
and the default intensity is defined as

H(T,T + )
o 1 B%i(t,T) BJ'(t,T+5)_1
o Bai(t, T +0) Bi(t,T)

T+5 T+5
{exp{ fJ d(t s)ds }exp{—/ f](t,s)ds} _1}
T
Tty T+6 I - T+6 s gl
{1{T>T+5} P {/T P, )d} Xp{ /T f(t, )d} 1}

sy }
Lirs746}

Sell

S| = > =
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So from these equations and (16), we obtain

T+5 j,d
Fid(¢,T)
eXp { /’I‘ ( 78) S} F] (t,T)
1

SH(T, T +0) + 1
Furthermore, using the definition of H(T,T + §), S(T,T + ¢) in [20],

(18) H(T, T +6) = %

(17) -

Therefore by (17) and (18), we have

T+96 j
1+ 0F9(t,T)
_ ! _ ;
(19) P { /T AL s)ds} 5S(T, T +8) + 0Fi(t,T) + 1

Since the yield spread exp {— TT Y (t, s)ds} can be expressed in terms of the inten-
sity H(T,T + §), or the credit spread S(T,T + ¢), lemma 2.1 holds. O

Finally we define the hazard rate process. In Aonuma and Nakagawa [2], they assume
that the hazard rate process is the Vasicek process. Under their assumption, this paper
defines dh'(t,s) as the stochastic process of Vasicek-type.

Assumption 2.4
Let d\(t,s) be the hazard process in definition 2.1. We assume d\(t,s) is the following
process.

(20) d\(t,s) = c(m — A(t,s))ds + cdW,, A(t,t) > 0,t < s

where ¢, m, and o are positive constants, A(t,t) is the initial value at time t. W, is the
standard Brownian motion in R on (2, %, F,P) and independent of Wy which is consistent
with the independence of the default risks and the forward rate in lemma 2.1 2.

2.2 Relation between the bond price and the forward rate In the interest rate
markets, there exist some connections between them. Brace Gatarek, and Musiela [5] give
the relation between the bond price and forward rate which corresponds to assumption 2.1
and Glasserman and Kou [12] and Bjérk, Kabanov and Runggaldier [4] discuss the same
problem under assumption 2.2. We need the arbitrage-free condition on assumption 2.3.
The following two propositions give the relation.

Proposition 2.2
Let the stochastic processes of rates be on assumption 2.1. If the forward rate is under
assumption 2.2, then the bond price is provided by

T T 2
%f(itg)) - - /t bf(t,s)der%( /t vf<t,s>ds> dt

(21) - /tT v! (t, 5)dsdW;.

2If there exists the correlation, then by the Cholesky decomposition, we can construct the independence
of them.
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Proof.  See Appendix A.1. a

If there exists the jump risk, then the bond price is given by proposition 2.2 in Bjork,
Kabanov and Runggaldier [4]. With jump and default risk, as bellow.

Proposition 2.3
Let the stochastic processes of rates be on assumption 2.3. If the forward rate is under
assumption 2.3 and 2.4, then the dynamics of the bond price is expressed as follows:

T .
Bid(t—,T) _ B(tT) exp{—/t qf,J(t7x,s)ds} —11 w(dt,dx)

(22) +/, exp{—/tT qf’d(t,x,s)ds} - 11 W' (dt, dz).

Proof. = See Appendix A.1. a

dB(t,T) dB(t,T)+/
E

2.3 Arbitrage-Free and Girsanov In this subsection, we describe the relationship be-
tween the arbitrage-free and the Girsanov theorem under jump and default risks. In [4],
they give the Girsanov theorem with the existence of the point process. Their contribution
leads to the extension of forward rate models. One of them, Schénbucher [20] considers the
forward rate with the default risk. They assume the marked point process as default time.
Moreover, Glasserman and Kou [12] present a simplified forward model with the jump risk.
In their model, the marked point process is defined as the jump of the forward rate. We
need to include jump and default risks in the forward rate.

Before discussing the Girsanov theorem, some assumptions in addition to assumption
2.2 3 are given as follows (cf. [4],[15]).

Assumption 2.5
The filtration is such that:

F=o0{W;,u(0,t] x A),B;0<t<T+J§,Ac & Be N},
where /4 is the collection of P null sets from .%.

Assumption 2.6
There is a predictable intensity process A(t,dx) such that:

v(dt,dx) = A(t, dz)dt,
where v(dt, dx) is a compensator.

Thus there is a marked point process in the forward rate and it is necessary to change
the measure with marked point process. Since there exists the measure, all martingale M
can be expressed as

M = My + H(u(dt,dz) — v(dt, dz)),

where H is a predictable and Stieltjes-integrable process with respect to u(dt,dz) and
v(dt,dz). (See Jacod and Shiryaev [15])

3Under assumption 2.3, the filtration F/ is o{W¢, u([0,t] x A), p/([0,t] x A’),B;0 < t < T+6,A €
&,A" € &', B € 4} and the compensator v’ (dt,dx) is X (¢, dz)dt.
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Theorem 2.1 (Girsanov)
Assume assumption 2.6. Let 0; be the predictable process and ®(s,z) be a nonnegative
predictable function such that

t t
/ 62ds < oo, / / O(s,x)A(s,dr)ds < o0,
0 0o JE

for all finite time t. Define the process L; by
t 1 t t
logl; = / O dWs — —/ 02ds +/ / log (s, z)u(ds, dx)
0 2 Jo o JE

+At/}2(1_¢(s,x))v(d8,dx),

equivalently,

ALy = Ly 0,dW;+ Ly — /E (1 = (s, ) (u(ds, dz) — v(ds, dz)),

with Lo = 1, and suppose EF[L;] = 1 for all finite time t.

Then, there exists a probability measure Q) that is equivalent to P on .F: dP, = LydQ,
such that dW, = 6,dt + dW/ and A\q(t, dz) = ©(t,z)A(t,dx), where W' is Q-Winer process
and g is Q-intensity.

By using Girsanov, we obtain the arbitrage-free condition between the forward rate and
the bond price.

Theorem 2.2 (Arbitrage-free condition)

Let the stochastic process of the forward rate be (6) and the bond price be (5). Assume
the assumption 2.5, 2.6 are satisfied. And the hazard process is assumed to be a Vasicek
model. Then there exists a martingale measure if and only if for all T > 0, the following
arbitrage-free condition is satisfied

/tT b (t,s)ds = % </tva(t,s)ds>2 — 0, /tT v (t, 5)ds
_/E [exp{_/tT qf’j(t,x,s)ds} — 11 d(t, 2)A(¢, d)
_/, lexp {_/tT qf,d(t’x’s)ds} _ 1] & (t, 2)N (t, dx)

or equivalently

b(t,s) = vl(ts) (/T vl (t, s)ds) — 007 (t, 5)

T
_%/E |f3Xp {_/t qf’j(t,x,s)ds} - 1] (I)(t,l‘)/\(t,dx)
9 T
_5/, lexp{—/t qf’d(t,x,s)ds} - 1] D' (t, z)N (t, dz).
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Proof.  See Appendix A.2. a

By the arbitrage-free condition of theorem 2.2, we obtain the bond price under the
arbitrage-free as follows:

Corollary 2.1
Let the dynamics of the bond price be given in proposition 2.3. If the arbitrage-free condition
in theorem 2.2 is satisfied, then the bond price is

Bt T) = exp{{/tT (ru = %93) du—/tTHUqu} _/tT/E (07 (u, z, 5)ds)

T
w(du, dx) —/t /, (a7 (u, z, s)ds) 1/ (du, dz)

+/tT/E <1 —exp{—/tT qf’j(um,s)ds}) v(du, dx)
(23) +/tT/, (1—exp{—/thf’d(u,m,s)ds}> v’(du,daz)},

where 0,, = j;T vf (u, s)ds.

Proof.  Substituting [, b/ (¢, s)ds in theorem 2.2 into (22), (23) is derived. O

2.4 Extended forward rate model The BGM model is shown by Brace, Gatarek and
Musiela [5]. They consider the arbitrage-free interest rate over the whole term by using the
forward rate measure. And the forward rate model given by them is extended to two cases.
One of them is the model with jump risk in [12]. In order to treat the derivatives, they
assume the model with jump term. To find the closed form solution of the price of these

derivatives, they assume that
Aq(t,dr) = Ag(x)dx,

where A is a constant and g¢(-) is a density. Therefore the jump process is reduced to
a compound Poisson process with arrival rate A\ under this assumption. By dint of this
simplification, a closed form solution is given.

In addition to this assumption, suppose that there is no jump risk in theorem 2.2, and
it implies the same condition for arbitrage-free.

On the other hand, Schénbucher [20] considers the default risk of underlying bond in
forward rate model to construct the survival measure. We describe their model briefly.
First, the defaultable time 7 is defined as the point process. And the T-forward (default-
free) measure is such that

= B9[X],

where p(t) is the price at time ¢ that is paid the amount X at time T'. So, p'is the discounted
value of p(t) at time 0. The Radon-Nikodym density process is

e~ fot TSdsB(t7T) B @

L =—%0m — ~ar
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This discount factor B(0,T") has no default risk. When the discount factor has the
default risk, P(dP) is the T-survival measure and
pa | e J0 4 BT TV o1

p/:%:E Bd(O,T) X :EQd[X]v

and ,
el BUL T) oy dQ?
B4(0,T) ~ dpP?

Li(t) ==

In this Radon-Nikodym, e~ Jo rsds]__ X is the discounted payment (at time T') of the
obligor . So in theorem 2.2, if we assume no jump risk and the default risk of the marked
point process, then the forward martingale measure is same as [20].

Moreover, our consideration is the default risk of the bond or equivalently the forward
rate. For example, the object is to price the forward rate derivative settled with some
exercise rate at the maturity *. Therefore if the default risk of the obligor is included
(e.g. some contract with the default risk at the promised time.), then we must consider the
default risk of the obligor (not bond issuer) and the correlation between the obligor and the
bond issuer.

3 Forward Rate Model with Default Risk and Vasicek-type Hazard Rate In this
section, we are concerned with the hazard rate. Particularly, for tractability, Vasicek-type
stochastic process which is given in Vasicek [22]. The process has the desirable properties:
mean-reverting, tractability. Aonuma and Nakagawa [2] use Vasicek model to estimate
the hazard rate, however it also has undesirable property: it comes into negative value.
Moreover the solution of the generalized hazard rate with the affine model is given in [17].

3.1 Vasicek-type Hazard Rate Model In [17], they give the solution of the hazard
rate with affine type model. So our concerning is Vasicek type model and we give the
solution for the estimation as [2].

Theorem 3.1
If h(t,T) is the solution of the stochastic differential equation (Vasicek model) of assumption
2.4, then the probability of the default time T > t is given by

E [exp {—/Ot h0, s)dsH

— exp [% (=t — 1) h(0,0) — % (=t —1) <m + g (e - 3))

o8 2]

Proof.  See Proposition 2 in [17]. O

P(r > t)

Corollary 3.1
Let h(t,T) be same as in Theorem 3.1. The conditional probability P(t > T 4 §|t > T) is
represented as

Cc

P(r > T+ 6|7 >T) = exp [1 {(efc(ﬂa) _ e—c(T)) h(0,0) + (efc(TJr(S) _ 1)

4In [12], Pricing interest rate derivatives.
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<m+ 7 (e _3)> (e ) (m+ (T - 3))} s <m— ;_;)] .

Proof.  Using Theorem 3.1 with the definition of the conditional probability,

P(r>T+67>T) = P(r > T+ 9) _ E {exp {— fOT+6 hsds}]

P(r>T) E [exp {— fOT hstH

= exp [E {(e‘C(T+5) _ e—c(T)) 1(0,0) + (e—c(T+6) _ 1)
<m + Z—; (e_C(T+6) - 3)) — (e_CT — 1) <m + Z_; (e—cT . 3)>}

-2

3.2 Forward Rate Model with Vasicek-type Hazard Rate The forward rate model
with the default risk is given in [20] as mentioned above. The default risk is assumed to
follow the point process. By contrast, our model is that the default risk is constructed
by the hazard rate and the probability of the default is given in theorem 3.1. Using the
stochastic process of the hazard rate with Vasicek type, first we construct the forward rate
model without the jump risk. On the other hand, we consider the model with jump and
default risks in the next section.
In the case of no jump risk, the arbitrage-free condition of theorem 2.2 is modified as

bi(t,s) = vl(ts) (/T v’ (t, s)ds) — 07 (t,s)

T
(25) —%/E, lexp{—/t qf’d(t,x,s)ds} -1

And the dynamics of the forward rate is provided by

&' (t, )N (t,dx).

(26) df(t,T) = b! (¢, T)dt + v’ (t, T)dW; + / g’ (t, @, s)p (dt, da).

Assume the default risk follows the Vasicek-type hazard rate process in this subsection.
Then, we give the arbitrage-free condition (25) and (26) under the Vasicek-type hazard
rate.

Proposition 3.1

Assume the condition of theorem 2.2 is satisfied and there is no jump risk. Moreover, assume
the default risk follows the Vasicek-type hazard rate process (20). Then the arbitrage free
condition is given by

T
/t (b (2, 5) — c(m — A(t, 5)))ds

(27) = % </T\/vf(t,s)2+02ds>2—t9t (/tT\/vf(t,s)Q—i—ans)
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Proof.  Denote the forward rate with default risks by F@(t,T), i.e. F734(¢,T) for case
that ¢/7(t,x,T) = 0 in (2.3). Since the arbitrage-free condition can be obtained from
Appendix A.1 and A.2, we give the proof briefly. Using (11) with ¢/ (¢,z,T) = 0, (20) and
vl (u, 8)dW,, + odW,, = \/v/(u,s)? + a2dW],

T+6 t
Fit,T) = % (exp {/ [(f(O, s)+ A(0,s)) + /0 (b (u, s) + c(m — Au, s)))du

T

+/Ot \/mdm] ds}) .

And consider the range of integration as [t,T], by rs = f%(0,s) + ftT(bf(u, s) —¢(m —

Au, 8)))du + j;T Vol (u, s)? + o2dW,,

/tT fi(t,s)ds = /tT 140, s)ds — /tT rsds

(28) + /Ot /tT(bf(u7 s) — c(m — \(u, s)))dsdu + /Ot /tT /vl (u, 8)? + o2dsdW,.

Applying It6 formula to B (¢, T) with the differential form of (28), we have

d T
% - {‘/ (b7 (¢, 5) = e(m = A(t, ) )ds

2
1( (7 r
(29) +5 </ \/vf(t,s)2+cr?ds> dt—/ \ v (t,5)2 + o2dsdW.
t t

Thus from dB(t, T + §) = r,B(t,T + §)dt + dM®? and dW = 6,dt + dW/, the arbitrage
free condition is represented by

0 = - /tT(bf(t,s) —e(m— At 5)))ds + % </tT Jol (8, 5)? + a2d8>2
—0¢ (/T VJul(t,s)? + 02d3> .

Thus the proof is complete. O

As bf(t,s) satisfies the arbitrage-free condition in proposition 3.1, the forward rate

dynamics is
T
dr? = vJof 2 4 o2 v ol 2 4+ 02d
If“(t, s) { vl (t,s)? + </t vl (t,s)% + s)

(30) =0\ /0] (t, )% + 02} dt 4+ \/vf(t,s)? + o2dW;.

Thus, the forward rate (not instantaneous) is expressed as

(31) Ft,T) = % [exp {/T+5 fd(t,s)ds} — exp {/T+5 /\fds}] .
T T
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Applying It6 formula to F?(¢,T)°, we obtain

d _ 2 X 0 s)ds 0 s)ds
AP T) = (Sep{/T i, )d}d{/T £, )d}
T+5 T+5 2
(32) %exp{/T fd(t,s)ds} [d{/T fd(t,s)ds}]

where, using (30),

T+6 T+6
{ s} = / df(t, s)ds
{(/TM\/ (t,s) +02ds> </ /ol (t, s) +02d8>
(33) -6, /T+5 Vol (t,s)? + U2d8} dt + /T+5 /v (t,8)% + o2dsdW;.
T T

From (31), (32) and (33),

SdF4(t,T)
g 2w Jof 2ds — HA A2 AdW,
(34) TSI < / (t, )2 + o2ds — OA + )dt+ PAL
where A = j;T VT (t, )% + o?ds.

The object is to obtain the forward rate dynamics dF?(t,T). We assume as follows:

dF(t,T)

(35) Fd(t,T)

By (34) and (35), we obtain

14 6FI1T) S )
(36) & = SFI(T) </ t,s)?2+o0%ds +0A+ A

1+ 6F4t, T
. =S
Under My, ,-measure %, (35) satisfies
(38) % _ CtthMT"“.
Then,
(39) FU(t,T) = exp {—% /TT"H C2du + /TT"H Cud W,y "4 } .

5We assume exp { fTT +s >\£ ds} is constant implicitly.

. M:
6Ctth Tnt1 — ftdt-‘r <tthl
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Let us price the caplet. Denote the price of the caplet as C(t,T;,) at time ¢. Then under
the risk neutral measure P,
gt‘|

Tpis
(40) C(t,T,) = 0Ep [exp {—/ rsds} C(Thn, Tht1)
t

And under T}, 41-survival measure,

Ct,T,) = 6B t,Ths1)Er,,, [% gt]
= 8B, Tpi1)Er,,, [(F (T, 1) — \%].
From this equation and Black Scholes formula,
(41) C(t,T,) = 6B (t, Tpi1) [F(t, T,,)N(dy) — KN(do)] ,

where N denotes the cumulative normal distribution function and

log(F(t,Ty)/K) +1/2C (T, — t)
Ct Vv Tn —t ’
dy = —GvVTh

1+5thT In
G o= SFIGLT) / \/ol(t,8)2 + o2ds.

Taking expectation in (41) and using the conditional survival probability, we obtain the
caplet price:

d =

E[C(t, Tn)] = O6P(1 > Tpya|m > t) ' B(t, Toy1) [P(T > Trsa|7 > To)
(42) F(t, Tn)E:[N(d1)] — KE¢[N(d2)]],
where Et[] = E[th]

We define the approximate caplet formula which is expressed by the conditional survival
probability in the cumulative normal distribution.

Ct,T,)¢ = O6P(1 > Tnya|r > ) 'B(t, Tpy1) [P(T > Tpya|r > T))
(43) F(t,T,)N(dy) — KN(dy)]
where B(t,T) = exp{— j;T f(t,u)du} and

log(P(7 > Tpy1|m > T,)F(t,T,)) ) K) 4+ 1/2C3(T,, — t)
é-t Tn -1

dy = —GVTn —
s 14 6P(r > T, > T %
Ct _ + (T ’I’L+1|T / t S + 0'2d8
OP(T > Thy1|T > Th)
Since the cumulative normal distribution function is convex or concave, the difference
between E[C(t,T},)] and C(t,T,,)¢ depends on d; and d2. We investigate the functions that
compose the approximate caplet price.

Firstly we give two propositions about the boundedness of the difference between E(N(y))
and N(E[y]) when y is positive or negative, respectively.
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Proposition 3.2

Let N: R — [0,1] be the cumulative normal distribution function and x be a positive
random variable such that there exists a positive constant ¢ satisfying © > c. Assume
¢ # 0. If E[N(z)N(z) — N(E[z])E[z]" > 0, then the difference E[N(z)] — N(E[x]) is
bounded by

. /0 - [N(u)" — N(B[u))"}u2e"/“du.

Moreover if N(E[z])'E[z] — E[N(z)]'N(z)" > 0, then the difference N(E[z]) — E[N(x)]
is bounded:

(49 [~ NGB~ NG e

In (44) and (45), N(a)" = V21 (~a) exp (—a?/2).
Proof.  Applying Taylar expansion to E[N(z)] — N(E[z]) and by z > c,
EIN(x) — N(Efz)
= E[N(O)] +EN(@)'s + 5 {ENG)'NG >'2 +ENG) NG} 22
Fou (o) — N(E[0]) — N(Efa]) Efa)'z — 1 {N(Ela])"E[a]”
PN(E[]) B[]} 2 — 0n(s?)

= (E[N(2)]'N(z)' = N(E[z])E[z]')z + % [N(2)"” — N(E[a])"] 2

(46) > (EN(2)I'N(2)" — N(E[z])E[z]')c + % [N(2)" — N(E[z])"] 2?,

since E[N(z))'N(z)" — N(E[z])E[z]" > 0.
Therefore, the following inequality holds.

0 < E[N@)'N(z) - N(Ez])Elz]
(47) < L(EN(@) - N(E[) - 21 IN(z)"" — N(E[z])"] 2

By Gronwall’s inequality,
(48) E[N(2)/'N(z) — N(E[z]/E[z] < M(z,E[2])et < oo,

where M (z,E[z]) = —55 [N(a:)” N(E[z])"] 2.
Integrating (48) from 0 to « and using the following relation,



DEFAULTABLE FORWARD RATE MODEL WITH JUMP RISK UNDER VASICEK-TYPE HAZARD RATE27

the estimate (44) is obtained. Furthermore for N(E[z])'E[z]" — E[N(z)]'N(z)" > 0, we can

obtain (45) by the same procedure. O
Remark 3.1
Let us consider (44) in proposition 3.2. By Lebesgue convergence theorem,
o1
i _ N " _ N(E ", 2 u/gd
Jim [ =5 NG = N(Blul) e/
r 1
(49) = / lim —— [N(u)"” — N(E[u])"] u?e*/$du — 0.

The difference between E[N(x)] and N(E[z]) converges to 0. This is caused by the
independence of the change of the value of the cumulative distribution function according
to the change in x for enough large x. And this means that in terms of the caplet price,
the approximate caplet price given by the conditional survival probability becomes better
approximate price for the caplet (42). The same implication is also concluded with respect
to (45), (50) and (51) in following proposition 3.3.

Proposition 3.3

Let N be same as in proposition 3.2 and = be a negative random variable such that there
exists a positive constant ¢ satisfying x < —c. If ¢ # 0. IfE[N(z))N(z)' —=N(E[z])'E[z]" > 0,
then the difference E[N(x)] — N(E[z]) is bounded:

1

~% N(E[u])” — N(u)"}u?e€ du.

(50 EING) - N@f) < [
Moreover, if N(E[z])’ —E[N(z)'] > 0, then the difference N(E[x]) — E[N(x)] is bounded:
(51) N(El) ~ BING) < [ -5 (NG - NGBl puebdu.

Proof. ~ We can obtain (50) and (51) by the same procedure as the proof of proposition
3.2. Since x is negative, we use the relation:

N(E[z]) — E[N(z)]

[ " N(E[u]) B — E[N(w)]N(u) du

N(E[u]) E[u)" — E[N(u)]'N(u)'du

0
(52 [ EN@IN@ - NE) Bl du
0
where we denote s = —z for s > ¢. For 0 < E[N(z)]'N(z)" — N(E[z])E[x], it is

0

n
=
Z
B
z
o)
|
z
=
8
=
8

(53)

N
10| = 2
=
L,
o
L,
|
=
z
O
z
&

(54) E[N(s)/'N(s)’ — N(E[s])'E[s] < M(s,E[s])et,
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where M (s, E[s]) = —=={N(E[s])"” — N(s)"}s%. Integrating from 0 to —x, we obtain (50),

ie.:

Nl - BNG)] = [ BIN@ING) - NEu) Bl du
(55) < /O_mM(u,]E[u])eCdu
(51) is obtained similarly. O
Remark 3.2

If the equations d; and dy in (41) satisfy the assumption in proposition 3.2 and 3.3, the
difference between E.[C (¢, T,)] and C(t, T, )¢ is bounded by estimates given in these propo-
sition. But for the case of di and ds in R, since the difference can not be bounded by their
estimates, it is necessary to notice the value of dy and ds.

We can confirm that between E.[C(t,T,)] and E[C(t,T},)]¢ is bounded by proposition
3.2 and 3.3 under the boundedness of d; and d;. But we cannot discriminate positive and
negative of the value of the difference. The following proposition gives the condition for the
boundedness of d;, : = 1,2 in (41).

Proposition 3.4

Let d; (i=1,2) be in (41) and denote d; as f;(y) where y corresponds to F¢. Assume the
nonnegative random variable y such that ¢ >y > ¢’ > 0 and v/ (-,-)2 + 0%,y < co and
T,, >t are satisfied. Then for any y € [c’,c'], fi(y) and f2(y) exist, respectively.

Proof. It is enough to verify that each term in f;(y) exists. Since fi(y) is given by

+3 (ﬁ/ WQ (),

it is sufficient for the existence of fi(y) that v/(-,-)2 + 02,y < co and T}, > t. Moreover, it
is the same for the existence of fa(y). Thus, this proposition is proved. o

Remark 3.3

The defaultable forward rate F? is a random variable that depends on the stochastic hazard
rate. Therefore if the conditional survival probability is 1, F® is a constant F' > 0. And
if the conditional survival probability is 0, F% is 0. Thus F¢ is in [0, F]. In proposition
3.4, we assumed y € [c’,¢/]. This assumption is fulfilled except for ¢ = 0. When F¢ = 0,
f1(F?) = 0o and fo(F%) = —oco. As mentioned in Remark 3.1, when F is enough small, i.e.
c in (49) is large, the difference between E;[C(t, T,11)] and C(t, T),+1)¢ vanishes.

4 Defaultable Forward Rate Model with Jump Risk In subsection 3.2, with the
survival probability we have obtained the approximate caplet price. The option price is
calculated by the probability of default F'(t,T) which is the function of the hazard rate
that the component of default in Schonbucher [20] is represented. In this section, using the
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survival probability, we drive the approximate caplet price with both jump and default risk
as following the procedure in subsection 3.2.

Firstly assume that the point process of the jump risk is a compound Poisson process to
drive the explicit formula. In [16], a Poisson process is assumed to follow the jump process.
Moreover in [12], to obtain the closed form solution, they assume the jump process as a
compound Poisson process 7

Assumption 4.1
Let the dynamics of the instantaneous forward rate be (8). And assume the point process
of the jump risk in (8) to be a compound Poisson process.

Moreover, we give the arbitrage-free condition under the assumption that the jump risk
follows a marked point process and the default risk is presented in proposition 3.1. The proof
of the following proposition 4.1 is omitted because it can be obtained as well as proposition
3.1, Appendix A.1 and A.2.

Proposition 4.1

Assume the forward rate dynamics is given in assumption 2.3 with the Vasicek-type haz-
ard rate process for the default risk instead of the point process. Then the arbitrage-free
condition is described as

T
0 = —/t (b7 (t,s) — c(m — A(t,s)))ds + %AQ

T
(56) —60, A — 92 lexp {—/ qf’j(t,x,s)ds} -1
88 E +

where A = j;T Vot (t,s)? + o2ds.

By assumption 4.1, the forward rate dynamics dF74(¢,T)/F74(¢,T) is under My, -
measure

D(t, z)M\(dz,t),

AFIA(t,T)

o0 FALT)

= Gaw," +Z — Mmy,dt,
i=1

where C,dW, ™' = &dt + C,dW] and &, ¢ are given by (36) and (37). (Y — 1) is an
impulse function with mean m,, and s2 denotes the variance of log(Y,,). Moreover, N; is a
Poisson process with the intensity A\/8.

As following [12], the option price is given by

C(t,Ty)

e [ {= Jrtrads | BT, Ty
E

=6BYt, T, :
(T Bid(T,, Try1)

C(Tn; Tn+1) gt

= §B7(t, Tn1)Err [(F (T, Toy1) — K) | 4]

- 52647 e Qaln O iy 1, ,,) [79 1, )

(58) e—%<Tn—f>(1 +mn)iN(dy) — KN(dQ)} :

"They give the forward rate process with the jump process to be the marked point process (Theorem
3.11in [12]).
8See Glasserman and Kou [12]
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where

de—/\-ZL(Tn—t) Y )
B ey ol o V1 (R L)
1 = )

VG +isy,
dy = dy—\/CF+is2,
1+ 6F94(,T,) [T
G = 5FJdtT / \Jul(t, 8)? + o2ds.

Furthermore, taking expectation for the conditional survival probablity, we obtain the caplet
price:

Et [C(tv Tn)}

Sy N (T, — 1)) :
= 5267/\,1(%%)MP(T > Tpair|m > t)BI(t, Tpir)

(59) [P(T > Tpya|r > To)FI (t,T)e T =01 4 my, ) By [N(dy )] — KE[N(dy)]| -

And the approximate caplet price is defined as follows:

C(,T, )e
T, —1))° s
= 5Ze A (Tn— t)%]}”ﬁ > Toia|7 > ) BI(t, Tois)
(60) [Mr > Tusalr > T)F9 (1, To)e ™ T =0 (14 my, ) 'N(d;) — KN(dy)|

where

j “M(Tn=t) (14
o 108(B(r > Ty > T) PB4y 4 i)
1 )

VG sy,
d/2 = d - \/ <t2 +i81217
1+ 6P(1 > Typa |7 > T)FI(t,T),) /Tn
= Vol (¢, 24
G 5]P’(7'>Tn+1|r>TFJtT 8 +ods

Because of the same reason in section 3.2, the difference between E[C(t,T),)] and C(t,T),)¢
is bounded but the sign of the difference can not be determined.

5 Numerical example In this section, we calculate the implied volatility numerically
by the approximate caplet formula given in the previous section and argue the effect of the
hazard rate through this implied volatility.

We use a set of parameters for the conditional hazard rate in Corollary 3.1: h(0,0) =
0.01,t=0,T,=0.5,---,1.5,¢= 0.2, m =0, c = 0.0025. The parameters for the caplet
formula (60) are § = 0.5, A\ = 1, m,, = {-0.3,0,0.3}, s, = 0.45, ¢} = 0.05*(T}, — t),
F(t,T,) = 0.06, K = 0.03,---,0.09. Figure 1 shows the survival probability and the
conditional survival probability with this parameter set.

Under these parameters, we can obtain the implied volatility surface with the default
risk shown in Figure 2: The right side of upper row shows the case m, = —0.3, the left
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Figure 1: Survival probability and Conditional survival probability.
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Figure 2: Implied volatility with hazard rate.
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Figure 3: Difference between volatilities.

side m,, = 0.3 and the lower m,, = 0. The implied volatility surface with and without the
default risk respectively are given by

Grmp, = argmin (C(¢,T,)°— BS(0))
Grmp = arg min (C(¢t,T,) — BS(0)),

where C(t,T,)¢ is represented by (60), C(t,T),) is the caplet price with jump risk given by
[12] and BS(0) is Black-Scholes formula of call option with same parameters except for the
volatility . The figure of the lower in Figure 2 gives the result with m,, = 0, which can
illustrate ’smile’. When m,, = 0.3, at each maturity date, the implied volatility has the up
slope shape or the exercise price in which the implied volatility that takes minimum value
is taken lowers(The left side of upper row in Figure 2). Oppositely, when m,, = —0.3, the
down slope shape or the exercise price where the minimum value of implied volatility is
high (The right side of upper row in Figure 2). This is the same behavior as no default
case, that is, jump-diffusion model with default risk has the flexibility to illustrate skew or
smile.

To see the influence of the survival probability above, it is necessary to obtain the
difference between implied volatilities: with default risk and without one. The difference
between the implied volatility surfaces is shown in Figure 3: The right side of upper row is
the case m,, = —0.3, the left side is m,, = 0.3 and the lower is m,, = 0.

Figure 3 provides several implications. Firstly, when T,, is short, it occurs that as the
exercise price rises, the difference between the implied volatilities: Gy, and Grmp, is
decreasing. That is, the implied volatility 67y,p, is comparatively lower than &7y, where
the exercise price is low (see Left: Figure 4). Therefore, including the default risk, the
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Figure 4: G1pmp, and Grmp for m =0,T,, = 0.5 (left), 1.5 (right)

implied volatiity

Figure 5: 61ymp, and Grmp for m =0, K = 0.03

implied volatility smile (skew) becomes gentle.

However when T;, is enough large, oppositely as the exercise price rises, the implied
volatility 6rpmp, is close to G1mp with decreasing (see Right: Figure 4). Thus, the effect of
the default risk to 67p,p, makes the sharp of the implied volatility whether steep or gentle
with depending on the T,.

Secondly, when m,, is low, the default risk has not good effect. It means that when
m, = —0.3, the influence of the default risk tends not to be received: in this case, the
range of the difference between implied volatilities is in [—0.01796, 0.020771] (for m = 0.3,
[—0.2195, 0.093425] and for m = 0, [—0.0204, 0.041512]). Lastly, for the low exercise price
as T}, grows, Grmp, becomes larger than 61, (see Figure 5).

6 Conclusion We considered the forward rate model with both default and jump risks.
The model with the default was showed in [20] and one with the jump risk in [12], respec-
tively. Our constructed model was based on their models. Moreover so as to derive the
survival probability of the forward rate, it is the Vasicek-type hazard rate model of [17].
That is, it is assumed that the hazard rate follows the Vasicek model.

The smile or skew of the implied volatility is well known in the market. Therefore the
jump model is used to express the smile or skew. We investigated the effect of the default
risk of the underling asset through the implied volatility. The results by the sensitivity
analysis show that the default risk reduces or amplifies the implied volatility depending on
the time interval. Moreover, as the exercise price increases, the implied volatility with the
default risk becomes the one without the default risk.
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The model in this paper is based on the independence of the random variables of forward
rates and hazard rate. By dint of the independence, the approximate closed form of the
Caplet was obtained simply. As for the model with jump risks, moreover, in [13] they
simulated the LIBOR market model with the Jump risk for the case of path dependence.
Their technique of discretization scheme is based on [19]. For a somewhat more general
case, their simulation technique can be applied to our model.

A Appendix

A.1 Proofs of Proposition 2.2 and 2.3 We prove proposition 2.3. Assuming that
there are not jump and default risks under assumption 2.3 i.e. ¢/7,¢%f = 0, it yields
proposition 2.1 from proposition 2.3. Moreover under the existence of only the jump risk,
it is proved in [4].

Let the dynamics of the bond price and the forward rate be given by assumption 2.3.
Then the relation between the forward rate and the instantaneous forward rate can be
expressed as the equation (11). And as (11) is re-written with substituting (6),

FIa(t,T)

T+6 T+5
(exp{ P4t s)ds } — exp {/T A£d8}>
<exp{ TH fj 40,s) + /t v (u, s)du—i—/ot H(u, s)dw,
//fjums (du,dx) + //, (u,x,s) (du,da:)]ds}
T+6
(61) —exp {/t Afds})

In the parenthesis {-} let us consider ftTH f74(t,s)ds °. It can be manipulated by
Fubini’s theorem as follows:

T+6
/ PPt 5)ds
t
T+ T+6
:/ 40, s) ds+/ / b (u, s)dsdu

T+6 T+6
// usdde+// /fjuxsds,u(dudx)
T+5
+/ / / g (u, z, s)dsp (du, dx).
0 Jt ’

Furthermore, extending the interval [s,T] to two parts, i.e. [u,s] and [u,T], changing

0'7|>—‘

Oﬂ|>—‘

91t has the relationship: B%»%(¢, T + §) = exp {— ftT+5 i, s)ds}.
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the order of integration and by fj’d(s, s) =rs,
T .
/ fUt, s)ds
t

= ["poas— [ po.9as+ [ [0 syasa
//bfusdsdu+// (u, s)dsdW,

. / / of (u, $)dsd W, + / / / ¢ (u, 2, 5)dsp(du, dz)
/// g7 (u, 2, 5)dsp(du, dz) + /// Uu,x, )dsy (du, dx)
/// 4, 2, s)dsp (du, dz)
/deOs)ds—/rds—i—// bf (u, 5)dsdu

// usdde+// / ¢ (u, z, s)dsp(du, dx)
/// 4, 2, 8)dsp (du, d).

Therefore d |, tT f74(t, s)ds with u = t is yielded as follows:
T .
d/ it s)ds
t

= {—rt—l—/be(t s)ds }dt—i—/T I (t, s)dsdW;
(62) //fjtxsds,udtdx // A(t, x,s)dsp (dt, dx)

Thus, applying it6 formula to B7%(t, T') = exp {— j;T (e, s)ds} 10

dBii(t,T) d T ¢ 9 ld /T Fid(t $)d :
B T) /tf (t,s)ds +2 ) (t,s)ds
T
+/E exp{—/t qf’j(t,x,s)ds} - 1] w(dt, dx)
+/, exp{—/T qf’d(t,x,s)ds} — 11 w'(dt, dx)

10¢f. Elliott [11], to apply ité formula with the jump process.
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Assume assumption 2.4 and using (41), then

dBI4(t,T)
Bid(t—,T)

T 1 /(T 2 T
=<ry— / bl (t,s)ds + 3 / v’ (t,5)ds dt — / vl (t,5)dsdW,
t t t
T .
+/ exp {—/ g’ (t,x,s)ds} - 11 w(du, dx)
E t
T
+/ exp{—/ qf’d(t,x,s)ds} — 11 w' (du, dx).
' t

The proof of proposition 2.3 is complete. Moreover if there are not the jump and default
risks, then proposition 2.2 is obtained. O

Remark A.1
This proof is based on the procedure in Bjork, Kabanov and Runggaldier [4]. When there
is no default risk, proposition 2.2 in [4] is established.

A.2 Proof of Theorem 2.2 Following to theorem 3.13 in [4], to prove theorem 2.2 we
construct the equivalence of drift terms between the stochastic process of the bond price
under Q-martingale measure and one of forward rate with same measure.

First, let the bond price and forward rate dynamics be as assumption 2.3. Then the
bond price dynamics with Q-measure is

(63) dB(t,T) = rB(t,T)dt + dM®.

Substituting dW; = 0,dt+dW{, Aq(t,dz) = ®(t, 2)A(t, dx) and X (¢, dx) = @' (¢, )N (t, dx)
into (21) of proposition 2.3, we have

dB(t,T)
B(t—.T)

T L[ T 2 T
= rt—/ bf(t,s)ds+§</ vf(t,s)ds> —Ht/ vl (t, 5)ds
t t t

T .

+/ exp{—/ qf’J(t,x,s)ds} -1
E t

T

+/ exp{—/ ¢t x, 5)d } 11<I>’tx)\'tdx)}d
’ t

—Gt/tva(t,s)ddet’ / {/Tq (t,z,s)d }—1]
(,u(dt,da:)—v(dt,da:))—i—/ exp{ /Tq (t,z,s)d

(64) (W (dt,dz) —v'(dt,dx)).

O(t, x)A(t,dx)

exp
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If (63) and (64) are equivalent, it must be established:

2
0 = —/be(t,é‘)ds+%(/va(t,s)ds> —ot/va(t,s)ds
+/ exp {—/T qf’j(t,x,s)ds} - 1] D(t, 2)\(t, dx)
E ¢

(65) +// exp{—/tT qf’d(t,x,s)ds} - 11 O (¢, x)N (¢, dz),

or equivalently

0 = —bl(t,s)+0l(t,s) (/T vl (t, s)ds) — 07 (¢, 5)

0 T ;
+£/E exp{—/t q" (t,x,s)ds} — 11 O(t, x)\(t,dx)

0 T o
—|—£/E, [exp{—/t q” (t,x,s)ds} -1

&' (t,x) N (t,dz).
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