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Abstract

In this thesis we derive a new version of Thiele’s partial differential equation for
computing the insurance reserves of unit-linked policies based on stochastic yields
of bonds in a defaultable bond market. This is based on the Bielecki-Rutkowski
credit model which can be considered as an extension of the Heat-Jarrow-Morton
framework for modelling the term structure of interest rates (@) The equation
is something that, to our knowledge, has not previously been presented in the
existing literature.

This thesis consists of six chapters. The first chapter introduces the topic
of interest, as well as some elementary theory. The second chapter provides
a general introduction to the case of classic life insurance, and includes an
introduction to probability theory, stochastic calculus and credit risk modelling.
In the third chapter, we further discuss the case of life insurance, and we
introduce the case of unit-linked policies and fundamentals of stochastic interest
rates. We also include a known version of Thiele’s partial differential equation for
stochastic interest rates and provide an example under the Vasicek interest rate
model using a direct approach for the numerical scheme. Chapter 4 introduces
the Bielecki-Rutkowski framework (|3]) and provides a summary of parts of the
doctoral thesis of Christodoulou ([5]) which includes some interesting aspects
of the model.

The main result of the thesis is presented in Chapter 5. We provide a
framework for the reserves based on stochastic yields of bonds in a defaultable
bond market, before we extend it to the unit-linked case. This is followed by
the derivation of the new version of Thiele’s partial differential equation.

Chapter 6 provides a short summary of the thesis, as well as discussion of
some interesting extensions.
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Notation

Some useful abbreviations:
o a.s. refers to "almost surely" with respect to a probability measure P,
e a similar abbreviation exists for almost everywhere, shortened to a.e.
o r.v. will be used as a short-hand notation for random variable(s).
o PDE/ SDE often replaces partial or stochastic differential equations.
We denote the indicator function as

1, ifxe A,
lAzlA(x):{o if ¢ A

We will use both e” and exp(z) to signify the exponential function of x.

In set-notation, we will denote the inclusive set as [s,t], i.e., that both
s and t are included in the set, whereas (s,t) denotes the exclusive set, dis-
missing both s and ¢. The half-open intervals are thus denoted by (s, ] and [s, ).

The conditional expectation is denoted as
E[X|Y].

Furthermore, we often specify in which probability measure the expectation is
operating, e.g.,
Ep[X|Y].

We will by o(A) for A € Q denote the smallest o-algebra which contains A.
Furthermore, we make the assumption that a o-algebra constructed this way
also contains the null-sets of A.

We will refer to equations per chapter, that is: equation (1.2), refers to the
second equation in the first chapter. Similarly, we will refer to definitions etc.
as, e.g., 4.1.3 meaning that it is situated in Chapter 4, Section 1 and the third
element appearing. References are enclosed in [], meaning that [1] is the first
element listed in the bibliography.
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CHAPTER 1

Introduction

In financial markets, there are three fundamental factors of risk that needs to
be managed: liquidity risk, market risk and credit risk. The latter risk is a
phenomenon that is still not well understood, even though the lending of money
has been one of the basic activities of banks for centuries. This is mainly due to
the fact that the impact that credit risk carries on price processes in different
markets, is subject to the complex interplay of many factors, like recovery risk
or default-correlation risk.

In short, credit risk describes the exposure of losses due to changes in the
credit quality of the issuer of a corporate bond. That is, credit risk deals with
whether or not a bond defaults before maturity, as well as the price of said
bond. This includes the credit rating of the bond-seller, and it is well known
that the price of the bond (B(¢,T)) depends on this rating. For example, a
bond sold by a company with low credit rating is usually priced lower than one
sold by a company with a better credit rating. This is because there is a higher
risk of default associated with a low rating.

The urgent need to further understand this source of risk and to develop
appropriate quantitative models through risk analysis and management tools,
was especially made clear by the global financial crisis of 2008, which was
significantly caused by the sudden occurrence of illiquidity in the credit markets.
Nevertheless, credit risk is commonly induced by corporations and governments
alming to increase capital on a short-term basis by selling bonds.

A bond is a contract where the buyer lends money to the seller (e.g., a
company or a government), in exchange for regular interest payments. We will
focus on the most basic bond in financial markets, the zero-coupon bond. Here,
the value of the contract follows the short-term interest rate and no interest
payments are paid during the contract period. That is, the value of the bond is
defined as

B, T) = e Ji 7, (1.1)

where 74 represents the interest rate at time s, ¢ denotes the initial time and T
the maturity time, i.e., the time at which the contract is executed.

In the above expression the interest rates was considered deterministic,
meaning that we can determine, at each point in the future, what the interest
rate will be. However, more realistically, we cannot predict the future value
of interest rates, and thus we are required to use the risk-neutral probability
measure (or pricing measure) to determine the price of, e.g., bonds. The
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1. Introduction

risk-neutral price of a zero-coupon bond is defined as

B(t.T) = Ep-[e” ). "%, (12)

which is the conditional expectation of the previously defined value, given
market information (F;) with respect to the risk-neutral probability measure
P*. The theory behind these types of expressions is introduced in Section [2:2]

In this thesis, we will present a framework for the reserves of life insurance
policies where the benefit in case of the insured event is linked to a defaultable
bond. Pricing and reserve calculations based on B(t,T) are dependent on two
bond-classifications: corporate and Treasury (governmental) bonds. We define
them as defaultable and default-free bonds respectively, due to companies being
considered prone to default and governments generally not. In other words, we
say that a bond is default-free if it pays the agreed-upon amount at maturity
T with probability one. However, more often, a bond is not certain to pay
the agreed-upon amount, and we will refer to these as defaultable bonds. The
interested reader may also see Section 1.1 in |3] for a more detailed introduction
of corporate (defaultable) bonds.

To cover the present cost of future liabilities, insurance companies hold
a specific amount of money called the reserve. This represents the amount
of money required in order to remain solvent. Reserves are subject to strict
rules and regulations, like the Solvency II directive. Nevertheless, the reserve is
dependent on the policy functions describing the insurance policy as well as
the mortality rates and survival probability of the insured. The (prospective)
mathematical reserve is typically given by

1 T
Vit A) = oo / o) S pitow) | a5 + 3 pn(wasn(u) | du, (1.3)
t jes

k#j

where 7 denotes the state of the insured, p; j(¢,u) represents the probability of
transitioning from state i to state j, i,j € S, during the time period [t, u], for
t < wu. v(t) is the discount factor of interest rates and A denotes the cash-flow
of the policy. More details will be provided in Section [2.I] and Section [3:1]
Furthermore, see for a detailed description of the insurance mathematics
applied in this thesis.

As mentioned, the benefits provided to the insured in case of the insured
event is occasionally dependent on the value of an underlying unit, e.g., a bond.
If this is the case, the payoff is considered stochastic (see Section and the
contract is referred to as an unit-linked insurance policy. The reserve calculation
of these policies are more complex, as you deal with the (conditional) expected
value of the underlying unit, and thus need to consider the new risk-neutral
probability measure previously mentioned.

Additionally, one may consider insurance policies with respect to stochastic
interest rates. It is very similar to the unit-linked case, except that the payoff
is not stochastic. Instead, one may consider interest rates with dynamics like

d’f’t = a(t,rt)dtJrJ(t,rt)th, (14)

which is a stochastic differential equation. These will be introduced in Section
23] Furthermore, see Chapter [3] for more details on the unit-linked case as well
as the case of stochastic interest rates.

2



The purpose of this thesis is to apply the formula for the reserves, combined
with the risk-neutral price of bonds in a defaultable bond market following the
Bielecki-Rutkowski model of credit risk to develop a version of the reserves given
stochastic interest rates based on yields of defaultable bonds. The Bielecki-
Rutkowski model is an extension of the Heat-Jarrow-Morthon methodology for
modelling the term structure of interest rates. See @, and |3] for details.

More specifically, this will be done for a unit-linked term insurance in a
two-state model based on the zero-recovery case, meaning that the value of the
defaultable bond drops to zero after default. Furthermore, we derive a version
of Thiele’s differential equation for the above setting. To do so, we will use
some of the results in , to ensure the absence of arbitrage.

To achieve this in a comprehensive manner, the thesis is structured as
following:

2. In Chapter 2 we give a general introduction to case of life insurance
where we present different types of insurances, before introducing relevant
applications of probability theory and stochastic calculus. Finally, we
introduce credit risk modelling and provide the standing assumptions of
this thesis.

3. Chapter 3 deals with the insurance mathematical prerequisites on reserves.
We first introduce some general theory and then explore case of unit-linked
policies and stochastic interest rates. Then, we present Thiele’s partial
differential equation with stochastic interest rates and include an example
based on the well-known Vasicek interest rate-model.

4. Chapter 4 pertains to the Bielecki-Rutkowski model of credit risk. It also
works as a summary of Chapter 4 in the doctoral thesis of P. Christo-
doulou ([5]), which contains some interesting aspects and difficulties of
the aforementioned model.

5. In Chapter 5 we present the main result of this thesis. We first introduce
mathematical reserves for unit-linked policies based on defaultable bonds,
and using this, we develop a new version of Thiele’s differential equation.
This is something that, as far as we know, does not exist in the existing
literature.

6. We conclude with a short summary of the thesis and some discussion on
further explorations of the topic. This is provided in Chapter 6.






CHAPTER 2

Theoretical background

This chapter introduces important aspects of the thesis. In the preliminaries,
the case general of classic life insurance (in continuous time) is introduced. This
is followed by an introduction to probability theory and stochastic calculus,
providing important definitions and relevant theory. We then introduce credit
risk in some detail and conclude with a list of standing assumptions.

2.1 Preliminaries

In insurance, the reserve denotes the present value of the contract at some given
time. It is, in other words, the specific amount of money the insurance company
needs to set aside in order to remain solvent, and is thus a very important
aspect of insurance.

Furthermore, the reserve is obviously highly dependent on the functions
describing the insurance policy. These are called policy functions and are
assumed to be of finite variation, ensuring that they behave nicely and that we
are able to perform the necessary computations. Additionally, we occasionally
allow for a jump in the maturity time 7". This will become more clear later.

The policy functions are defined as:

Definition 2.1.1 Let a;, aj; : [0,00) = R, j,k € S, j # k be continuous functions
of bounded variation. We then have that:

e aj, represent the cash flow of staying in state j € S
e ajy, represent the cash flow of transitioning from j to k, j,k € S

Remark 2.1.2 We also assume that the policy function a;(t) is at least a.e.
differentiable, allowing for at most one jump at maturity time 7. This is
denoted by a;(t).

In life insurance, it is common to operate in the state space S = {x,0,1},
corresponding to the actuarial notation for the active, disabled and deceased
state, respectively.

e The active state is when the insured typically works and thus pays
premiums to the insurance company. The active state is most important
in a pure endowment insurance.



2. Theoretical background

e The disabled state is when the insured is not paying premiums, but also is
not dead. If the contract permits, e.g., a disability insurance, the insured
receives periodic payments.

e The deceased state represents the death of the insured. This is important
in the case of a term insurance.

The types of insurance policies typically considered are, as alluded to above,
pure endowment, disability and term insurance. They all represent different
types of covers, as clarified below.

Definition 2.1.3 (Pure endowment insurance) A pure endowment insurance
considers a contract providing a payment to the insured if the insured survives
the contract period, i.e., is active at maturity time 7. This policy is thus
determined by the policy function:

~fo, tefo,m),
“*(t)_{E, t € [T, 00),

where E represents the benefit of surviving the contract period.

Definition 2.1.4 (Disability insurance) A disability insurance deals with the
cases where, e.g., the insured no longer is able to work, so payments are periodic
and provided within the contract period. The policy function is described by:

Dt, te]0,T],
©=\pr s

where D is the benefit received periodically.

Remark 2.1.5 Please note that the policy function a; represent accumulated
payments during the policy time, whereas a; ; represent punctual payments
triggered by a change of state of the insured.

Definition 2.1.6 (Term insurance) A term insurance yields a one-time payout in
the case of death of the insured. This is provided that the insured dies within
the contract period. The policy functions are described by:

DB, tel0,T),
i) =30 s

where DB denotes the death benefit.

The endowment, a combination of the pure endowment and the term
insurance, is typically considered as the classic life insurance policy. This
insurance is described by the combination of the policy functions a.(t) and
a.+(t) as above.

Remark 2.1.7 There is a common practice regarding the signs of the above
policy functions. Negative values are considered payments from the insured to
the insurance company, whereas positive values are considered as income for
the insured. This becomes especially relevant if one considers premiumsEl in the

IThat is, the cost of the insurance for the insured. Could be considered as a one time
payment or periodic payments. See Section 1.2.2 for details.
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2.2. Introduction to Probability Theory

policy functions. We will not consider premiums in this thesis. Despite this, a
mention of the single premium required to finance the policy will be provided
in Example

The preliminaries of life insurance will be continued in Chapter [3] after some
relevant background information on probability theory and stochastic calculus.

2.2 Introduction to Probability Theory

This section will focus on introducing, and if appropriate also contextualising,
the probability theory relevant to the thesis. A similar section regarding
stochastic calculus follows in Section 2.3

This section is based on [10], and the interested reader is referred there for
details and proofs.

We begin by defining the probability space in which we will be operating,
and then diving into the elements of said space.

Definition 2.2.1 A probability space, denoted (€2, F,P), is a triple consisting of
a set ), a g-algebra F of subsets of (2 and a probability measure P.

The state space € represents the set of all possible outcomes of a random
mechanism, e.g., paths of a stock’s value in a financial market. The events/
paths are usually denoted using the lower-case omega, so that we have paths
w e Q.

The next element of the triple, the o-algebra (sometimes referred to as
o-field in the literature), deserves its own definition.

Definition 2.2.2 Let X be a set. Then, a o-algebra F is a collection of subsets
of X such that the following three properties hold:

2221. X e F
2222 If Be F, then B'(:= X\ B) e F
2.2.2.3. If B, is a sequence of elements in F, then |J, B, € F

Remark 2.2.3 If you replace X with Q as defined above (set of all possible paths
of a stock’s value), F represents the market information generated by the stock
process. However, we are often just interested in the information available
at certain points in time. This is represented by sub-o-algebras denoted F,
t € RT. A collection of sub-o-algebras is called a filtration F (to be formally
defined later), which then represents a collection of information.

Remark 2.2.4 Note that since € F, then () € F. This follows directly from
[2:2:272] which states that the o-algebra F is closed under complementation.

Finally, the last part not yet disclosed from Definition 2.21]is the probability
measure P.
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Definition 2.2.5 Let F be a o-algebra as defined above. Then, a probability
measure P with respect to (€2, F) is a real-valued function defined on F such
that the following is true

2.25.1. If Be F, then P(B) > 0
2.2.5.2. P(Q) =1

2.2.5.3. If B, is a finite (or countable infinite) sequence of disjoint elements

of F, then
P <U Bn> = ZIP(BR).

Stochastic processes

The word stochastic is unfamiliar to many and a short explanation thus follows.
It originates from Greek, and it’s original meaning was to guess or conjecture. It
was later given another meaning in German; randomly determined (stochastik).

Thus, when dealing with stochastic processes, we are often interested in
making educated guesses on future values of randomly generated processes.
This gives rise to the following, more formal definition:

Definition 2.2.6 A random variable X on a probability space (Q, F,P) is a
function X : €2 — R which is F-measurable.
That is, we have

{weQ: X(w) <a}eF,
for all o € R.

The r.v. X could, e.g., represent the value of a risky asset. However, often
we are more interested in modelling a portfolio of risky assets. This provides
inspiration to the following definition:

Definition 2.2.7 A stochastic process on (2, F,P) is a collection of stochastic
random variables X;,t € R taking values in a measurable space.

In the context of credit risk theory, we will replace 2 with the description
of the credit-rating classes, K. More details will be provided in Section [2-4] and
Chapter [4]

We move on to a formal definition of the previously mentioned collection of
information (sub-c-algebras):

Definition 2.2.8 A filtration F on a probability space (2, F,P) is a family of
sub-g-algebras of F, such that F, C F, for s < t.

Remark 2.2.9 A filtration is increasing in time, i.e., the amount of available
information increases in time, assuming that no information is lost.

We also need the following definition to work with risk-neutral prices of
risky assets given by conditional expectations.

Definition 2.2.10 We say that a process X = (X;);cr+ is F-adapted if X; is
Fi-measurable for all t.

8



2.3. Introduction to Stochastic Calculus

In option pricing theory, it is common to model stock prices as adapted
processes. In general, an observer cannot look into the future and determine
the future price of the stock. In fact, trying to determine future prices provides
inspiration to a very important class of processes in applications of insurance
and mathematical finance, martingales. These processes will be defined in the
next section, in Definition 2:31]

2.3 Introduction to Stochastic Calculus

We begin by defining the martingales previously mentioned. Then, we move on
to the Brownian motion, stochastic differential equations and some important
formulas. The interested reader may see for a more detailed introduction
to stochastic calculus, for an introduction to stochastic calculus applied to
finance and regarding stochastic differential equations.

Definition 2.3.1 Consider a filtered probability space (2, F,TF,P). An adapted
family (M;);>o of integrable random variables, i.e., E[|M,|] < 400 for all ¢, is

o a martingale if, for any s <, E(M;|F,) = M,
e a super-martingale if, for any s < ¢, E(M;|F,) < Mj,
o a sub-martingale if, for any s < ¢, E(M;|Fs) > M.
Thus, it follows that, if (A;)¢>0 is a martingale, then E(M,;) = E(My) for any ¢.

Remark 2.3.2 One can think of martingales as fair bets, i.e., that the value
of your payout corresponds to the expected value of the process. Similarly, a
sub-martingale is a more-than-fair bet, and a super-martingale is a less-than-fair
bet.

In , the notion of local martingales is often mentioned. These are defined
as:

Definition 2.3.3 A process {X;, F;,t € T} is said to be a local martingale if
there exists an increasing sequence (7,,), of stopping time&El such that

2.3.3.1. lim,,_yoo T, = +00 a.s.
2.3.3.2. (Xiar, )t is a (Fy)-martingale for every n.

Remark 2.3.4 Also, every martingale is a local martingale. It can be proved
that a bounded local martingale is a martingale, and that a lower bounded
local martingale is a super-martingale

Remark 2.3.5 Tt follows that if local martingales are used in pricing theory, the
prices obtained are in reality not necessarily correct. This is because a natural
condition on the amount of money available to borrow imposes a lower bound,
which results in the process being a super-martingale.

A well-known example of a stochastic process, is the standard Brownian
motion. It is defined as follows:

2A random time 7 is defined as a stopping time, if for any time ¢, one can determine
whether the event {7 <t} (and thus also the complementary event) has occurred or not, e.g.,
the first time the value of a stock reaches a predetermined value.
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Definition 2.3.6 The standard Brownian motion W; is a continuous, stochastic,
real-valued process attaining the properties

2.3.6.1. Wy =0,P — a.s.
2.3.6.2. For every s € [0, t], the r.v. W; — W is independent of events in Fj.
2.3.6.3. The law of Wy — W, is N(0,t — s), for every s € [0, ¢].

Remark 2.3.7 If W, is a standard F;-Brownian motion, then W; is an F;-
martingale.

In fact, a multi-dimensional variant of this process will be used as noise
(uncertainty) in the price processes discussed in Chapter This is defined as:

Definition 2.3.8 A R™-valued process W = (W})cr+ on a filtered probability
space is a m-dimensional Brownian motion if

2.3.8.1. Wy =0,P—a.s.,
2.3.8.2. For every s € [0,t], the r.v. W; — W is independent of events in F,

2.3.8.3. For every s € [0,t], W, — Wy is N(0, (t — s)1,,)-distributed, with
I,,, being the m x m identity matrix.

In view of the definition of the concept of a stochastic integral for integrand
processes X, s > 0, we also need the following definition, which can be found

in [11).

Definition 2.3.9
o MP [a,b] is defined as the space of equivalence classes of real-valued

progressively measurable processes X = (X{)¢c[q,) in a filtered probability
space, such that

b
/ |Xs[Pds < 00 P-as., (2.1)

e MP[a,b] is the space of equivalent classes of progressively measurable
processes such that

E

/b |Xs|pds] < 00 (2.2)

Remark 2.3.10 By progressively measurable process, we mean that for all ¢
X : Qx[0,t] = R4 is F; ® B([0,t])-measurable, where B([0,t]) is the Borel-o-
algebra on [0, ¢]. This is satisfied for all right-continuous adapted functions.

Remark 2.3.11 By equivalence classes, we mean that we identify two processes
X and Y whenever they are indistinguishable, that is:

b
/ X, — Yi|ds = 0.

10



2.3. Introduction to Stochastic Calculus

Stochastic Differential Equations

Stochastic differential equations are commonly used to model stochastic
processes that evolve in time, e.g., an interest rate processes. In the following,
we make a general introduction to SDEs and present two important formulae.
The interested reader should see for a thorough introduction.

The stochastic differential equation (SDE)

dX(t,T) = a(t, X(t,T), T)dt + o(t, X(t, T), T)dW,,

can be rewritten as
T T
X(t,T) :X(O,T)Jr/ a(t,X(t,T),T)dtJr/ o(t,X(t,T),T)dWs,
0 0

if a(t, X(¢,7),T) € ML _([0,T]) and o(t, X(t,T),T) € M2.([0,T]).

Furthermore, the above SDE is an Ito-process, i.e., the sum of a finite
variation process and of a local martingale. Solutions to these are called
diffusions, and they uniquely exist if a(-,T),0(-,T) : [0,00) x R — R are
Lipschitz continuous functions of linear growth. If they exist, they are often
found using numerical methods (see Chapter 9 of [§]).

However, given a suitable function f(Xy,t), the stochastic differential of f
can be found using an analytical approach with Itd’s formula, which is stated
in the following theorem.

Theorem 2.3.12 (Ii6’s formula) Let X be a process with stochastic differential
dXt = Oé(t)dt + O'(t)th,

and let f: R x [0,00) = R be a continuous function in (z,t), once conlinuously
differentiable in t and twice in x. Then

_of af 19°f 2
This can also be written as:
_(9f of 19 f 2
0,0 = (060 + S (e + 5L ot0?)

+% (Xt7 t)U(t)th

Throughout Chapter [4] we are in need of changing the probability measure
from the physical measure P to a more suitable risk-neutral probability measure
(or equivalent martingale measure) Q* under which the price processes of bonds
are (local) martingales.

To obtain the martingale-property needed to deal with conditional expecta-
tions, we have to adjust for this change of measure, so that we have a Brownian
motion under the new probability measure. This is done using Girsanov’s
theorem.

Theorem 2.3.13 (Girsanov’s theorem) Let Wy be a d-dimensional Brownian
motion on the filtered probability space (Q, F,F,P) and v € M2 ([0,T]). Assume

that the process
t 1 t
X, = exp (/ Y dWs — 5/ ’yfds) ,
0 0

11



2. Theoretical background

is a martingale on [0,T] and let Q* be the probability on (Q, F) having the
Radon-Nikodym density X1 with respect to P. Then, the process

t
Wt:Wt—/ "YgdS
0

is a (F¢)e-Brownian motion on [0, T] with respect to Q*.

Remark 2.3.14 Note that the process v has the meaning of a market price of
risk in option pricing theory.

2.4 Introduction to Credit Risk

By credit risk, we refer to all risks associated with any kind of a credit-linked
event. These events may consist of changes in the credit quality of a bond,
variations of credit spreads or the default of a counterparty in a contract
(sometimes referred to as counterparty risk in the literature). This section is
based on .

Now, the credit-linked events can be explained as:

e The credit quality of a bond describes the classification of corporate debt.
Modelling of changes in the credit quality (rating) of a bond can be
done using a reduced-form approach. Here, the asset’s of a corporation
is taken into account, whereas the capital structure is not modelled at
all (this is considered in the structural approach, see [3] Section 1.4.1).
We also distinguish between an intensity-based approach and the credit
migration models. In the intensity-based approach we are only interested
in modelling the random time of default, whereas the alternative deals
with models of migration between credit rating classes (and thus default
implicitly through the migration process).

e A corporation’s credit rating is a measure of the likelihood to default.
The ratings are often categorised on a finite set, the set of credit classes.
For example, the best rating could be given by, e.g., AAA and C may
denote the worst active rating, whereas D typically denotes the default
event, in the case that a corporation already has failed in some payment.
This notation is used by, e.g., Standard & Poor’sEl and Fitch Ratmgsﬂ

o A credit spread measures the excess return on a corporate (defaultable)
bond over the return on an equivalent Treasury (default-free) bond, i.e.,
a bond assumed to be free of credit risk. We will denote the spreads as
the difference between respective forward rates, and distinguish between
the fundamental spreads and the inter-rating spreads. More details will
be provided in Chapter [4]

Furthermore, we will operate on the credit rating set I = {1, ..., K}, where
1 denotes the best rating, K — 1 the worst active rating, and K the default

Shttps://www.spglobal.com /ratings/en/
4https://www.fitchratings.com/
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2.4. Introduction to Credit Risk

event, as above. Furthermore, in the spirit of , we shall use the term credit
rating to describe any classification of corporate debt that can be justified for
specific purposes.

Within the reduced-form framework, (conditionally) Markov chains, C, are
used to model the credit migrations between different rating classes. This is done
using transition probabilities (discrete time) or transition intensities (continuous
time). We will be focusing on the continuous time models, specifically that of
Bielecki and Rutkowski (see 3] for details). Additionally, some interesting results
will be disclosed based on Chapter 4 of the doctoral thesis of P. Christodoulou
. Additional details regarding the credit migration modelling can be found in
Chapter [

The model of Bielecki and Rutkowski lie inside the context of the Heat-
Jarrow-Morton (HJM)-methodology (see [6]) for modelling the defaultable
term-structure of interest rates. The idea of this framework is to model the
entire forward rate curve directly. This is because the short-rate models are not
always flexible enough to be calibrated to the observed initial term-structure.

Furthermore, in the reduced-form approach, the credit migration process is
given endogenously, resulting in the conditionally Markov model of credit risk.
A conditionally Markov-chain is defined as follows

Definition 2.4.1 A process C' is called a conditionally G-Markov chain relative
to F and under Q*, if for every 0 < ¢ < s and any function h : L — R we have

Remark 2.4.2 Please note that F; V o(Cy) denotes the joint filtration.

In the intensity-based approach, the default time is modelled by a random
variable 7. A feature of the intensity-based models, is that 7 may not be a
stopping time with respect to the default-free filtration G = (G;). Instead, these
models use the hazard rate, A, the rate of occurrence of default, to characterise
the default-time, which in this case is a exogenous, random time.

A direct result of this is that default may occur as a surprise. This is
contrary to the structural approach, where the default time is modelled in such
a way so that it does not provide any element of surpriseﬂ

Now, the hazard rate can also be understood as the transition intensity of a
continuous-time Markov chain, and is a function satisfying

Plr > ) = e o X% w5 (2.4)
for a random variable 7 satisfying
1. P(r > 0) =1,
2. P(r >1t) >0,

for all ¢ > 0, if the cumulative distribution function of 7 is continuous and
differentiable.

The information related to the default-free market is denoted by the filtration
G = (Gi)ter in a probability space (£2,G,P). The filtration consists typically

5That is, the resulting random times are predictable with respect to the underlying
filtrations.
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2. Theoretical background

of information regarding interest rates, which means that the instantaneous
interest rate process is G-adapted. Implicitly, as the price process of the risk-free
asset is given by

B(0,t) = exp(/0 r(s)ds),

it is also G-adapted.

At time ¢, observers in the market know if default has occurred, so the total
market information at time ¢ is given by the o-algebra F = (F}).cr, constructed
as

Fi=G Vo({r<s},s<t),

where o({T < s},s < t) is the natural o-algebra generated by default events
{1 < s},s €10,t]. A direct result of this is that, although 7 is not necessarily a
stopping time with respect to G, it is with respect to F = (F;) a.s.

2.5 Standing Assumptions

We make the same standard, technical assumptions as in :

o all reference probability spaces are assumed to be complete, with respect
to the reference probability measure,
o all filtrations satisfy the conditions of right-continuity and completeness,

e the sample pahts of all stochastic processes are assumed to be cadladﬂ

¢ all random variables and stochastic processes satisfy suitable integrability
conditions, ensuring the existence of considered conditional expectations,
deterministic or stochastic integrals, etc.

6That is, right-continuous with existing left limits.
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CHAPTER 3

Insurance Mathematical
Prerequisites

This chapter is dedicated to the review of some concepts from classic life
insurance, which we will use in Chapter [5]in connection with our main result.
After having recalled some basic probability theory in Section we are now
ready to build directly on Section [2.1

An insurance policy may be considered as a bet between the insured and
the insurance company, explaining the relevance of probability theory. A
result of this is that insurance companies are interested in predicting the likely
outcome of their portfolio. One very important aspect of this, is the state of
the insured. The main idea is that by using a Markov chain, one can model
the transitions between the state of the insured, enabling the derivation of
transition probabilities. As described in the introduction (equation, these
transition rates and transition probabilities are used to calculate the required
reserves for the insurance company.

The results presented in this chapter can be found in .

3.1 Common Terms and Notation

Recall the aspects from Section [2.I] Then, as mentioned above, the idea is to
model the state of the insured using a Markov chain:

Definition 3.1.1 (Markov chain) Let X; € S, t € J C R be a stochastic process
on (2, F,P). Then X;,t € J is called a Markov chain, if

]P(th+1 = Z.n+1|Xt1 == il, ey Xt = Zn) = ]P(th+1 == Z.n+1|th = Zn), (31)

n

forall t; <ts < -+ < th+1 € J, U1, ..., in4+1 € S with P(th :’L'l,...,th =
in) # 0.

Remark 3.1.2 That is, the process only remembers its last position, i.e., it is a
memory-less process.

Then, the transition probability p; ;(s,t) represents the probability of
transitioning between states ¢ and j for times 0 < s < ¢. It is defined as:

15



3. Insurance Mathematical Prerequisites

Definition 3.1.3 (Transition probabilities) Let X; be a stochastic process
(Markov chain) on the probability space (€2, F,P). Then the transition
probability p; ;(s,t) is defined as:

pij(s,t) = P(X; = j|Xs = i), (32)
where s <t and 7,5 € S, being a finite state space.

Remark 3.1.4 Tt is common in life insurance that the transition probabilities are
dependent on the age of the insured. Thus, the above notation slightly abuses
this, as it really should be denoted, e.g., pf ;(t,s) = pij(z +t,z + 5), for an
z year old individual. This is omitted for ease of notation. Please note that
the times ¢ and s thus refers to the contract age. The same applies for the
transition rates.

Equally important as the transition probabilities, are the transition rates
;i(t) and p; j(t), representing the rate at which transitions occurﬂ

Definition 3.1.5 (Transition rates) Let X = {X;,t € J} be a Markov process
with finite state space S. The transition rates p;, i j,%,7 € S,j # 4 are the
functions defined by:

1—pii(t,t+h .
wi(t) == lim M, tedJ, ies, (3.3)
h—0 h
h>0
and i
:U’i,j(t) = }I%Ma te Jv Z7.] € S7 j 7é Z.a (34)
h—
h>0

whenever they exist and are finite.

Remark 3.1.6 Note that by using either of Kolmogorov’s equations (See [7],
Theorem 2.3.4), one may find expressions for the transition probabilities using
the transition rates.

Then, the behaviour of the Markov chain modelling the state space
S = {x,0,T} is given by the matrix of transition rates:

o) preo(t)  peg(t)
A = [ Hont) poo(t) os(t) ] | (3.5)
0 0 0

where the sum of each row equals to zero.

Remark 3.1.7 Please note that the last row of the matrix being zero corresponds
to the fact that once deceased, it is impossible to transition out of the state.
This is known as an absorbing state in the literature.

Remark 3.1.8 There is also a common notation of p;(t) = —p; ;(¢).

We are mostly interested in knowing the value of the reserve in today’s
money, meaning that we need to discount the value of the portfolio according
to the interest rate levels. This is done using the discount factor:

IThat is, one may consider the transition rates as the derivatives of the transition
probabilities. This follows directly from the definition of the derivative and using that

Pij (t, t) =0.
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3.2. Unit-linked Policies

Definition 3.1.9 (Discount factor) A function v : [0,00) — [0, 00) defined as

o(t) = exp (- /O tr(s)ds) , (3.6)

for a (deterministic) integrable function r(t), is called the discount factor if r(¢)
is modelling the interest rate.

3.1.1 Insurance reserves

By combining the elements of Section and the above definitions we can
formally define the reserve. The reserve is given by

Definition 3.1.10 (Reserves) Assume that a;(t) and a; ;(t) are policy functions,
and that p; ;(t,s) and p; ;(t) are the transition probabilities and transition
rates, respectively. Then, the discounted (prospective) reserves are given by:

(Z / s)pi;(t, s)da;(s) (3.7)
+ / 8)pi,j(t: 8)j k(s )aj,k(s)ds>,

i,jES
J#i

Remark 3.1.11 Note that the above equation technically is the prospective
reserves, which account for all states, whereas the mathematical reserve is given
by an expectation over each state. See Section 4.6 of 7] for details.

Remark 3.1.12 Note that the first integral is given in the Riemann-Stieltjes
sense. See Chapter 4 of |7] for details on how to deal with this.

3.2 Unit-linked Policies

The aim of this thesis is to explore reserves of unit-linked policies exposed
to credit risk, more specifically: the case when the interest rates follow the
term-structure of a bond in a defaultable bond market.

Unit-linked policies are policies where the value of the contract is dependent
on the value of a underlying unit, e.g., the value of a stock or a bond, as
illustrated in the following example.

Example 3.2.1 Assume the case of a term insurance. Let B(¢,s) denote the
value of a bond, representing the payout to the insured. That is, a. 1+(s) = B(t, s)
for t < s < T. The reserves of a unit-linked term insurance, given deterministic
interest rate, is then defined by

T
Vi(t, B) = 1)1@@* Vt V(8)pan (b 81 (5) B2, 5)ds

o)

.7-}1 ) (3.8)

where F = (F3)ter is the filtration consisting of market information and P* is
an equivalent martingale measure. This follows directly from the definition of
the reserves.
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3. Insurance Mathematical Prerequisites

However, we consider both the discount factor, transition probabilities and
mortality rate as deterministic, meaning that the above expression can be
rewritten as

v*<t,B>=ﬁ / 0(8)pan(t, $)us(5)Ez- [B(t, 5)| Flds,  (3.9)

using Fubini’s theorenﬂ to interchange the expectation and the integral.

A quite similar case to the unit-linked, is the case of stochastic interest
rates. This will be explored more in-depth in the following section. We will
also explore the case of numerical approximation to the reserves, using the
finite-difference method on Thiele’s partial differential equation, and provide
an example of the resulting reserve surface when the stochastic interest rates
are given by the Vasicek model.

3.3 Stochastic Interest Rates

As illustrated by the discount factor, the level of interest rates is highly important
when considering reserves. In this section, we will explore the aspect of stochastic
interest rates, that is: interest rates that do not follow a deterministic function,
but rather a SDE.

From now on, we require that the flow of information generated by the
stochastic interest rates and the information generated by the state of the
insured are independent. Furthermore, we will assume a an arbitrage-free
market, allowing us to find an equivalent martingale measure. Then, one may
consider a bond that models the value of the policy. The price of this bond is
given by the (conditional) expectation with respect to the new measure.

Now, let r be the interest rate generating the filtration F = (F})icr+. We
then consider the dynamics:

dry = a(t,ry)dt + o(t,re)dWy, 19 €R, t €[0,T], (3.10)

where W is the standard Brownian motion and «, o are measurable functions
such that a unique global strong solutiorﬂ to the above equation exists.

3.3.1 Mathematical reserves and stochastic interest rates

To make things simpler, we will henceforth consider a term insurance in a two-
state model, only considering that the insured is either active (%) or deceased
(t). Thus, the state in which benefits are provided to the insured is an absorbing
state, meaning that no transitions out of the benefit-providing state may occur.
Furthermore, we do not consider payments provided to the insured in the case
of survival up to maturity T, as in the case of a pure endowment.

Given the above setting, we let P* denote the risk-neutral probability
measure and F; the information generated by the interest rate process. Finally,
we denote by DB(t) the death benefit provided to the insured in case of death,

2See e.g. Theorem 1.2.
3That is, they are progressively measurable functionals of the driving noise, i.e., the
Wiener process Wy, t > 0.
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3.3. Stochastic Interest Rates

given that death occurs at time ¢ < T'. Then, we have that the mathematical
reserves is given by

T s
Vilt,ry) = /t Epfe™ ) | Flpo (1, )y () DB(s)ds,  (3.11)

where r,, is the interest rate process. This is done following similar steps as for
the unit-linked case.

Remark 3.3.1 Note that we include r; in the function V* to emphasise the
additional dependency of interest rates.

3.3.2 Thiele’s partial differential equation

Given the complex nature of reserves, especially those based on stochastic
interest rates, we often require a faster way of finding them. This is often solved
using numerical methods.

Thiele’s differential equation provides such a method. It relies on the fact
that reserves are dependent on their previous value in a recursive way, and that
one knows what the reserve should be a maturity, i.e., the terminal condition.
Furthermore, it attains the benefit of excluding survival probabilities.

For a general insurance policy, with stochastic interest rates, it is given by:

Definition 3.3.2 (Thiele’s partial differential equation)

0
Vit re) = reVilt re) ) = D> i (D)@ (8) + Vi(t,re) = Vilt,re))
jes
i
— LV;(t,re), (3.12)

where LV;(t,7;) is the differential operator defined by

oVi(t, 1 0%Vi(t,

LVi(t ) = (alt, 1) + vy (tsr)o(t, ) Db Lo TV g4
67",5 2 8rt

where ~(t, ;) denotes the market price of risk.

Proof. See Section 9.5 in [7], especially Theorem 9.5.1. [ ]

Remark 3.3.3 In the above formula, you may distinguish three parts:

3.3.3.1. The classical part:

reVi(t,re) — ai(t ZMW (@i (t) + V;(t,r) — Vi(t,re)),
jeS
J#i

3.3.3.2. The part corresponding to stochastic interest rates:

a‘/l(tv Tt) +

1 82 ‘/’L (tv Tt)
87",5 2

02 (tv 7At) 87“2 )
t

(alt,re) +(tre)o(t,re))
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3.3.3.3. The part v(¢,r¢)o(t, ) corresponding to the use of an equivalent
martingale measure. The term v(t,7;), often referred to as the market price
of risk, is dependent on the dynamics of the interest rates. Nevertheless, by
operating with respect to the physical measure P, this term disappears.

Example 3.3.4 In this example, we will show an application of Thiele’s partial
differential equation given a term insurance under the Vasicek interest rate
modeﬂ We assume no arbitrage, meaning that we may obtain an equivalent
martingale measure, P*.

Recall that a term (life) insurance provides a death benefit, DB(t), given
that the insured dies before maturity T. We assume that this is constant, so
that DB(t) = DB for all ¢t. Thus, this insurance is specified by

and
0, t>T,
a1 (t) =
DB, t€[0,T).

Furthermore, the Vasicek model has the following dynamics:
dry = a(b—ry)dt + odWy, t€[0,T], ro € R, (3.14)

where a,b,0 € R,0 > 0 are fixed parameters. In the literature, this model is
referred to as a mean reverting modezﬂ, with mean speed a and mean reversion
level b.

A feature of the model is that the market price of risk, v(¢,r:) is constant,
so we introduce the notation v € R. Then, under the equivalent martingale
measure P*, we have, by Girsanov’s theorem:

dry = a(b + % — ry)dt + cdWE (3.15)

where WP denotes the P*-Brownian motion obtained from Girsanov’s theorem.

Remark 3.3.5 In fact, this shows that the model is invariant under a measure
change to an equivalent martingale measure, obtaining a new mean reversion
level.

Now, using the equation for the reserves obtained previously, (3.11]), we
have that the price of the bond (under the equivalent martingale measure) is

given by
T
P(t,T) = Ep- lexp (—/ ’I‘Sd$> ‘}}] . (3.16)
t

The choice of Vasicek is based on the fact that one may compute the price of
the bond explicitly. It can be shown that:

P(t,T) = e AT=OmdBT=) g < < T, (3.17)

4A version of the Ornstein-Uhlenbeck process.
5This is a term explaining the behaviour of some models that tend to converge to the
assets average value over time.
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where
A =22 Bay= (5422 - ) (A) - 2) - T A
— — 2 2 x)—x)— —A(z
. a . a 2a2 4a
Proof. The proof can be found in . |

Thus, it follows that the formula for the reserves in the active state becomes

T
Vilt, ) = / e~ A= ABl=t (4 8) et (s)B ds. (3.18)
t

Furthermore, Thiele’s equation under the Vasicek model can be written as

0

av*(tﬂ"t) =1 Vi(t, ) — pae s () (B — Vi(t, 14)) (3.19)
aVi(t,ry) 1 5 2V (t, )
- (a(b - 7ﬂt) + 70-) a?"t 20 87"? )

with terminal condition V. (T, r:) = 0.

Now, as you we see, the above equation contains partial derivatives. We
will deal with these using incremental approximations, more precisely the finite
difference method (see [2] Chapter 5.2). Specifically, we will use

oV(t,x) V(t+At,x)—V(t,x)

o~ At ’
ov(t,x) V(t,x+ Ax)—V(t,x)
oxr Az ’
PPV (t,x) V(t,x+Ax) =2V (t,x)+ V(t,z — Ax)
or2 (Ax)2 '

Now, substituting the approximations into Thiele’s PDE derived above.
Furthermore, we make the notation that r, = x;, as we evaluate different levels
of interest rate in the space, and using that t; + At = ¢;41 and z; £ Ax = 2,41,
we evaluate at (t;11,z;)

Vi(tivr, ;) — Va(ti, )
At

~ ij*(ti+17$j) - M*,T(ti+1)(DB - V*(ti+1,l‘j))

— (a(b — x;) +~0) Vitis, xj“g_ Vtiy1, z;)
X

1 QV(ti+1,l'j+1) —ZV(ti+1,(Ej)+V(ti+1,$j,1)
— =0 .
2 (Ax)?

Then, by rearranging so that we have an expression for V(¢;, x;), we obtain the
following numerical scheme

Vilti, j) = Vi(tiva, ;) (3.20)
= 80Vt ) = 1) (DB ~ Valtisn, 7))

V(tisr, zj1) — V(tit1, )
~ (alb - ay) + 5o Lt )~ Vit 2,

U o V(tipr, mjp1) = 2V (tip1,25) + V(tip, 25-1)
— =0 .
(Ax)?
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To be able to implement the above scheme, using an explicit methocﬂ we
need to specify the boundary conditions V'(¢,0) and V (¢, X), X representing a
very high interest rate.

It makes sense to choose the boundary condition V;(t,0) the reserve
corresponding to V,© in the case of zero interest, and that V (¢, X) = 0 for a
very large interest rate X. This follows from that in the case of infinite interest
rate, we have zero price. Furthermore, as in the ordinary Thiele sense, we need
to specify a terminal condition V (T, x). In our case, we let V(T,z) = 0, as we
are dealing with a term insurance which pays nothing if the insured is active at
maturity, as the insured event has not occurred.

Then, our lower boundary condition (V(¢,0)) is given by

T
V(t70)=/ eBE0p, (t,5) e (s)DBds,
t

where exp(B(s — t)) represents the solution to the Vasicek model given that
r, = 0 and DB is the death benefit. The upper boundary condition is, on the
other hand, given by

V(t, X) =0,
as previously stated.

We will solve the numerical scheme for the following parameters:

o Initial age of the insured is & = 24 years. This is not strictly needed for
the survival probability in the lower boundary condition as we assume
constant mortality.

e Contract end at T = 50 and t = 0. We consider a fixed mortality
(1 =0.009) and thus constant survival probability (p..(t +x,s+ x) =
exp(—pu(s —t)), for s > t).

o Vasicek specifications are a = 0.05, b = 0.03, ¢ = 0.02 and v = 0 (for
simplicity).

e The step sizes in time At and space Ax are equal and constant at
At = Az = 0.01.

o The maximum interest rate considered is r = 20%.

The scheme is implemented in R, and the relevant code can be found in Appendix
[A] The results are presented the next subsection.

6A method in which the we can recursively find the previous reserve (VZJ ), given the the

"current" (sz-&-l) using a direct formula: V;j = f(V;]_F_ll,Vlj_’_l,Vlj_ﬁl)
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3.3. Stochastic Interest Rates

3.3.3 Plotting the reserve

In Figure one can see the reserves iterated backwards from the terminal
condition V(T,rr) = 0. Obviously, the value is higher at time ¢t = 0 for lower
interest rate, and thus it is the highest when the rate is zero. It is, however,
not very easy to differentiate anything else from the plot, and thus, Figure [3.2
is produced to provide further detail.

Reserves under Vasicek Value

50000
40000
30000
20000

10000

Figure 3.1: Reserves for a term-insurance for a contract period of 50 years,
with stochastic interest rates following the Vasicek model, for a death benefit
of NOK 100000, constant mortality rate g = 0.009 and survival probability
Da(t, 8) = exp(—p(s —t)). Vasicek parameters are a = 0.05, b = 0.03, o = 0.02
and v = 0.

In Figure 3.2 a similar picture to that of Figure [3.1]is presented, but now it
is more clear exactly how the reserves behave. Combining the information from
both figures, we see that there is a bigger difference for the lower-valued interest
rates, and the higher the rates go, the less difference between the previous level,
and the next.
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Figure 3.2: Reserves over time for each level of interest rate as found using the
Thiele approach. The highest line represents » = 0% and the lowest represents
r = 20%.

Especially note that for the case of zero interest, we see a almost linear
line. Actually, the only reason that it is not completely linear, is that it is also
affected by the case of r = 1%, as seen in Equation

As mentioned in Chapter [2] premiums are used to finance the contract.
From the literature, we know that the single premium can be found by looking
at V(0,r) for different interest rates. This is illustrated in Figure

Single premium

50000
1

Single premium
1

20000
1

0
|

T T T T T
0.00 0.05 0.10 0.15 0.20

Interest rate

Figure 3.3: Different values of the single premium required to finance the
contract. The red line represents the case of 3% interest, resulting in a single
premium 7y of NOK 38 564.

It should be mentioned that the simulation can be improved by including
more realistic mortality rates, and survival probabilitiy when specifying the
lower boundary condition. This would drastically change the plots, but also
introduces more complexity to the simulation. This is because the unlikely
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3.3. Stochastic Interest Rates

scenario of death at a young age, which is not represented in the case of constant
mortality rates.

Furthermore, by replacing the upper boundary condition with the reserve
corresponding to maximum interest rate (20%) similar to the lower boundary
condition, we would obtain smoother plots. This can especially be seen in
Figure [3.3] in the interval 15% — 20%.
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CHAPTER 4

The Bielecki-Rutkowski Credit Risk
Model

The Bielecki-Rutkowski model is a case of the previously mentioned intensity-
based credit risk models. It provides an advantage by modelling the forward
curve directly, which avoids the problem of calibrating the initial term structure
that is present in many short-rate models. It allows for easy integration of the
entire forward curve, and also for negative interest rates.

This chapter is dedicated towards introducing the model (See [3] Sections
13.1 and 13.2) and summarising the findings in the doctoral thesis by P.
Christodoulou (See Chapter 4). The interested reader is referred there
for proof of the statements in this thesis. We will include direct references for
the main results.

4.1 HJM-model with Credit Migrations

The following conditions are presented in for a HJM-model with credit
migrations:

e (BR.1) Let T* denote maximum maturity. We are given a d-dimensional
Brownian motion W, defined on the filtered probability space (2, F,[P)
with P representing the real-world probability measure, and F being the
filtration generated by the process W.

¢ (BR.2) For any fixed maturity T < T*, the default-free instantaneous
forward rate f(t,T) satisfies

df (¢, T) = a(t,T)dt + o(t, T)dW,, (4.1)

for the F-adapted stochastic processes a(-,T) and o (-, T) attaining values
in R and R?, respectively.

e (BR.3) For any T' < T*, the defaultable instantaneous forward rate
9i(t,T), corresponding to the rating class i = 1,..., K satisfies, under P

dg;(t,T) = o (t, T)dt + o(t, T)dW,, (4.2)

for the F-adapted stochastic processes «; (-, T) and o;(+, T') attaining values
in R and R?, respectively.
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4. The Bielecki-Rutkowski Credit Risk Model

e (BR.4) There exists an adapted R%-valued process v such that

T 1 T*
eXp / ’stWs - 5/ |’Ys‘2d8 =1. (43)
0 0

Remark 4.1.1 There is also an assumption regarding that the processes in (4.1))
and (4.2) follow some technical conditions ensuring the existence of strong
solutions. These can be found in [5] section 4.2.1.

Remark 4.1.2 Also, the volatilities in (4.1)) and (4.2) may depend on the
rates themselves, hence the notation o(¢,T) = o(f(¢,T),t,T) and o;(t,T) =
U(gi(th)ath)'

E]P’

Remark 4.1.3 The condition (BR..4) avoids arbitrage opportunities for all bonds
with maturity 7" < T™* in the default-free setting by assuming that the adapted
R%valued process 7 exists.

We then fix the notation of the Euclidean inner product, denoted by:

t d t d
[ paw. = [ gaws s =Y aisi (4.4)
0 i=1 70 i=1

for processes a; and ;. Furthermore, for x € RY, |z| denotes the ordinary
Euclidean norm.

In the the set of credit rating classes, we have the set K = {1,2,..., K},
where K denotes the number of available rating classes and the default event.

For each rating class, except for the default event, we say that §; € [0,1) is
the deterministic recovery rate. That is, the fraction of the face value of the
bond the owed party receives in case of default. It is assumed that the face
value of a bond equals L = 1.

Continuing, the price of a T-maturity default-free zero-coupon bond is
defined as:

B(t,T) = exp (—/t f(t,u)du) , (4.5)

for 0 <t <T. Similarly, given that a bond trades in rating class i, the bond
price at time 0 < t < T, is defined as:

D;(t,T) = exp (—/t gi(t,u)du> , (4.6)

and is referred to as the conditional rating bond price, for i # K.

Based on the above mentioned processes B(t,T') and D;(t,T), we have the
following two lemmas that provide definitions for the dynamics of the bond
price processes.

Lemma 4.1.4 The default-free bond price dynamics for B(t,T) under P satisfy
dB(t,T) = B(t,T)(a(t, T)dt + b(t, T)dWy), (4.7)

where

- /tTa(t,u)du—i—f(t,t),
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4.1. HJM-model with Credit Migrations

and -
B(HT) = — / ot u)du.
t

Lemma 4.1.5 The conditional rating-based bond price dynamics for D;(t,T')
under P satisfy

dD;(t,T) = D;(t, T)(a;(t, T)dt + b;(t, T)dW,), (4.8)

where
2

T
a;(t,T) == 7/ a;(t,u)du + g;(t,t),
t

1 T
/ oi(t,u)du
21/¢

bt T) = — / " it u)du.

It is in |3] also assumed a possibility of investing in a savings account. Define
the short-term interest rate as r(t) := f(t,¢t). This means that the risk-free
savings account yields returns at this rate. It is denoted as

B(t) = exp ( /0 t r(s)ds> . (4.9)

The following lemma provide equivalent definitions as in and but
in the discounted case:

Lemma 4.1.6 Given Z(t,T) := B(t)"*B(t,T), we have

and

2

T
az(t,7)= 2. T) | | = - / alt,u)du | dt + b(t, T)dW; | |
t

1 T
/ o(t,u)du
21/s
and

Lemma 4.1.7 Given Z;(t,T) := B(t)"'D;(t,T), we have

(4.10)

2

T
az;(t,T) = 7,6, 7)( [ £ _ / st w)du + gi(t, 1) — r(t) | dt

1 T
/ oi(t,u)du
21/;

bi(t, T)dW), (4.11)

By assuming no arbitrage opportunities, and using the process from (BR.4),
for maturities 7' < T™* we have:

T 2 T
;/t o(t,u)du —/t a(t, u)du. (4.12)

It is also assumed that the drift condition of the risk-free forward rate f(¢,T)
satisfies

T
%/ o(t,u)du = =
t

a(t,T) = O'(t,T)/t o(t,u)du — vo(t,T), (4.13)

for0<t<T.

29



4. The Bielecki-Rutkowski Credit Risk Model

Now, using ~; as the market price of risk, a probability measure P*, the spot
martingale measure, is defined P-a.s. through applying Girsanov’s theorem.

Let
AdP* T* 1 Tx )
= — - . 414
a exp</o vl — 5 [ ufas (114)

Then, define the corresponding Brownian motion W;* under P* by

t
Wi =W, —/ Ysds, (4.15)
0

for ¢ € [0,7*]. Then, for any fixed maturity 7' < T, the discounted default-free
bond price process satisfies, under P*, that

dZ(t,T) = Z(t,T)b(t, T)dWy, (4.16)

implying that it is a P*-martingale.
The conditional rating-based bond price dynamics satisfy for i € £\ K and
forall0<t<T:

dZ;(t, T) = Z;(t, T)(n:(t, T)dt + bi(t, T)dW;), (4.17)

under P*, where

i (t,T) = a;(t,T) — r(t) + b;(t, T)v. (4.18)

Remark 4.1.8 Note that the processes Z;(t,T") do not correspond to prices of
traded assets, so they do not need to be P*-martingales in order to exclude
arbitrage opportunities.

4.1.1 Credit migration process

The model allows for migration between the credit rating classes, and thus, the
credit rating migration process is introduced. The necessity of a framework
where both discounted bond price processes are martingales leads to the
introduction of an enlarged probability space, based on the underlying
probability space (2,F,P*). A new probability measure Q* is constructed to
allow for the credit rating migration process, with an appropriate infinitesimal
generator. The following definition can be found in .

Definition 4.1.9 An F-progressively measurable bounded, matrix-valued process
A* is called an F-conditional infinitesimal generator for a C-valued F-conditional
G-Markov chain C under Q* if for any function h : K — R, the process M",
given as

M} = h(Cy) — h(Cp) — /Ot A h(Cy)du,

follows a G-martingale under Q* for all t € R,.

Remark 4.1.10 Note that the infinitesimal generator may almost be considered
as a transition rate matrix, which is commonly used in life insurance to model
transitions between states of an insured, e.g., active, disabled, dead. And thus,
it is commonly referred to as the matriz of stochastic intensities for C' under

Q.
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4.1. HJM-model with Credit Migrations

As previously mentioned, the credit migrations are modelled by a condition-
ally Markov chain as defined in Definition This is because modelling credit
migrations in terms of an F-conditional G-Markov chain is considered more
appropriate than in terms of a G-Markov chain, when considering information
provided in F.

We denote the credit migration process C' = (C},C?), where C} is the
current rating at time t, and C? is the previous rating before the current rating.

Remark 4.1.11 All stochastic processes maintain their names on the enlarged
probability space, which is done for the sake of keeping the notation uniform.
For example, W*, the Brownian motion under P*, follows again a standard
Brownian motion under Q* with respect to the enlarged filtration (]:-t)te[O,T*]-

The construction is done using a canonical filtration-enlargement argument
starting in (0, F, (F;):ep0,7+), P*) and going to (Q,F, (ﬁt)te[O,T*]7Q*)- Details
can be found in , Section 4.2, and , Section 11.3.1.

The matrix of stochastic intensities of C' at time ¢ is F-conditional under
Q* and given by

) A ()
Af = : : , (4.19)
A?{—m(t) )‘?(—1,1((75)
0 0

where A} ; (t) are F-adapted, non-negative processes and Q*-a.s. integrable on
every interval [0,¢] such that fori=1,..., K —1

AL == Y A (4.20)

jer\{i}

Also, the fact that the last row of the matrix is zero follows from K being an
absorbing state, as bankruptcy occurs in the defaulted firm.
The T-maturity defaultable bond price process D¢, (¢, T') is then defined by

De, (t,T) = Licr2xyDop (8,T) + Licr =iy 02 B(4, T), (4.21)

which for all 0 <t < T is equivalent to
K—1
D, (t,T) = Y Hi(t)Di(t,T) + 6;H; k() B(t, T), (4.22)
i=1

where H;(t) == 1,50. c1=i(t), for i € K and H;; = (., Hi(u—)H;(u), for
i # j. That is, H; ;(t) is the number of transitions from rating i to j in [0, ]
for ¢ # j. Tt is stressed that D;(¢,T) is not the process of a traded defaultable
bond, but rather D¢, (¢,T) is a traded bond.

The T-maturity discounted defaultable bond price process is

Z(t,T) = B(t) "' De,(t,T) = Lycr zxcy Zep (6,T) + Lycr—gy6c2 Z(1, T) (4.23)

for all 0 < ¢ < T. This means that the process switches its dynamics between
the various Z;(t,T") according to the states of the credit migration process C.
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4. The Bielecki-Rutkowski Credit Risk Model

It is also assumed that the initial value is given by

K-1

Z(0,T) =Y Hi(0)Z;(0,T), (4.24)

i=1

meaning that at time ¢ = 0, no bankruptcy has occurred, that is C}#K.
The bond default time 7:  — Ry, is defined as the F;-stopping time given
by
7 =inf{t > 0: C} = K}, (4.25)

meaning that 7 is the first point in time where the bond defaults.

4.2 Consistency Conditions

In the literature, consistency conditions are given as a set of equations ensuring
absence of arbitrage. The conditions relates the class-specific price dynamics
and the migrations intensities, and depending on the type, they either imply no
arbitrage or are equivalent to no arbitrage.

The class-conditional bond prices and the migration process are in a credit
migration bond model connected by a no-arbitrage argument. This is due to
the fact that the defaultable price dynamics depend upon both these elements.

In , the author refers to the weak and the strong condition. We explore
both conditions.

The following is included in :

e Highlight and demonstration of possible problems and restrictions under
the different arbitrage conditions,

o Exploration of explosions of the spreads,

¢ Construction of a non-explosive, admissible model, through a transforma-
tion of the spreads.

4.2.1 The weak consistency condition

The weak consistency condition is equivalent to absence of arbitrage. Equival-
ence means that it is both necessary and sufficient for a no-arbitrage argument
to be made. The condition may potentially provide constraints on the model
specifications, as it introduces a connection between model components. This
may result in problems if the constraints provided are not met by the coefficients
of the affected components. In fact, in , it is shown that the fundamental
spread of the last credit rating class explodes in finite time with positive
probability. However, as only the current rating class is considered active,
last-class-explosions imply current-class-explosions, according to the author.

The following lemmas are required for the proof of martingale property of
the discounted defaultable bond:

Lemma4.21 Foralli=1,..., K —1 and 0 <t <T we have

K-—1 K—1
Hi(t) = Hi(0)— Y Hij(t)+ > Hji(t)— Hyk(t). (4.26)
j=1,j#i J=1,j#i
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Lemma 4.2.2 For alli,j=1,..., K —1 with i # j and 0 <t < T, define the
adapted process,

M; ;(t) == H; ;(t) —/0 )\;"j(u)Hi(u)du, (4.27)

with respect to the filtration (ft)tE[O,T*]' Then M; ;(t) is a Q*-martingale.

The weak consistency condition establishes a direct connection between the
conditional credit state bond price processes, the defaultable bond and the
migration intensities. It is stated as follows:

Definition 4.2.3 (The weak consistency condition) Assume that the entries of
the transition rate matrix for all 0 < ¢ < T, A* on the set {C} # K} satisfy

Z Aca ;254 T) = Zey (6, T)) + Aoy w (D)(0cp Z(8,T) — Zey (t,T)) (4.28)
jfég
= —nc: (6, 1) Zcy (8, T).

The above condition is a necessary and sufficient condition for the (local)
martingale property of the discounted defaultable bond Z(¢,7") under Q*. This

follows from equations (4.26]) and (4.27)).

Extended HJM no-arbitrage drift condition

In [5), a reformulation of (4.28) is proposed. This reformulation uses the
instantaneous inter-rating forward spreads, defined as

$ij(t,T) = gi(t, T) — g;(t,T), (4.29)
fori,j=1,...,K — 1,1 # j, as well as the instantaneous fundamental spreads
defined as

s/ (t,T) = gi(t,T) = f(£,T), (4.30)

fori=1,..., K — 1. Also, define
Sz(t7T) = gl(t, T) — gl_l(t,T), (431)
fori=2,..., K — 1.

The reformulation is as follows:

Proposition 4.2.4 Assume that holds, and fix some maturity T < T*.
We have that 1s equivalent to the following:
For all 0 <t < T the drift condition

T
aci(t1) =00y (07) [ ocy(tu)du — oy T) (432
, , ol
K—1 T
+ D Ao (B)sep (8, T) exp ( / sctlJ(t,u)du)
j=1 !

J#C}
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4. The Bielecki-Rutkowski Credit Risk Model

T
+A5 K(t)(sclsél(t,T) exp (/ sél(t,u)du> ,
t? t + + by
of the current forward rate go1(t,T) holds, together with that

st () = Ny (8)(1 = dcy), (4.33)
on the set {C} # K}.
Proof. See proof of Proposition 4.3.6 in . m

From Proposition [£:2.4] it is derived that the drifts of all forward rates are
determined by the active drift ac: (t,T) 1} the active defaultable intensity
avi 1) and the spread structure of drifts of forward rates g;(¢,T). This

means that given the volatilites o; (¢, T'), the migration intensities A ;(¢), the
recovery rates d;, the spread structure, condition and the no-arbitrage drift
condition the model is fully specified on ¢t < 7, where 7 is the stopping
time of default. Note that the drifts of the risky forward rates can be chosen
freely after default.

The following example is identical to example 4.3.1 in [5|. We will from this
point onwards denote the weak consistency condition @ as Condition N.1.

Example 4.2.5 Consider a model where K > 3, with zero recovery rate,
ie, d; =0 fori=1,...,K — 1. Furthermore, assume A} ;(t) = A* for all
i,j=1,..., K —1 with ¢ # j. Let a 1-dimensional Brownian motion drive all
the forward rates and assume constant volatilities, such that o(t,7) = o and
0;(t,T) =07 foralli=1,..., K — 1. Then, we have:

df(t,T) = a(t, T)dt + odW;, (4.34)
dgi(t,T):O[i(t7T)dt+O'1th*, izl,...,K—l,
dSi(t,T) = (Oéi(t,T) - Ozi_l(t,T))dt, 1= 2, ey K—-1.

Note that inter-rating spreads become constant if o;(t,T) = «;(t,T) for all
ih,j=1,..., K -1

To specify constant inter-rating spreads, we require that for all 0 <t < T,
one has:

si(t,T)=¢, foralli=2,..., K — 1. (4.35)

Then, by the no-arbitrage drift consistency condition N.1, we have from
Proposition [£:2:4] for almost all 0 < ¢ < T the drift condition:

ac(t,T) = o2 (T —t) — yo1 + (K — 2)A* - cexp(c(T — 1)), (4.36)

a(t,T) = oc*(T — t) — y0, (4.37)

of the current forward rate geoi (¢, 7') on the set {C} # K} and of the risk-free
forward rate f(t,T), respectively.
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So, by setting all the drifts equal to the active one, that is for almost all
t<T

a;(t,T) = aci(t,T), fort<m, (4.38)
a;(t,T)=0, fort>r, (4.39)
foralli=1,..., K — 1, where 7 is the time of default. Then, one can have a

model with inter-rating spreads under the no-arbitrage consistency condition
N.1.

By making this choice of the drift a;(¢,T), then by (4.38)), the forward rates
gi(t,T) are given by

1 t
gi(t,T) = gi(0,T) + o7 (¢T — §t2) — o1 / Vsds + A" exp(cT)[1 — exp(—ct)]
0

+o Wy, i=1,2, (4.40)

for t < 7.

It is also quite clear that one can now derive and determine the fundamental
spreads s{(t, T)=g,(t,T)—f(t,T) fori=1,..., K—1 as well as the defaultable
intensity parameters A7, ,.(t) from (|4.33‘ . Finally, specifying f(0,7") and
gi(0,T) for some i € {1,..., K — 1}, then all the other initial values are derived

from (|4.35)).

Explosions under the weak consistency

It can be shown that the current fundamental spread, sél (t,T), explodes in
t

finite time with positive probability on the set C} # K for the non-zero recovery
case, given that the weak consistency condition holds. In , this is done by
including an economical assumption on the forward rates, reflecting that the
price of a bond must decrease if the default-risk increases. It is referred to as
the ordering condition, and is included below:

Lemma 4.2.6 Assume:
f(t7T) < gl(taT) << gK—Q(taT) < gK—l(t7T)' (441)

The above condition is often assumed in the literature, but it is not necessary
for the model framework and there is no direct link to no-arbitrage. Furthermore,
another change of measure is performed. The physical measure Q on the
extended probability space is constructed such that it entails no market price
of credit risk when changing from Q to Q*.

Remark 4.2.7 The probability measures P,P* Q" and Q are all equivalent
measures.

The measure Q is constructed as:

dQ
=L 4.42
dQ* £ ty ( )
where
dL; = — Lty dWY. (4.43)
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This follows from equation (4.27)), and by defining the Q*-local martingale M
as:

dMy = (i ;(t) — 1)dM; ;(t), (4.44)
i#j

for an arbitrary, non-negative, IF-predictable process ; ;, satisfying for all ¢ # j:

0" ( / " i (DXL (t)dt < oo) =1. (4.45)
0

Furthermore, set the Q*-local positive martingale L to be:
st = _Lt’ytth* + Lt_thu (446)

and define Q as above.
The following dynamics of the fundamental spread sél (t,T) is obtained:

Corollary 4.2.8 For any fized maturity T < T* and under the consistency

condition N.1, we have the dynamics:

: T T
dsfctl(t,T){oCtl(t,T) /t ooy (tu)du — o(t,T) /t o(t,u)du  (4.47)

K-1 T
+ 0> )\ald(t)sctl’j(t,T)eXp(/ sctl,j(t,u)du>
t

J=1,5#C}

T
+ )\*Ctl"K(t)éctl Sétl (t,T) exp (/t sétlyj(uu)du) }dt
+ (o (t,T) —o(t,T))dWr,

fort < 11, where 7y == inf{t > 0: C} # C}} is the first time where a jump in
another class occurs.

Proof. See proof of Corollary 4.3.9 in [5]. [ |

To present the main result regarding the weak consistency condition, the
following notation is fixed:
Fori=1,..., K —1:

K—-1 4 T
N;(t,T) == N;(t,T) + Z / AL (8)si (s, T) exp (/ si,j(s,u)du> ds,
j=14#i "0 s

(4.48)
where

Ni(t,T) = s{(O, T) —|—/0 / {oi(s,T)oi(s,u) —o(s,T)o(s,u)}duds (4.49)

_|_/O (0i(s,T) — o(s,T))dWs,

and for A7 ;- (¢)d; > 0 define the sets
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R,S,a . a a— R2
o A —{w Ni(t,T) > 2% (g RT)2 3 (t)6 for a”RStSS}’

e B ={w:C}=iforall0<t<S},
o ARSa— gRSenpS
o KBS ={(t,T):R<t<Sandt<T<T*},

where a, R, S are positive constants with ¢ > S, a > RT, R < S < T and
Af g (t) = inf, Ak

Theorem 4.2.9 Assume Condition N.1 and the ordering condition. Also,
assume 61 > 0 and that Ny | x(t) is uniformly bounded from below in
w. Furthermore, for all T < T* it holds Q(As) > 0 with

T T T?
AR,S,a
A AK 17R:275:§,CL:?.
Then, if a solution to exists, we have for all T < T* that
lim, , z st ((t,T) = +oo with positive probability under Q on Bs . In
particular,

lim s (t T) = +o0, (4.50)

t—>2

with positive probability under Q prior to default.
Proof. See proof of Theorem 4.3.14 in [5]. [ |

Note that since the probability measure Q, Q* and P* are all equivalent
measures, the corresponding statements of the above theorem holds under any
of these measures. For more details and an example when K = 2, see [5]
Remark 4.3.16 and onwards. An important feature of this example is that the
ordering condition is omitted, showing that the explosions are mostly due to
the consistency condition.

A non-exploding, hon-zero recovery model

The author of |5] presents a transformation from a zero-recovery model to a
model with non-zero recovery rates attaining the non-exploding property. This
is performed by a transformation based on no-arbitrage arguments.

By assuming a zero-recovery model (§; = 0 for alli=1,..., K — 1), and
defining the zero-recovery fundamental and non-zero-recovery fundamental
spreads by s/ O(t T) and st 6(75 T), respectively, one finds the relations:

- . .
/t sé‘f(t,u)du = —log (gg: ;C;) = —log <gg: §§> ) (4.51)

and
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where . .
D°(t,T) = B, Z2°(t,T), (4.53)

by recalling the discounted defaultable bond price process Z (t,T) and denoting
ZO(t,T) = 1icrzxy Zoo (,T). (4.54)

Then, for any fixed maturity T" < T, the following spread relation is obtained
on the set {C} # K} where E%. denotes the expectation with respect to the
terminal measure Q. using B(¢,T') as the numéraire:

exp (= J 5Lt uydu) sE(tu) = B ez Lirery | ]
exp( ft fo (t,u du) +E3[0c2 1{T§T}\-7:—t]

sgf(t, T) = . (4.55)

Then, for constant recoveries, §; = ¢ for all i = 1,..., K — 1, for some constant
0 € [0,1), the following holds:

(1 —-0)exp ( r fo(t u)du)

shit, T 4.56
(1-90 exp( ft tudu)+5 ( s (4:50)

Sé’? (t,T) =

The proof of both results as well as the justification of the transformation can
be found in [5] Proposition 4.3.22., specifically equation 4.3.75 (see below)
in accordance with Remark 4.3.23.

The essence of the proof of the non-exploding property of the resulting
model is captured below. It stems from the choice of numéraire and change of
measure from Q* to the terminal measure which together with the non-zero
recovery defaultable bond price ﬁ(t, T) yields the relation:

T T
exp (—/ séf(hu)du) = exp (—/ sé?(t,u)du) +E§“[5C§,1{T§T}] (4.57)
t ¢ t

Remark 4.2.10 Let

T T
J;:/ sg?(t,u)du and y:/ séf(t,u)du. (4.58)
t ¢ t ¢
Then,
y = —log (exp(—x) + E;[ac%lhg}]) . (4.59)
Now, as
lim y = —log (B [dcz 1r<my)) (4.60)

and as (4.59) is increasing in x, we have that

T
/ 18 1 (¢, w)du (4.61)
t
cannot explode, which proves the non-exploding property of
shI(t, 7). (4.62)
Note that for the case of constant recoveries, lim,_,, y = — log(9).
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Now, following the proof of the above results, a condition on the relationship
between the integrated forward rates is obtained. That is, a requirement of

T T
/ ger (t, u)du > / f(t,u)du, (4.63)
t t

which follows from the fact that
DO(t, T T
DT exp (—/ gi(t,u)du — f(t,u)du> , (4.64)
t

on {C} =i} and that %O(Et’TT)) = Q% (1 > T|F;), which the authors states as

seemingly necessary. Furthermore, the integral condition implies that

gei (T) > f(1,T), (4.65)

resembling the ordering condition from before. Furthermore, the transformation
provides a class of admissible non-zero recovery models where the volatility has
the feature of vanishing at zero when the spread goes to infinity, which kills the
explosion.

A final mentioned is then dedicated to the fact that the defaultable bond
price with constant recovery is a convex combination of the zero-recovery bond
and the default-free bond price. That is, for the special case of constant recovery,
d; = 0, one has

D(t,T) = (1—-68)D°(t,T) + 6B(t,T). (4.66)

Remark 4.2.11 In fact, a similar result can be found in , Equation 13.46.

4.2.2 The strong consistency condition

In contrast to N.1 (£.28)), the no-arbitrage drift condition under the strong
consistency henceforth N.2) requires that an extended HJM no-arbitrage
drift condition holds for the current forward rate, as well as for all other forward
rates, i.e., that they are all active. Despite this, similar explosions are obtained
as shown for N.1. Furthermore, it is also disclosed in , that, in a multiple
issuer model, the conditions N.1 and N.2 align. The strong consistency condition
is defined as:

Definition 4.2.12 Assume that the entries of A* satisfy for all 0 <t < T and
foralli=1,..., K —1:

K—1
SN OZ(4T) = Zi(t, T)) + X g (D5 Z(4,T) — Zi(t,T))  (4.67)
J=1,j#i
== (t, T)Zl (ta T)
Remark 4.2.13 Tt is visible that N.2 is a condition over each rating class at any
time ¢t € [0, T]. This means that condition N.2 implies N.1. Also, if N.2 holds,

then the discounted defaultable bond Z (-,T) is a local martingale under Q*
(see [5], Corollary 4.4.1 and Theorem 4.3.5).
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4. The Bielecki-Rutkowski Credit Risk Model

Remark 4.2.14 Due to the requirement of all forward rates being active, this
condition allows for different issuers of possibly different classes, making it more
suitable in a multiple-issuer migration model.

Remark 4.2.15 For positive recovery rates, explosions under N.2 is consequential
of explosions under N.1.
No-arbitrage drift condition on all forward rates
Recall the spreads from earlier, that is:
1. the instantaneous forward inter-rating spread
5t T) =gi(t, T) —g;(t,T),
2. the instantaneous fundamental spread
s{(t,T) = gi(t.T) = f(1,T).
The no-arbitrage drift condition on all forward rates, following from [1.67] is

stated as follows

Proposition 4.2.16 Assume that N.2 holds and fix maturity T < T*. Then,
N.2 is equivalent to that the drift condition:

T
on(t,T) = o3(t, T) /t it ) — i (£, T) (4.68)

K—-1 T
+ Z )\f’j(t)si’j(uT) exp (/ si’j(t7u)du>
t

j=1,j#i
T

AL (0857 (1, T) exp / o (tuydu | |
t

holds for the forward rate g;(t,T), for all0 <t <T andi=1,...,K —1. Also,
the condition
sH(t,1) = A ()1 = 6), (4.69)

must hold for alli=1,..., K — 1.

Proof. See [5], proof of Proposition 4.4.2 and Proposition 4.3.6. |

Explosions under the strong consistency condition

By making the standing assumption of zero-recovery, as well as recalling that
N.2 implies N.1, the author of [5| makes sure that the spreads do not explode.
Still, explosions in N.2 are obtained as a consequence of explosions in N.1, due
to the previously mentioned implication.

In , Section 4.4.2, it is shown that by deriving the no-arbitrage inter-rating
spread dynamics, the inter-rating spread sx_1.1(¢,T) explodes in finite time
with positive probability for a general K, in the zero-recovery case, under N.2.
This results from the requirements of all rating classes being active, so that
both g¢;(¢,T) and g;(t,T) must satisfy the drift condition.

40



4.2. Consistency Conditions

It should also be mentioned that the aforementioned ordering condition
is also part of the explosion proof. However, for the special case of K = 3,
explosion occurs even without assuming the ordering condition of forward rates.
This is shown in Corollary 4.4.9 in .

The following corollary provides the dynamics of the inter-rating spread
under the equivalent (physical) measure Q.

Corollary 4.2.17 Assume zero-recovery for all classes. For any fived maturity
T <T* and under N.2, we have the dynamics

T T
ds, ;(t,T) = {ai(t,T) /t os(t, w)du — o (8, T) /t oi(tu)du  (4.70)

N Z { s”tT)eXp</thi,g(t,u)du>

1=1,l#14,j

CN(8)s54(t T) exp ( /t ' sj,l(t,u)du> }

T
+ A7 (t)sij(t, T) exp (/t si)j(t,u)du>

T
+ Aji(t)si (8, T) exp <—/t Si,j(t7u)du> }dt

+ (Ui(tv T) —0j (t, T))th7
for 0 <t <T, for the inter-rating spread s; j(t,T) fori,j=1,...K —1 with
14 7.
Proof. See [5] Corollary 4.4.3. [ ]
It is shown that the inter-rating spread explodes in finite time with positive
probability. It is very similar to that under N.1, so recall the notation of
N ;(t,T), N; j(t,T) and Asta from before.

Then, one of the main results from [5| . regarding the inter-rating spreads is
as follows:

Theorem 4.2.18 Assume the strong consistency condition and the ordering
condition. Let K >3, 8; =0 foralli=1,...,K —1 and let

. )‘?(71,1(“ be positive, continuous and uniformly bounded from below in w,

e Q(Ax) > 0 for all T < T*, with

Aso _Aﬁslau R=—, 8=

1 , 4= —. (4.71)

S
2| N
R

If a solution to[.70 exists, then for all T < T* we have

lim sg_11(t,T) = 400 (4.72)

t—T

with positive probability under Q.
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4. The Bielecki-Rutkowski Credit Risk Model

Proof. The proof can be found in . Theorem 4.3.14 and Theorem 4.4.4. W

Remark 4.2.19 Note that since the measures Q, Q* and P* are all equivalent
measures, the corresponding statements of Theorem above hold under
any of these measures.

It is also stressed by the author of [5] that specification of the volatilities of the
forward rates is essential in achieving a model without explosions. Furthermore,
under N.1, A% (t) must satisfy sé} (t,t) = )‘2‘3,1{(’5)(1 — d¢1) on the set
{C}! = K — 1}, whereas under N.2, it is a free parameter.

The author then proceeds to show the construction of an example where the
inter-rating spreads explodes prior to default. This is done under assumptions
of deterministic intensity parameters that are continuous functions, as well as

volatilities specified such that Q (Af;’f’l‘f K) > 0 for all maturities. An corollary

for the special case of K = 3, showing explosions without assuming the ordering
condition, is also included. See Corollary 4.4.9 in . This corollary is applied
in Example 4.4.1 in [5] in a zero-recovery setup.

A multiple-issuer migration model

The author of proceeds with the construction of a model, based on the
Markov chain C' from the previous sections, that allows for multiple raters. It
makes use of the fact that N.2 is more suitable in a model with multiple issuers,
because it requires that all forward rates are active.

The construction is based on zero-recovery, with M different issuers such
that M > K —1. That is, it is based on M independent copies of a Markov chain
Cpt form =1,..., M, with A" (t) = A ;(t), i.e., the same migration intensity
parameters. The result is the credit migration process C™ = (C™1! C™2),
where C]™" is the current rating of issuer m at time ¢ and C7” the previous
rating, before the current rating. It is summarised below:

Definition 4.2.20 For all rating classes i € {1,..., K — 1} there exists some
issuer m; € {1,..., M} such that C7""' = 1.

Define, for each issuer m € {1,...,m}, defaultable bonds
K-1
Dep (8,T) = Doma (8, T)Lgmasgey = O Ligma_y Di(t, T). (4.73)
i=1

It then follows that the model attains M discounted bonds

K-1
Zop (t,T) = Zema (6, T) L gmi gy = > Ligmi_g Zi(t, T), (4.74)

i=1

that are tradeable assets, which under N.1 are local martingales for each m. For
more details, see Section 4.4.3 and Theorem 4.3.5 in . Furthermore, another
consistency condition is introduced, N.3, that entertains the property of being
equivalent to N.2 in a model with multiple issuers. It is given as:
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4.3. Dynamics of the Equal Volatility Specification

Definition 4.2.21 Assume that the entries of A*™ (= A*) satisfy for almost all
0 <t<T on the set {C;"" # K}:

K-1 T
nctm,,l(t7T) = ALma g (t)+ Z Afm.a j(t) (1 — exp { / sema (t, u)du}) )
t ? J:1 t ? t t

jEo!
(4.75)
foreachm=1,..., M.

The final result of this section is that if N.3 holds, the discounted defaultable
bonds are local martingales under Q* for each m =1,..., M. The equivalency
of N.3 and N.2 is stated as a consequence of the condition that if at each time ¢
and for each class i = 1,..., K — 1, there is at least one issuer m in the class 1,
then N.3 becomes N.2.

4.3 Dynamics of the Equal Volatility Specification

This section deals with the previously discovered fact (See Remark 4.3.16 in
) that to avoid explosive model specifications, the volatility structure of the
forward rates is highly important. The author considers the special case of
equal volatility under the strong consistency condition and describes the
bounded properties of the initial spread structure. That is, the author provides
closed-form solutions in the deterministic caseﬂ and derives the requirement of
a vanishing at zero property, i.e., the initial spread value tends to zero as T
tends to infinity.

Furthermore, the case of the non-vanishing, equal volatility setup is explored,
and it is found in that explosions occur if this is the case.

4.3.1 Closed-form solutions for the spreads

It is stated that despite the explosions shown previously under N.2, meaningful,
consistent simple models can still be specified. Furthermore, in some special,
deterministic cases a closed-form solution of the inter-rating spread exists. That
is, by considering N.2, the following:

K = 3, (51 = 52 = 0, O‘l(t7T) = O'2<t,T>7

as well as recalling that the above is a setting with only the deterministic
inter-rating spread ss(t,T), the author provides the dynamics:

dsa(t,T) = A5 1 (t)s2(t, T') exp (/ 32(t,u)du> dt (4.76)

T
+ Al 282(t, T) exp <—/ Sz(t,u)du) dt,
t

for0<t<T.

IThat is, no Brownian motion is involved, so the spread dynamics is an ordinary differential
equation (ODE).
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4. The Bielecki-Rutkowski Credit Risk Model

The closed-form solutions of are then presented for some different
cases. With the above model specification, the author considers non-negative,
constant, real-valued migration intensities, i.e., A3 1 = A2 and A] 5 = Ay.

Then, for Ay = 0, Ay > 0 the solution is given by: l

c(l1+c¢)
1+ c—exp(—cha(T —t))’

59 (t, T) = )\2 (477)

for 0 <t < T and a constant ¢ € [—1,00). It is stressed that for each non-
negative initial value s5(0,7") there exists some ¢ € [—1,00) such that so(¢,7T)

from (4.77) solves (4.76)).

Secondly, consider Ay > 0, Ay = 0, the solution is then given by
cle—1)

t,T)=M\ 4.78
s2(6,7) Y1+ exp(en (T — 1)) (4.78)

for 0 <t < T and for ¢ € [1,00).
Proof. See proof of Proposition 4.5.2 in . |

In the proof of (4.77)) and (4.78]), initial and final conditions are given by

clc—1)

0,7)= ————
52(0.7) c—1+exp(cT)’

so(T,T)=c—1, (4.79)
and the author specifies that the initial condition converges to zero as maturity
converges to infinity, and explains that models without this property have
explosive dynamics and are thus problematic. That is, it is stated that the
spread so(t,T) explodes in finite time with positive probability prior to default,
if the initial condition is bounded from below uniformly. This is explored in
Section 4.5.2 in [5| and is summarised in the following section .

Another example is then presented, for the case when K = 2 and by assuming
C} =1 as well as looking at a result from the transformation from zero recovery
to non-zero recovery , for the constant zero-recovery fundamental spreads
s{ ’O(t, T) = 1, the following closed-form solution is presented:

(1 —d1)exp(—(T —1))
(1—081)exp(—(T —1t)) + 61’

sTO(4,T) = (4.80)

for the non-zero recovery fundamental spread, solving:

T
ds{’é(t,T) = 5151’6(t,T) exp (/ s{’%t,u)du) , (4.81)
¢

for §; € (0,1]. In fact, for K = 3 and for A\; € (0,1], A2 = 0, by choosing ¢ = /\%,
Christodoulou presents the following solution:
1
so(t,T) = (4.82)

exp((T—t))’
1+ ?
and concludes that for \; = §; the solutions and (4.82)) are equal. It is
also emphasised that for § = A1 = 1, one has the zero solution, and that either

s2(0,T) or Ay is a free parameter.
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4.3. Dynamics of the Equal Volatility Specification

Finally, the author discloses that that by setting the two intensity parameters
equal to zero in , closed-form solutions are on the form sy(t,7) =
E(—(T —t)), for a function k : [-T,0] — R>¢. It is also mentioned that
this occurs if both parameters are positive. See Proposition 4.5.5 in [5] and it’s
proof for more details.

4.3.2 The vanishing property on the initial spread value

This section deals with the aforementioned explosions if the vanishing property
of the initial spread value is not satisfied, that is, if the initial value s5(0,7")
does not go to zero as T' — co.

The statement is as follows:

Theorem 4.3.1 Assume N.2 as well as the ordering condition. Furthermore,
assume that K = 3 and §; = 0 for alli =1,...,K — 1. Moreover, assume
that o —1(t,T) = o1(t,T) and Nyc_, x(t) is continuous. Assume also that
sk-1,1(0,T) > M; and /\}{71)[((2&) > My where My, My are positive constants
independent of T and t. Then, there exists some T° € (0,00) so that if T* > T°
then limt_% sk—11(t,T) = +o0 for all T® < T < T* with positive probability
under Q and any other equivalent measure prior to default.

Proof. See proof of Theorem 4.5.10, as well as Lemma 4.5.9 in . |

The author makes note of the assumption that the initial condition needs
to be bounded from below by a positive constant, and mentions that models
defined in this manner are not admissible. It is also stressed that the ordering
condition is not required for the case of K = 3. Furthermore, it is stated that
it is possible to prove that the non-zero recovery, deterministic fundamental
spread will explode in finite time with positive probability prior to default,
under similar conditions as in Theorem [£311

The discussion is followed by an extension of the above theorem, to all
maturities 0 < T < T that are not originally covered. It is stated as:

Lemma 4.3.2 Assume condition N.2. Furthermore, assume thqt K >3 and
§; =0 foralli=1,...,K —1. Then, for all & > 0 with t .= at, T = aT, there
exists a spread 3; ;(t, 1) with:

PR 1
8i;(t,T) = 55i,j(ta 1), (4.83)
which satisfies
PR 1
d§7vj (t7 T) = dTSi,j (tv T)? (484)
a
for0<t<Tandi,j=1,...,K —1 with i # j.

Proof. See proof of Lemma 4.5.14 in . |

The section is then concluded by further extending Theorem [£:3.1] to show
that if one can show explosions for one maturity 79 € (0,7*), then explosions
occur for all maturities T € (0,7*). Formally:
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4. The Bielecki-Rutkowski Credit Risk Model

Corollary 4.3.3 Let the assumptions of Theorem[{.3.1] hold true. Then, if there
exists some T € (0,T*) with

lim sg_11(¢t,T) = 400,
t—2Z2

with positive probability under Q, then for all 0 <T < T* we have

lim sg_11(¢t,T) = 400,
t—2Z

with positive probability under Q and any other equivalent measure, prior to
default.

Proof. See proof of Corollary 4.5.15 in [5]. [ |

4.4 Proportional Volatility Spread Models

Proportional volatility denotes the cases where the difference in volatility
between to rating classes ¢ and j, may be expressed as:

Cfi(t7T) — ij(t,T) = O'Zj(t, T)Sivj(t,T), (485)

for 0 <¢ < T and for all 4,j = 1,..., K — 1 where o7 ;(,7T) is an F-adapted
stochastic process attaining values in R,

A feature of the HJM forward rate models with proportional volatility, is
that they result in a forward rate with positive dynamics. Furthermore, the
author of [5] states that one can find in the literature that such models explode
in finite time with positive probability. That is, there is no global solution to
the SDE in such a case. However, by assuming bounded volatility, existence
results for the solution may be obtained.

The author also states that by assuming N.1 or N.2, additional exponential
terms appear into the forward rate dynamics, and the above existence result are
not applicable, even for constant volatilites. Furthermore, [5] investigates the
zero-recovery inter-rating spread under N.2 and for K = 3, and states that also
for the fundamental spreads and under N.1, one may achieve similar results.

It is also mentioned that to the author’s knowledge, no example exist for a
HJM migration model where the forward rates are positive and ordered, as it
seems difficult to construct such an example due to the inclusion of additional
exponential terms of the forward rates, as well as since comparison theorems
are only available for SDEs with equal volatilities.

Inter-rating spread dynamics for the proportional volatility spread structure
is provided in [5| for the general case, but omitted from this thesis as it is not
necessary for discussion. Only the special case of K = 3 is included, as this is
the one used in the explosion-argument. See [5| Equation 4.6.2 for the complete
spread dynamics.
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Corollary 4.4.1 Assume a spread volatility structure of the form[[.88 Further-
more, assume N.2 as well as zero-recovery for all states. For any fixed maturity
T <T* and for the special case of K =3 and o1(t,T) = 0,05 1(t,T) = 0° > 0,
one has:

s2(t, T) = $2(0,T) exp {|US|2 /Ot /ST s9(s,u)duds (4.86)
+ /Ot A3 1(8) exp (/ST @(s,u)du) ds
+ /Ot AT o(8) exp (— /ST 52(s,u)du> ds

os 2
+ O'SWt - |2|t},
for 0 <t <T for the inter-rating spread fori,j =1,... K — 1 with i # j when
9i(t,T) # g;(t,T) for all i,j. Furthermore,

dss(tT) = 5(t,T) <{|US|2 /t " ot (4.87)
T
+ A5 (t) exp (/t 52(t7u)du>
+ Al o(t) exp ( /tT sz(t,u)du> }dt

+ O'Sth> .

In [5], it is stressed that implies a model with positive spreads
with ordered forward rates. The ordering is implied by the assumption of
9i(t,T) # ¢;(t,T). However, the spread admits no solution since it explodes in
finite time. That is,

Proposition 4.4.2 Assume condition N.2. Furthermore, assume K = 3,
01 = 0o = 0 and a spread volatility structure of the form with o1(t,T) =0
and 03 1(t,T) = 0°, where o° is a positive real constant. Then, for all T > 0,
limt_,% s2(t,T') = 400 with positive probability under Q and any other equivalent
measure.

Proof. See |5|Proposition 4.6.3. [ |

4.5 Vanishing Migration Intensities

The final section promotes independence on the maturity time of the risk
premium processes for the HJM forward rates structure and introduces a
condition (M.2) regarding this. The author stresses that it is a rather optional
condition for the development of the model, as stated in [3], but also that
it is required for the derivation of the risk-neutral valuation formula for the
defaultable bond.
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The condition, M.2, may be combined with both N.1 and N.2, but
nevertheless leads to model complications as illustrated in Proposition 4.7.2 in
[5]. Both the condition M.2 and the complications are included below.

Definition 4.5.1 (M.2) Let v be a stochastic process. For i =1,... K — 1, the
process 7; does not depend on the maturity 7.

Remark 4.5.2 Recall that n;(¢,T) is defined as:
ni(t,T) = ai(t,T) — r(t) + bi(t, T)e- (4.88)

See ([.18) for details, or 4.2.19 in [5]. For the definition of v, see BR.4.
An implication of M.2 is then presented:

Corollary 4.5.3 Assume conditions M.2 and N.1. Furthermore, fiz some
maturity T < T*. N.1 is equivalent to the following:
For all0 <t < T, the drift condition

T
aci(t,T) = ot T)/ oo (t,u)du — yocr (¢, T), (4.89)
t t ¢ t t
of the current forward rate gcr (t,T) holds, together with the condition

sy (00) = Aoy e (D(1 = 3cy), (4.90)

on the set {C} # K}.

It is then visible, as stated in |\ that the active risky forward rate gcr (t,T)
has the classic HIM drift condition. Furthermore, it is stressed that this imposes
restrictions on the intensity parameters of the matrix A}, and thus complications
for the model. As stated by the author: under some mild conditions on the
current bond forward rate process, imposing M.2 trivialises the intensity matriz
structures. This is presented in the following proposition.

Proposition 4.5.4 Assume conditions M.2 and N.1. Furthermore, assume that
gor # [(t,T) and goa (t,T) # g;(t,T) for all j =1,..., K — 1 with j # Ct.
Then, for almost all 0 < t < T and on the set {C} # K} we have
*Ctl,j(t) = 0 and either )‘*Ctl,K(t) = 0 or 01 = 0.This implies no migration
between the classes.
In particular, for the non-zero recovery case where §; # 0 for all i =

1,..., K —1, there is no migration nor default for the active class, i.e., Ci = C}
forall0<t<T.

It is further stressed by the author that the ordering condition is not assumed,
providing evidence of how much the condition M.2 affects the model. Finally,
by recalling that N.2 implies N.1, we have that a similar result holds also under
the combination of N.2 and M.2. See Remark 4.7.4 in .
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CHAPTER 5

Unit-linked Policies with Stochastic
Interest Rates

In this chapter we will provide the necessary tools and assumptions needed
to present the main result of this thesis, a Thiele partial differential equation
for unit-linked insurance policies exposed to credit risk in a defaultable bond
market. This will be done for a term insurance.

For this purpose, we recall some notions of Chapter [3] where we presented the
case of classic life insurance, as well as the unit-linked case and fundamentals
regarding insurance policies affected by stochastic interest rates. Especially,
recall that unit-linked policies are insurance policies where the payout in case
of the insured event is linked to the performance of an underlying unit.

We will extend these types of policies, so that we have stochastic yields
based on prices of defaultable bonds, meaning that we combine the theory of
unit-linked policies and stochastic interest rates.

More information regarding the above-mentioned theory can be found in ,
in the setting of classic life insurance. See especially Chapter 9.5 in [7] for the
derivation of Thiele’s equation in the case of stochastic interest rates.

5.1 Mathematical Reserves
In this section, we provide a version of the mathematical reserves, where we

have included stochastic yields based on the price of defaultable bonds in a
defaultable bond market. The bond market consists of:

B(t) = exp (/Otr(s)ds> , (5.1)

2. The T-maturity defaultable bond price process:

1. The risk-less asset:

K—1
De,(t,T) =Y Hi(t)Di(t,T) + 6;H; k (t) B(t, T), (5.2)
i=1

for 0 <t<T. See ChapterEl for details.

Additionally, we require in this chapter the assumptions BR.1 through BR.4
from Chapter{dl Also, A* = (A};); jex is assumed to satisfy the weak consistency

condition (N.I,[4.28]).
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5. Unit-linked Policies with Stochastic Interest Rates

The mathematical reserve is the amount of money an insurance company
has to keep for the expected liabilities in order to remain solvent. Formally, it
is defined as:

Definition 5.1.1
T
Vi(t):/ F;(t,u)du, (5.3)
t

where ¢ € IC denotes the state of the insured, ¢t denotes the initial time, 7" the
maturity time and

Fi(t,u) = B(t,u) x P(t,u), (5.4)

Pi(t,u) = Zpi,j(t, w) | a;(u) + Z i g (w)a; j(u) |, (5.5)
ik lzilf

with B(t,u) being the risk-neutral price of a zero-coupon bond in a defaultable
bond market. Furthermore, from classical life insurance, we have the policy
functions a;(t), a; ;(t), the transition rates p; ;(u) as well as the transition
probability p; ;(t, s).

The above bond price is given by

B(t, u) = Eq- [eXp <_ /t ur(s)ds) H , (5.6)

where F = (F});er is the o-algebra of market information such that the default-
time is a stopping time with respect to F (recall the definition of G from Section
-4), and r(s) denotes the short-rate interest rate.

There is, however, no general solution to the above conditional expectation,
so instead, we would require a numerical approximation given the above setting.
This will not be investigated in this thesis.

Remark 5.1.2 In the definition of the mathematical reserves based on stochastic
interest rates, it is also conceivable to consider bond values of the form

Eq- {exp <—/ r(s)ds) lier)
¢

where 7 is the default-time, instead of the variant given in (5.6). In this version,
interest rates are only paid until the company becomes bankrupt.
So, if we assume that the migration process Cy,t > 0 is independent of
events in F;,t > 0 under QF, then we find that
ft}

Eg- [exp (—/ r(s)ds) | NP
t

= Ep- {exp ( /tu r(s)ds) ‘ﬁt] P(r > t), (5.8)

ﬁt] : (5.7)

where Q* = P* x P, and P is the probability measure with respect to Cy,t > 0.
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Bonds

5.2 Mathematical Reserves for Unit-linked Policies based
on Defaultable Bonds

In this section we aim at extending the concept of mathematical reserves for
unit-linked policies. We will focus on extending the setting of stock prices in a
Black-Scholes market, to the case of interest rates derivatives in a defaultable
bond market, as described in Section [5.1

This is based on Chapter [3] but especially note the following:

Assumption 5.2.1

1. The filtration {]:tD}tzO is constituted by information coming from the
the defaultable bond prices (under N.1) in the time interval [0,t] and the
insurance events. That is:

FP = 0(G, Hy), (5.9)
where }
Gy = Fy,

with F; being as in the previous section, and
Hy=0(Xs,0<s<t),
where X, s > 0 represents the state process of the insured.

2. Insurance events are independent of events on the defaultable bond market,
i.e., events in o(Hs),t > 0 are independent of events in o(G),t > 0.

Remark 5.2.2 Note that we include the null-sets, N, in the definition of G;. By
doing this, we ensure that the o-algebra is complete, by considering elements in
the appropriate probability space, i.e., the physical one.

Now, inspired by Chapter we can define the prospective reserves, V; b(t, A),
of unit-linked policies based on defaultable bonds as follows:
Define

V(L A) =D /too 1ix,—iym(s)ds (5.10)

€S

+ > /<><> i (5)dNy 5 (s),

ijes 't
i#j

where N; ;(s) is the number of transitions from state ¢ to state j in the interval
(0, s). Furthermore, 7{(s) and 7, (s) are the fair values of pension payments
a;(s) and benefit payments a; ;(s), respectively, at time ¢,¢ < s. The payments
are given by:
ai(s) = fi(s, Dc, (s, T)),
aij(s) = fi;j(s, Do, (s, 7)),

for Borel-measurable payoff functions f;, f; ; : [0,00) x [0,00) = [0,00), ¢,j € S,
that is

mi(s) = Eg- {exp < /t r(u)du) d,;(s)]}t} : (5.11)

51
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and

79 (s) = g [exp <_ /t Sr(u)du) ai,j(s)ﬁt} , (5.12)

where Q* is given as in the previous section, and r(s) is the short-rate interest
rate.
Now, using the Markov property of (X;);>0, we can finally define V}Jf(t, A)
by
VFE(tA) = Ex[VF (1, A)]X], (5.13)

where Ex denotes the expectation in the direction of Xy, s > ¢, i.e., on a
separate sample space Qx.

5.3 Thiele’s Differential Equation for Defaultable Unit-linked
Policies

In this section, we will obtain the main result of this thesis. That is, a version of
Thiele’s partial differential equation for unit-linked policies based on stochastic
yields of bonds in a defaultable bond market. We will consider a term insurance
(see[2.1.6) and stochastic interest rates based on yields of defaultable bonds.

We are going to need Kolmogorov’s backward equation (see Theorem 2.3.4
in |7]), given as

0
pPii(ts) = —mia(t)pis(t, s) — > pikpr s (t ). (5.14)
kes
ki
In our case (term insurance) we only consider the states active (x) and deceased
(f). Thus, we find

Bl
il (68) = —ha (O)psa(t, 8) = fot (P14 (2, 5)
= /U‘*,T(t)p*,*(ta S)v (515)

because p; .(t,s) = 0, as transitions out of the state cannot occur, and
o (8) = o ().

We are also going to consider a differential operator A, which is similar, but
not identical to the one considered in Section [3.3.2} Both operators are used in
the Feynman-Kac representatiorﬂ and thus indirectly follow from It6’s formula
. See , Theorem 8.2.1 and the following remark regarding killing a
diffusion for details.

Now, in order to derive the equation, we are required to make the following
assumptions (in addition to the conditions in Section and the condition
N.1).

LA relation that relates conditional expectations of functionals of Markov processes (e.g.
the price of a bond) with solutions of second order PDEs
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Assumption 5.3.1

1. Let
B(t,T) = Br(t,r7), (5.16)

and

Di(t,T) = Dpi(t,r™), i=1,...,K —1, (5.17)
for all 0 <t <T, where Br, Dr; € C12([0,T] x R).

2. Furthermore, let the short-rate processes i, ri"”, 0<t<Ti=1,...,K—-1
satisfy the SDEs:
t t
i =x+ / a(s,rd)ds + / o(s,rH)dW;, (5.18)
0 0
r’ =ux —|—/ a;(s,rh")ds —|—/ oi (s, o) AW, (5.19)
0 0

fori=1,...,K — 1, where W;},0 < t < T 4is the Brownian motion
under the equivalent martingale measure Q* and where «, o, ay, 0; for
1 =1,...,K — 1 are globally Lipschitz continuous functions of linear
growth.

Remark 5.3.2 By CY2([0,T] x R), we mean that the function has existing
continuous partial derivatives, of order 1 with respect to time and up to order

2 with respect to space, as well as continuous extensions of the derivatives to
([0,7] x R).

Remark 5.3.3 The condition that «,0,c;,0;,i = 1,..., K — 1 are globally
Lipschitz continuous functions of linear growth, ensures the existence of unique
strondzl solutions of the SDEs.

Now, we know that the mathematical reserve of a term insurance based on
defaultable bonds is given by

V;D(t,A):/t 7T;'F’Jr(s)p*,*(t7s),uw(s)ds7 (5.20)

given that X; = x. Here, TrZ’T(s) is given by

w9 = e o (- [ r(@an) .0 T)IE] 621

for a Borel-measurable payoff function f.
Assume that the recovery rates 6; =0 for alli =1,..., K — 1. Then, we see
that

K-1
f(s,Dc,(s,T)) = Z 1ic.=iy f(s, Di(s,T))

=1

=

= Lic.—ip f(s, Dri(s,rh™)), (5.22)
=1

2A term referring to unique, cidlig, adapted solutions.
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5. Unit-linked Policies with Stochastic Interest Rates

having used relation ([5.17)). Hence, we get the expression
Kl S @ d . ~
ml(s) = Eg [ Jor 0t g D (s, 1t el B - (5:23)
i=1

Now, require that the intensity parameters, )\;j(t) for 0 <t < T, of the
process Cy for 0 < t < T are deterministic. By doing this, we can obtain a
migration process independent of events in F;, 0 < ¢ < T under Q*.

Then, by using the definition of conditional expectations, we find that

K-1 . ‘
mi(s) =) Ee {e_ S f(s,DT,i(s,rg’””))]-}} P(C, =1i), (5.24)
=1

where Q* = P* x P and C,,0 < t < T is a Markov process under P, and
P(Cs = i) == Pi(s).
Hence, we rewrite the above expression as

5t (s) = Ep- [e_ Ji e du f*(zf)]t"t} , (5.25)
where
K—1
[ (xo, 21, 2K) = Z Pi(s)f(zo, Dr,i(z0, Tit1)), (5.26)
i=1
2= (s, %, rbe, e BT (5.27)
for # = (0,z,...,7) € RE*! where T denotes the transpose.

Then, using the Markov property of the process z¥, 0 <t < T, we get that

IO ENES (5.28)

where
st
(bs,t(xval; . ,Z‘K) = Ep- [6 ft r T(l)dlf*(zz,:co,m,n.,zk) ,

with

Zﬁ@owhmﬂik _ (1'0 + s —t, T’Z’wl,’r‘;’th, . TK*LUEK)T.

'S

Here, r{%1 ri0%i are the short-rate processes satisfying the SDEs:
S S
rhT =1y —|—/ a(u,rfjml)du—k/ o(u, rtm ) dWr, (5.29)
t t
ptee =gt st )du s [ ot aw. (5.30)
t t

See, e.g., .
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Now, for smooth functions f : RET1 — R, define the differential operator A
given by

1 K+1 K+1 62
Af(xo,21,...,0K) = B ; ; bij(xo,xb-~-,1‘K)8xi8xjf($o,$1,---JCK)
+a—$0 (xo,xh...,acK)+,u(m0,x1,...7xK)a—$l (o, @1, .., TK)
K—1 P
+ ; w1 (2o, 1, ... ,acK)({)wH_1 flzo,z1,...,xK), (5.31)
where b; j(xo,21,...,2k) are the matrix entries of ¥ - ©7, where
0 0 ... 0

o

O'("Eo,xl) 0

Z: 01(1'07.%‘1) 0 ... 0

O'Kfl(xo,.’bl() 0 ... 0

In the following, let us assume that f* is continuous. Furthermore, suppose
that there exist a function v, : [0, s] x RE+! — R € C12([0,s) x RE*1) such
that v, solves the PDE

{—gtvs(t,xo, co i)+ vs(t o, -, i) = Avs(t, o, .., TK) (5.32)

US(83$07». . ,xK) = f*(xo’ N ,xK)
and that
K
max [vs(t, 7o, wx)] < My(1+ (Y a2)™),

0<t<s

Jj=0

for constants My > 0, us > 1.
Then, it follows from the Feynman-Kac representation, see , that

vs(t, zo,..., ) = Ps.i(T0s ..., TK), (5.33)

for all xg,...,xx. And so,

Vi (t,A) = / vs (bt e T Y ) pa (St (s)ds,  (5.34)
t

where we have used x¢ = t.

Now, define

V(t,zo,...,xK5) = / Vs(t, 20, -« o, TR )Pw (8, 8) s+ (8)ds. (5.35)
t

Then,
Vit A) =Vttt ). (5.36)
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Using the chain rule combined with dominated convergence, we observe that
0
aV(t,mo,...,xK) = —ve(t, 0, ..., T )P (t, 1) fs 1 (L) (5.37)
/ at t 330,...,IK)p*,*(t,S)M*)T(S)dS
0
+ vs(t,xo,..., K)a—p*,*(ts)u*,f(s)ds.
: t

Furthermore, using that v (¢, zo,...,2x) = f*(¢,x0,...,2x) from (5.32)) and
Kolmogorov’s backward equation which states that

%p*,*(t, $) = ot (B)ps < (L, 5), (5.38)
we get
0
aV(t,mo, vy i) = = (Toy oo TR )Pae (B ) st (E) (5.39)
+ p, )V(t Lo, .5 TK)

/ pTa st o, o, Tr)Pw (8, 8) e 1 (5)ds,

where we also applied ([5.35)).
Finally, we make use of the definition of the differential operator A, to

rewrite the above integral as

/ prat s(6,m0, -+ R )P (E, 8) e 1 (5)ds
= /t (—Avs(t, 20, ..., Tx) + T105(E, To, -+« s T ) )P (E 8) s 1 (8)ds
=—-AV(t,xg,...,2x) + 1V (t, 20, ..., TK). (5.40)
Thus, we obtain for
V;D(t,A): V(t,t Tt,rtlw,. rtK lw),

the Thiele equation

0
7V(t7x0, s 7:EK) = 7f*(ta103 s 7391()”*71'(”

ot
+ (1 + et (1) V(E, 20, ..., TK)
—AV(t,LEQ,...,SL‘K), (541)

having used that p, .(¢,t) = 1.
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Note that this can be rewritten to resemble Thiele’s partial differential
equation for stochastic interest rates presented in Chapter [3] That is,

—V(t,xo,...,xK) = $1V(t,l‘o,...,.’L‘K)

ot
— () [f* (2o, ... k) — V(t, To, ..., Tk
- AV(t,l‘Q,. .. ,Z‘K)7

where

o o1V (t,xo,. .., xx) — pas (&) [[*(t, z0,...,2Kx) — V(t,z0,...,2K)], repres-
ents the classical part,

o —AV(t,x0,...,vK), represents the component corresponding to the
stochastic yields.
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CHAPTER 6

Conclusion

6.1

Summary

This thesis can be summarised as follows.

In Chapter 2 we gave a general introduction to the case of classic life
insurance, as well as probability theory, stochastic calculus and credit risk
modelling. We also listed the standing assumptions.

In Chapter 3 we further introduced the mathematical prerequisites for the
insurance reserves in the case of unit-linked policies and the fundamentals
of stochastic interest rates. We discussed an example of Thiele’s partial
differential equation with stochastic interest rates under the Vasicek
model, and included some plots of the resulting reserves.

In Chapter 4, we introduced the Bielecki-Rutkowski model ([3]) and sum-
marised the findings of Christodoulou ([5]). Amongst other elements, this
included two consistency conditions and the price process of defaultable
bonds, providing the necessary framework for a no-arbitrage argument to
be made in Chapter 5.

The main result of the thesis was then presented in Chapter 5. We first
laid the foundations for mathematical reserves based on stochastic yields
and then extended it to allow for unit-linked policies based on defaultable
bonds. Finally, we derived a new version of Thiele’s partial differential
equation.
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6.2 Extensions

Regarding possible extensions, an immediate and rather unproblematic extension
would be the case of non-zero recovery rates. This, as well as restructuring of
the defaulted firm, is explored in, e.g., ﬂgﬂ Also, the case of correlation between
the migration process and the forward rates would be interesting to further
explore.

Additionally, one could extend this theory to the class of Lévy processes.
This would allow for jumps in the price process of the defaultable bonds, but
also in the credit migration process. This would perhaps provide a more general
version of the model, and would thus be more realistic in some real-life scenarios,
for positive recovery rates.

Furthermore, it would be interesting to implement a numerical scheme of
the new equation derived in the Chapter[5} One could either try to implement a
similar method as to what was done in Chapter [3] or investigate other methods.
This would be quite challenging, as one would need to make the necessary
specifications regarding the elements in the obtained Thiele partial differential
equation.
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APPENDIX A

R-code for Thiele example

#Purpose: plotting reserves using Thiele’s partial
#differential equation with interest rates
#under the Vasicek model for a two-state term insurance

require(plot3D)

#Contract specifications
X0 = 24
T = 50 #contract length in years

DB = 100000 #death benefit

#Constant mortality
mort <- 0.009

#Survival probability, from t to s
surv_prob = function(t,s) exp(-mortx(s-t))

#Vasicek specifications
a = 0.05

b =0.03

sigma = 0.02

gamma = 0

#0ther specifications

#Step size
dt <- 0.01
dx <- 0.01

#maximum value of interest rate
X.max <- 0.20
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A. R-code for Thiele example

#Boundaries

#case of zero interest
boundary.down <- function(t){
B <- function(x){
return( (b + gammaxsigma/a - sigma”™2/(2*xa”2) ) *
( ((l-exp(-axx))/a) - x ) -
(sigma”2 / 4xa) * ((l-exp(-a*xx))/a)”™2 )}

integrand <- function(s){
return( exp(B(s-t))*surv_prob(x0+t, x0+s)x*mort«DB )}

integral <- integrate(integrand, t, T)$value
return(integral)

}

#Grid

time <- seq(0,T,by=dt) #time segment

space <- seq(0,x.max,by=dx) #interest rates
Nt <- length(time) - 1

Nx <- length(space) - 1

#Matrix definitions
V <- matrix(rep(0, (Nt+1)*(Nx+1)), nrow=Nt+1)

VINt+1, ] <- 0
V[ ,1] <- sapply(time,boundary.down)
V[ ,Nx+1] <- O #upper boundary condition

#Thiele scheme
for(i in Nt:1){

for(j in Nx:2){
VIi,jl <- V[i+1,j]1 - dt=(
space[j1*V[i+1,j] - mortx(DB-V[i+1,j])
- (ax(b-space[]j]) - gammaxsigma)x*(((V[i+1l,j+1])
- V[i+1,31) / dx)

/ (dx~2) )
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#3D plot
persp3D(time,space,V, theta=300, phi=25, expand=0.5,
ticktype="detailed", clab = c("Value"),

xlab="Years", ylab="Interest rate", zlab="", axes=TRUE,

main = "Reserves under Vasicek")

#Lines plot
colors <- c(rainbow(length(space)))

plot(time, VI[,11, type = "1", ylim = c(0,max(V)),
ylab = "Reserve", xlab = "Years",
col = colors[1l], main = "Reserves")

for(i in 2:1length(space)){
lines(time, V[ ,i], type="1", col = colors[i])

}

#Single premium plot
plot(space, V[1, 1, type = "1l", xlab = "Interest rate",

ylab = "Single premium", main = "Single premium")
abline(v = 0.03, col ="red")
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