Random Times and Enlargements of Filtrations

A THESIS SUBMITTED IN FULFILLMENT OF THE REQUIREMENTS FOR THE
DEGREE OF DOCTOR OF PHILOSOPHY

Libo L1

Faculty of Science
School of Mathematics and Statistics
University of Sydney

=

1B
i B8 ¥
3

THE UNIVERSITY OF

SYDNEY

April, 2012



RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS



To My Family

“Believe in me, because I was made for chasing dreams.”

Staind - Illusion of Progress




RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS



Acknowledgement

“If I feel unhappy, I do mathematics to become happy. If I am happy, I do
mathematics to keep happy.”

- Alfréd Rényi, 1921 — 1970

Although the path of research is largely a lonesome one, it would not have been possible without
the generous support of numerous individuals to whom I am intellectually and personally indebted.

However, before I take this opportunity to thank the many people who have made this thesis
possible. I must first apologize to my grandparents to whom I bear the guilt of not been able to
fulfill my duties as a grandson.

I must gratefully acknowledge my parents for providing me with the opportunity to pursue my
selfish endeavours and to my mother for her quiet, everyday support that enabled me to focus on
writing my thesis.

I must reserve the bulk of my gratitude for my friends Elise, Alister, Ken, Laurence, Jon, Jaq,
Bao and Huiming whose friendship, empathy and understanding continues to transcend both time
and geography. I must thank my friends in Sydney for keeping me alive and sane. Thank you
Belina, Sheryl and Emi for feeding me when I am hungry, for looking after me when I am sick and
for comforting me when I am down. Thank you Etienne, John and Jay for entertaining me when I
am bored, for driving me when I am in need and for distracting me when I am working.

I must humbly thank all my teachers, both past and present, whose knowledge and enthusiasm
helped illuminate these pages. Thank you in particular to Trevor Stanton for providing me with both
mathematical stimulus and refuge in a foreign land. Thank you to Ian Doust and Benjamin Goldys
for their immeasurable assistance and patience which considerably enriched my honours experience.

Thank you to Pavel V. Gapeev and Monique Jeanblanc for drafting the joint paper which man-
ifested into Chapter 3 of this thesis. It is only with their insights that I was able to extend and
complete the paper with the help of my supervisor Marek Rutkowski. Thank you Shiqi Song and
again to Monique Jeanblanc for their comments and inputs which helped greatly the development
of Chapter 6.

Finally, I am extremely grateful to Monique Jeanblanc and especially to my supervisor Marek
Rutkowski for all their valuable time and inputs which helped to fill the pages of this thesis. It is
only with their patience and guidance that I was able to complete my studies. Thank you both for
helping me along this road of mathematical research, a road which I hope to continue for quite some
times to come.



RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS



Contents

Preface

1 Elements from the General Theory of Stochastic Processes
1.1 Stochastic Processes and Stopping Times . . . . . . . .. .. ... ... . ......
1.2 Predictable and Optional Sets . . . . . . . . . . . . . ... ...
1.3 Projection Theorems . . . . . . . . . . . . e
1.4 Dual Projections and Increasing Processes . . . . . . . . . . . ... ... .. ...

1.5 Random Times and Related Processes . . . . . . . . . . . . . . . . ... .. .....

2 Enlargement of Filtration

2.1 Preliminaries . . . . . . . ... e
2.2 Initial Enlargement . . . . . . . .. oL L
2.3 Progressive Enlargement . . . . . . .. ... Lo oL
2.4 Homest Times . . . . . . . . . . e
2.5 Proofs of Semimartingale Decomposition Results . . . . . . ... .. ... ... ...

2.5.1 Stopped Processes: Arbitrary Random Times . . . . . . ... ... ... ...

2.5.2  Non-Stopped Processes: Honest Times . . . . . . . ... ... ... ......

3 Constructing Random Times with Given Survival Processes
3.1 Imtroduction . . . . . . . . .. .
3.2 Filtering Example . . . . . . ...
3.2.1 Azéma Supermartingale . . . . ... ..o oL oL
3.2.2 Conditional Distributions . . . . . . . . . ... ...
3.3 Preliminary Results . . . . . . . . ..
3.4 Construction Through a Change of Measure . . . . . . . ... ... ... .......
3.5 Case of a Brownian Filtration . . . . . . .. ... ... ... ...
3.6 Applications to Valuation of Credit Derivatives . . . . . .. ... ... .. ... ...
3.6.1 Defaultable Zero-Coupon Bonds . . . . . ... ... .. ... ... ......
3.6.2 Credit Default Swaps . . . . . .. .. . L

4 Random Times and Multiplicative Systems
4.1 Introduction . . . . . . . . . . . e e e e

4.2 Conditional Distributions of Random Times . . . . . . . . . . . . ... ... .....

15
15
17
17
18
20

23
23
25
27
30
31
32
34

35
35
36
37
37
38
42
46
49
50
o1



RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS

4.2.1 Characteristics of Random Times . . . . . . . . ... ... ... ... ..... 55
4.2.2 Inverse Problems . . . . . . . . .. . 56
4.2.3 Properties of Conditional Distributions . . . . ... . ... ... ... .... 58
4.3 Extended Canonical Constructions . . . . . . . .. .. .. ... . 62
4.3.1 Random Time with a Predetermined Generator . . . . . . . . ... ... ... 62
4.3.2 Random Time with a Predetermined Conditional Distribution . . . .. ... 63
4.3.3 Family of Random Times . . . . . . . . .. .. ... ... ... ..., 64
4.4 Multiplicative Systems . . . . . . . ... L e 66
4.4.1 Multiplicative Systems Associated with a Submartingale . . . . . . . ... .. 66
4.4.2 Predictable Multiplicative Systems . . . . . . . ... ... . L. 67
4.5 Multiplicative Approach to Random Times . . . . ... ... ... ... ....... 73
4.5.1 Multiplicative Construction of a Random Time . . . . . .. ... .. ... .. 73
4.5.2  Non-Uniqueness of Conditional Distributions . . . . . .. .. ... ... ... 75
4.5.3 Homest Times . . . . . . . . . . e 76
4.5.4 Non-Multiplicative Approach to Conditional Distributions . . . . . . . . . .. 78
Progressive Enlargement of Filtration with Pseudo-Honest Times 81
5.1 Imtroduction . . . . . . . . . . L 81
5.2 Random Times and Filtrations . . . . . . . .. .. ... oo oL 83
5.2.1 Properties of Conditional Distributions . . . .. ... ... ... ... .... 83
5.2.2  Enlargements of Filtrations . . . . .. .. ... ... ... 0L oL 85
5.3 Conditional Expectations under Progressive Enlargements . . . . . . .. .. ... .. 86
5.3.1 Conditional Expectations for Pseudo-Honest Times . . . . . . . . .. ... .. 87
5.3.2 Conditional Expectations for Pseudo-Initial Times . . . . . . . ... ... .. 89
5.4 Properties of G-Local Martingales . . . . . . . . .. ... ... . 89
5.4.1 G-Local Martingales for Pseudo-Honest Times . . . . . ... ... ... ... 90
5.4.2 G-Local Martingales for Pseudo-Initial Times . . . . . . . .. .. ... .. .. 92
5.5 Compensators of the Indicator Process . . . . . . . . .. .. ... ... .. ...... 93
5.5.1 Compensator of H under Complete Separability . . . . ... ... ... ... 93
5.5.2 Compensator of H for a Pseudo-Initial Time . . . ... ... .. ... ... .. 93
5.6 Hypothesis (H') and Semimartingale Decompositions . . . . . . . .. ... ... ... 95
5.6.1 Hypothesis (H') for the Progressive Enlargement . . . . . . ... ... .... 97
5.6.2 Hypothesis (H') for Pseudo-Initial Times . . . . . . ... ... ... ..... 104
5.7 Applications to Financial Mathematics . . . . . . . ... .. ... ... ... 106
5.7.1 Arbitrage Free Markets Models . . . . . . . . . ... ... L. 106
5.7.2 Information Drift . . . . . . .. ... o 111
Stability of Random Times under Min and Max 113
6.1 Introduction . . . . . . . . . . . L 113
6.2 Hypothesis (H) under Min and Max . . . . . .. .. ... . .. . .. .. 114

6.2.1 Preliminary Results . . . . . . .. ... . o 115



. LI

6.2.2 Extended Canonical Construction . . . . ... ... ... ... ... .....
6.3 Hypothesis (H') under Min and Max . . . . . . . . .. ... . .. . ... ...
6.3.1 Preliminary Results . . . . . .. ... ... L
6.3.2 General Case . . . . . . ...
6.4 Pseudo-Stopping Time and Min and Max . . . . . . . ... .. ... .. ... ....

Admissibility of Generic Market Models of Forward Swaps Rates

7.1 Introduction . . . . . . . . .
7.2  Admissible Families of Forward Swap Rates . . . . . . .. .. ... ... ... ....
7.2.1 Linear Systems Associated with Forward Swaps . . . . . . .. ... ... ...
7.2.2  Graph Theory Terminology . . . . . . . . .. . . ... ... .. .....
7.2.3 Inverse Problem for Deflated Bonds . . . . . . ... ... ... ... ...
7.2.4  Weak Admissibility of Forward Swaps . . . . . . ... ... ... ... ...
7.2.5 T-Admissibility of Forward Swaps . . . . . . ... ... ... ... ...
7.3 Admissible Market Models of Forward Swap Rates . . . . . ... .. ... ... ...
7.3.1 Inverse Problem for Swap Annuities . . . . ... ... ... ... ... ...
7.3.2  Dynamics of Forward Swap Rates . . . . ... . ... ... ... ... ...
T4 Appendix . . . . ... e e
7.4.1 Proof of Proposition 7.2.3 . . . . . . . ...
7.4.2 Proof of Proposition 7.2.8 . . . . . . . . ...

Market Model of Forward CDS Spreads

8.1 Imtroduction . . . . . . . . . . . L
8.2 Forward Credit Default Swaps . . . . . . . . . ... .
8.3 Preliminaries . . . . . . . ..
8.4 Abstract Semimartingale Setups . . . . .. ..o oL
8.4.1 Setup (A) . . . . e
8.4.2 Setup (B) . . . . ..
8.4.3 Setup (C) . . . . e
844 Setup (D) . . . . ..
8.5 Market Models for Forward CDS Spreads . . . . .. .. ... ... ... .......
8.5.1 Model of One-Period CDS Spreads . . . . . .. ... ... .. ... ......
8.5.2 Model of LIBORs and One-Period CDS Spreads . . . ... ... ... ....
8.5.3 Model of One- and Two-Period CDS Spreads . . . . . . ... ... ......
8.5.4 Model of One-Period and Co-Terminal CDS Spreads . . . . . ... ... ...
8.5.5  Generic Top-Down Approach . . . . . . .. .. ... . ... ... ... ...

8.6 Concluding Remarks . . . . . . . . . . . . .

116
118
119
119
124

127
127
130
130
132
133
135
141
143
143
146
150
150
151



10

RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS



Preface

“C’est par la logique qu’on démontre, c’est par lintuition qu’on invente.” !

- Henri Poincaré, 1854 — 1912

This thesis is based on series of research papers co-authored by the candidate during his PhD studies.
They include Gapeev et al. [44], Li and Rutkowski [76, 74, 75, 73] and Jeanblanc et al. [58]. Each
chapter of this thesis is in fact self-contained with the main theme revolving around the study of
random times, enlargements of filtration and construction of market models.

Historical background

The first part of this thesis is devoted to the study of enlargement of filtrations. The study of
enlargements of filtrations was motivated by the following question: is the semimartingale property
invariant with respect to a given enlargement G of the base filtration F? In other words, is any
(P, F)-semimartingale a (P, G)-semimartingale where G is a fixed filtration such that F C G? It can
be shown that the answer to this question is negative, in general. If the answer is positive then
we say that the hypothesis (H’) holds between F and G. If the hypothesis (H') holds, one is also
interested in the semimartingale decomposition of an F-semimartingale with respect the enlarged
filtration G.

Traditionally, the literature has focused on the initial and progressive enlargement of F with a
single finite valued random time 7. These two types of enlargements has been studied extensively in
the works including, but not limited to, Jeulin [62, 63, 64], Jeulin and Yor [65, 66], Jacod [50], Yor
[107, 108] and Meyer [86]. In the study of initial enlargement, the standard assumption is the Jacod’s
criterion (see [50]), which assumes the conditional distribution of the random time 7 is absolutely
continuous with respect to a positive measure on Ry. Within this framework, it can shown that
the hypothesis (H’) is indeed satisfied between F and G and the G-semimartingale decomposition
of F-martingale can be derived explicitly.

On the other hand, the study of progressive enlargement has focused mainly on honest time with
the main references been Jeulin [62, 63], Jeulin and Yor [66]. More recently, we have the works
of Gasbarra et al. [45], Jeanblanc and Le Cam [57], Jeanblanc and Song [59, 60] and El Karoui
et al. [36]. In the works of Gasbarra et al. [45], Jeanblanc and Le Cam [57] and El Karoui et
al. [36], the authors studied the Jacod’s criterion (also referred to as the density hypothesis) in
the context of progressive enlargement and have derived the G-compensator of H = 1, [ and
the G-semimartingale decomposition of F-martingales. The works of Jeanblanc and Song [59, 60]
answer similar questions that are investigated in Chapters 3, 4 and 7 of this thesis, but with different
techniques and they aim to describe a larger class of models for conditional distributions, rather than
focusing on the hypothesis (HP) (see Definition 4.2.6).

The second part of the thesis is devoted to the construction of Market Models for forward swap
rates and Credit Default Swaps (CDS) spreads. The market model for forward LIBORs was first
examined in papers by Brace et al. [19] and Musiela and Rutkowski [89]. Their approach was

1t is by logic that we prove, but by intuition that we discover.

11



12 RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS

subsequently extended by Jamshidian in [53, 54] to the market model for co-terminal forward swap
rates. Since then, several papers on alternative market models for LIBORs and other families of
forward swap rates were published.

To the best of our knowledge, there is relatively scarce financial literature in regard either to the
existence or to methods of construction of market models for forward CDS spreads. This apparent
gap is a bit surprising, especially when confronted with the market practitioners approach to credit
default swaptions, which hinges on a suitable variant of the Black formula. As background readings,
the reader are directed to the works of Galluccio et al. [42], Pietersz and Regenmortel [95], Rutkowski
[98], or the monographs by Brace [18] or Musiela and Rutkowski [90] and the references therein.

Original contributions

We first outline the problems addressed in the thesis and the contributions. The purpose of
preliminary Chapters 1 and 2 is to give an overview of the classic results in the general theory of
processes and enlargements of filtrations. For an extensive study of the general theory, the reader is
referred to, e.g., Dellacherie [30] or He et al. [48]. The reader familiar with the background material
is thus advised to skip the first two chapters and move directly to Chapter 3.

Chapters 3 and 4, based on the papers Gapeev et al. [44] and Li and Rutkowski [74], focus on
the following main question: given a supermartingale G, which is assumed to be non-negative and
bounded by one, can we show that there exists a random time such that the Azéma supermartin-
gale associated with this random time is given by G? In the context of random times and their
applications to credit risk modeling, the above question was partially answered in a joint paper by
Gapeev et al. [44] and, using a different method, in papers by Jeanblanc and Song in [59, 60] under
the assumption that a supermartingale G is strictly positive and satisfies certain additional conti-
nuity assumptions. Their research was continued by Li and Rutkowski in [74], who answered the
above-mentioned question in full generality with the help of the concept of a multiplicative system
introduced by Meyer [85]. Sadly, when one took a closer look in the literature, it was mentioned
by Meyer on page 186 of [82] that the original question was to some extent answered in a different
context and using a different method by Blumenthal and Getoor [16]. With the above in view, the
main contributions in Chapters 3 and 4 are:

alternative constructions of a random time with a given in advanced Azéma supermartingale,

the proof of the existence of multiple random times that are consistent with a given in advanced
family of Azéma supermartingales,

the proof of the uniqueness of conditional distribution under hypothesis (HP),

e a result showing that an honest time is an F,,-measurable random time satisfying the hypoth-
esis (HP).

In Chapters 5 and 6, we focus on the theory of enlargement of filtrations by placing ourselves
in the usual filtered probability space (2, F,P) with the base filtration F = (F;);>0. We work
specifically under the progressive enlargement of F with 7. The aim of Chapter 5, derived from Li
and Rutkowski [75], is to study, in the context of the theory of progressive enlargement of filtration,
the random times constructed in Chapter 3 and 4. Similarly as in the classic paper of Jeulin
[62] and the recent paper by Jeanblanc and Song [60], our goal is to examine the semimartingale
decomposition of F-martingales in the progressive enlargement G of F. Unfortunately, one must
point out that we were unable to show that the hypothesis (H’) is satisfied between F and the
progressive enlargement G under only the hypothesis (HP). The contributions of this chapter to
the current literature can be summarised as follows:

e the semimartingale result derived in this chapter extends the result of Jeanblanc and Song [59]
by obtaining the form of the G-semimartingale decomposition for a pseudo-honest time with
a strictly positive conditional distribution, while removing continuity assumptions,
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e we establish the G-semimartingale decomposition in the case where 7 is constructed using
the predictable multiplicative system introduced in Meyer [85]; it appears that it resembles
closely the classical G-semimartingale decomposition for an honest time and, in fact, it re-
duces to the classical decomposition if we assume that either Property (C) or (A) holds (see
Definition 1.5.4),

e inspired by Meyer [85], we introduce the optional multiplicative system and derive the G-
semimartingale decomposition when the random time is constructed through the optional
multiplicative system,

e we show that the hypothesis (H’) is satisfied between F and G if 7 satisfies the extended
density hypothesis (see Definition 5.2.5) and derive the G-semimartingale decomposition of
F-martingales.

In Chapter 6, we continue working under the setting of progressive enlargement and assume that
one is given two random times both which satisfy either the hypothesis (H) or the hypothesis (H').
The question of interest is therefore under which conditions are the hypothesis (H) or the hypothesis
(H’) stable under taking minimum and maximum. More specifically, we follow some preliminary
works done in [58] to show under which conditions is the hypothesis (H) or hypothesis (H') satisfied
between F and the progressive enlargement of F with 71 A 79 and/or 71 V 7. The main contributions
of this chapter are the following results:

e a generalized version of the Norros lemma (see Proposition 3.1 in [43]),

e the proof of stability of the hypothesis (H) under minimum and maximum when the random
times are Coz-times (see Definition 6.2.1),

e the proof of stability of the hypothesis (H’) under minimum and maximum for arbitrary
random times.

Diverging from the previous chapters, we focus in Chapters 7 and 8 on examining the necessary
and sufficient conditions for the existence of market models for forward swap rates and CDS spreads
which are applicable in the pricing of exotic instruments such as (credit default) swaptions. Given
a family of forward swap rates, the aim of Chapter 7 is to first re-examine and extend the works of
Galluccio et al. [42] and Pietersz and van Regenmortel [95]. Chapter 8 is in the same vein as Chapter
7, but we work under a defaultable framework and concentrate on extensions of CDS market models
presented in Brigo [22, 23] and extend the results to a semimartingale framework. This part of the
thesis contributes to the existing literature in several respects:

e we provide counter-examples to some results of Galluccio et al. [42],

the results of Pietersz and van Regenmortel [95] on the positivity of bonds within a class of
market model are clarified,

e necessary and sufficient conditions for the existence of a market model consistent with the
given in advanced family of forward swaps and derive are given,

the joint dynamics of forward swap rates under a single probability measure are derived,

e a systematic study of the market models for CDS spreads is presented and the joint dynamics
of a family of CDS spreads are derived in each case.

To conclude, one must point out that the derivation of the joint dynamics of forward swap rate or
the CDS spreads does not justify by itself that the model is suitable for the arbitrage pricing of credit
derivatives. To show the viability of the model, it would be sufficient to demonstrate that the model
arbitrage-free in some sense, for instance, that it can be supported by an associated arbitrage-free
model for default-free and defaultable zero-coupon bonds.



14 RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS

Overview of chapters

e Chapter 1. We introduce, for the purpose of this thesis, the most pertinent results from the
general theory of stochastic processes.

e Chapter 2. We give a brief overview of the theory of enlargements of filtrations. The basics
of initial and progressive enlargement of a filtration with a random time are introduced in
Sections 2.2 and 2.3, respectively, while some classic results regarding the semimartingale
decomposition under the progressive enlargement with a random time or an honest time are
presented in Section 2.5. An original result is Proposition 2.2.1, which extends Jacod’s criterion
to the case where the F-conditional distribution satisfies the random Lipschitz condition.

e Chapter 3. We follow here the work of Gapeev et al. [44] to provide an explicit construction of
a random time when the associated Azéma semimartingale is given in advance. Our approach
hinges on the use of a variant of Girsanov’s theorem combined with a judicious choice of the
Radon-Nikodym density process. The proposed solution is also partially motivated by the
classic example arising in the filtering theory.

e Chapter 4. We present the work by Li and Rutkowski [74], which was motivated by Gapeev
et al. [44] and the recent results of Jeanblanc and Song [59, 60]. Our aim is to demonstrate,
with the help of multiplicative systems introduced in Meyer [85], that for any given positive
F-submartingale F' such that F,, = 1, there exists a random time 7 on some extension of
the filtered probability space such that the Azéma submartingale associated with 7 coincides
with F'. Pertinent properties of this construction are studied and it is subsequently extended
to the case of several correlated random times with the predetermined univariate conditional
distributions and an arbitrary correlation structure given by a choice of a copula function.

e Chapter 5. This chapter derives from Li and Rutkowski [75], where we deal with various
alternative decompositions of F-martingales with respect to the filtration G which represents
the enlargement of a filtration F by a progressive flow of observations of a random time that
either belongs to the class of pseudo-honest times or satisfies the extended density hypothesis.
Several related results from the existing literature are essentially extended. We outline two
potential applications of our results to specific problems arising in Financial Mathematics.

e Chapter 6. We move away from a single random time and we present some preliminary
results obtained by Jeanblanc, Li and Song [58]. The motivation for this chapter derives from
the well-known fact that the minimum and maximum of two stopping times is again a stopping
time in the same filtration. Therefore, working under progressive enlargement, the aim is to
provide sufficient and/or necessary conditions for the stability of the hypothesis (H) and (H')
under minimum and maximum of two random times.

e Chapter 7. Following Li and Rutkowski [76], we re-examine and extend certain results from
the papers by Galluccio et al. [42] and Pietersz and van Regenmortel [95]. We establish several
results providing alternative necessary and sufficient conditions for admissibility of a family of
forward swaps, that is, the property that it is supported by a family of bonds associated with
the underlying tenor structure. We also derive the generic expression for the joint dynamics
of a family of forward swap rates under a single probability measure and we show that these
dynamics are uniquely determined by a selection of volatility processes with respect to the set
of driving martingales.

e Chapter 8. Following Li and Rutkowski [73], we provide the construction of several variants
of market models for forward CDS spreads, as first presented by Brigo [23]. We compute
explicitly the joint dynamics for some families of forward CDS spreads under a common prob-
ability measure. We first examine this problem for single-period CDS spreads under certain
simplifying assumptions. Subsequently, we derive, without any restrictions, the joint dynam-
ics under a common probability measure for the family of one- and two-period forward CDS
spreads, and the family of one-period and co-terminal forward CDS spreads.



Chapter 1

Elements from the General Theory
of Stochastic Processes

The purpose of this chapter is to introduce the most pertinent results from the general theory of
stochastic process for the purpose of this thesis. Most results are presented here without proofs and
they can be found in Dellacherie [30] and He et al. [48]. It is assumed in this thesis that the reader
is familiar with the theory of martingales and stochastic integration.

1.1 Stochastic Processes and Stopping Times

This section is devoted to basic properties of stopping times and related results for stochastic pro-
cesses. We assume throughout that we are given a probability space (€2, F,P) with a filtration F,
satisfying the usual conditions.

Definition 1.1.1. A random time T is a map from  to R,.. A random time is a F-stopping time
if {r <t} is an element of F; for all ¢ > 0.

Definition 1.1.2. A random time 7 is said to avoid all F-stopping times, if for all F-stopping time
T, we have P(t =T) = 0.

Definition 1.1.3. A stopping time 7T is predictable, if there exist a monotone increasing sequence
of stopping times (T},)nen such that

lim 7, =T

n—oo

Definition 1.1.4. Given a F-stopping time 7', the o-algebras Fr and Fp_ are defined as follows

Fr={AeF|An{T <t} € F, VvVt >0}
Fr_=FoVo{An{T >t} where A € F, and t > 0}

Proposition 1.1.1. Let T be a stopping time. Then T € Fr_ C Fr.

Proposition 1.1.2. If S and T are two stopping times then

1. For all A € Fg, the set AN{S <T} e Fr
2. For all A € Fg, the set AN{S < T} € Fr

In particular, if A= Q then {S < T} belongs to Fr and {S < T} belongs to Fr_

Proposition 1.1.3. If S and T are two stopping times such that S < T then Fs (Fs-) is a sub
o-algebra of Fr (Fr-)

15



16 RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS

Theorem 1.1.1. Let (T),)nen be a monotone sequence of stopping times such that T = lim,, T),.
(i) If T,, L T then

Fr=/\Fr,.

(i) If T,, T T then

Fr-=\/Fr,-

Corollary 1.1.1. Let (T,)nen be a monotone sequence of stopping times such that lim,, T,, = T.
(i) If a sequence (Ty,)nen is decreasing on the set {0 < T,, < oo} for all n then

Fr = \Fr,-

(i) if a sequence (Ty,)nen is increasing on the set {0 < T,, < oo} for all n then

Fr-=\/Fr,

Proof. The result is an application of Theorem 1.1.1 and Proposition 1.1.2 O

The above theorems generalizes the definition of F,_, where t € R.

Theorem 1.1.2. (Optional Stopping Theorem) Let X be a right-continuous and uniformly integrable
martingale, then for any stopping time S and T such that S < T,

Ep (X1 | Fs) = X5

Theorem 1.1.3. (Predictable Stopping Theorem) Let X be a right-continuous and uniformly inte-
grable martingale, then for any predictable stopping times S and T such that S < T,

Ep (X1 | Fr-) =Ep (Xoo | Fr—) = Xp_.

Corollary 1.1.2. If the filtration (F;)i>o is continuous then all F-martingales are continuous.

Proof. Note that T =t is a predictable stopping time. Hence by Theorem 1.1.3 and continuity of
filtration (]:t = ]:tf = Vn ]:tn)'

X =Ep (X;| Fm)
=Ep (X | )
=X,

Therefore X is continuous. ]

Theorem 1.1.4. (Doob-Meyer decomposition) Let X be a submartingale of class (D). Then there
exists unique processes M and A such that

X=Xo+M+A
where M is a local martingale and A is a predictable process of finite variation.

Remark 1.1.1. One adopted in Theorem 1.1.4 the convention that My =0 and Ay = 0.
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1.2 Predictable and Optional Sets

In this section, we work on the space (2 x Ry, F ® B(R4),P x A) where A is the Lebesgue measure
on R, . The aim is to introduce the notions of the predictable and optional o-algebras on Q x R,..

Definition 1.2.1. Given a filtration F, we define the following o-algebras on 2 x R
(i) the o-algebra O(F), which is generated by all F-adapted cadlag processes.

(ii) the o-algebra P(FF). which is generated by all F-adapted caglad processes.

The o-algebra O(F) is the F-optional o-algebra and P(F) is the F-predictable o-algebra.

For brevity, we shall often write O for O(F) (P for P(F)), if there is no confusion with the
filtration which we work on.

Lemma 1.2.1. The predictable o-algebra is contained inside the optional o-algebra.

Proof. Suppose that X is caglad and F-adapted, so that X € P. We define

m

o0
XY =X Mg i (0)
k=0

Then Xt(") — X, pointwise and thus X is measurable with respect to O because for each n € N the
process X (") is measurable with respect ©. This shows that P C O. O

Definition 1.2.2. Let T and S be two stopping times, such that S < T. The set [ S,T [ included
in 2 x R, and given by the following is called a stochastic interval

[5:T[={(w,t)[S(w) <t <T(w)}

The stochastic intervals [S,T'], |S,T[ and ]S,T] are defined similarly. The stochastic interval
[T] is also called the graph of T.

Lemma 1.2.2. (i) The predictable o-algebra can also be characterised by the following
PF)={Ax{0} : Ac Fo} V{Ax[st) :0<s<t steQq, Ac\/ F}
r<s

(ii) The optional o-algebra can also be characterised by the following equality
O =o{[S,o0[ | S is a stopping time}

Theorem 1.2.1. (Optional Section Theorem) Let X andY be two optional (predictable) processes.
If for every (predictable) stopping time T', the random variables Xrlircooy and Yrlipcooo) are
integrable and the equality

Ep (X11li{r<oo}) = Ep (Yrl{r<oo})

holds then X =Y wup to an evanescent set.

1.3 Projection Theorems
In this section, we introduce the notion of the optional and predictable projection of a stochastic
process.

Theorem 1.3.1. Let X be a measurable process, such that for all stopping (predictable) time T,
X1lir<ooy is integrable. Then
(i) There exists a unique optional process °X such that, for all stopping times T,

Ep (Xrlir<oo) | Fr) = *Xrlir<oo}-
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The process °X is called the F-optional projection of X.
(i) There exists a unique predictable process PX such that, for all predictable stopping times T,

Ep (X1l {rcooy | Fr-) = PXrl{rcoo}-
The process P X is called the F-predictable projection of X.

Proposition 1.3.1. Let X be a measurable process and Y an optional (predictable, resp.) process.
If the optional (predictable, resp.) projection of X exists, then the optional (predictable, resp.)
projection of XY exists and if given by

(XY) = (°X)Y, P(XY)=(X)Y.
Proof. For the optional case, invoking the property of conditional expectation, we obtain
Ep (XrYr1{r<o} | Fr) = Yrlircoo}Be (Xrlir<ney | Fr)
= ]1{T<oo}YT °Xr.
The proof for the predictable case is similar. O

Proposition 1.3.2. Suppose that X is a measurable process. If the optional and predictable projec-
tions of X exist then P(°X) = PX.

Proof. The proof follows by direct computations:

POXT)rcoor = Bp ("Xrlircooy | Fr-)
=Ep (Er (Xr1ir<ccy | Fr) | Fr-)
= Ep (Xrl{r<ocy | Fr-)
= X1 peny

where the third equality holds by Theorem 1.1.3. O

We conclude this section by providing an interesting characterisation of the optional and pre-
dictable o-algebras.

Theorem 1.3.2. Let Z(F) be the o-algebra generated by the jump processes AM; where M ranges
through all bounded F-martingales. Then

O(F) = P(F) v Z(F)

In particular, if all F-martingales are continuous then O(F) = P(F) and every stopping time is
predictable.

1.4 Dual Projections and Increasing Processes

In this section, we work on either the filtered probability space (2, F,P) with the filtration F satis-
fying the usual conditions or the product space (2 x Ry, F @ B(R;),P x ).

Let A be an (non-adapted) increasing process. We define a non-negative measure g4 on the
o-algebra F ® B(R;) by setting

pa(H) :=Ep (/[0 )llH(w,s) dAS(w)> , HeFoBRy).
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We say that 4 is the measure generated by the process A. The corresponding measure on the space
of non-negative, bounded processes is defined by

[LA(X) :—Ep( XsdAs>

[O7CXD)
where X is any non-negative, bounded process.

Definition 1.4.1. A measure u on F @ B(R,) is said to be an optional measure if for any non-
negative, bounded process X

H(X) = E,(X) = E, (°X) =: u(°X)

where °X is the optional projection of X. A measure p is said to be a predictable measure if for any
non-negative, bounded process X

U(X) = B, (X) = E, ("X) = u("X)
where P X is the predictable projection of X.

Theorem 1.4.1. Let A be a (non-adapted) increasing process. Then the measure s generated by A
on FRB(Ry) is an optional (predictable, resp.) measure if and only if A is an adapted (predictable,
resp.) process.

Definition 1.4.2. If y is a o-finite measure on F @ B(R, ) then we define the measures p° and p?
on the space of non-negative processes by setting

po(X) = p(°X), pP(X) = p("X)

Then u° (u?, resp.) is called the optional (predictable, resp.) projection of p. It is clear from
definition that p® (uP, resp.) is an optional (predictable, resp.) measure.

Remark 1.4.1. The restriction of p to the optional o-algebra O is equal to u° while the restriction
of pu to P is equal to p?. A measure v on F ® B(R,) is optional (predictable, resp.) if and only if
v=1v° (v =P, resp.).

Theorem 1.4.2. Let pa be a measure generated by an increasing process A on F @ B(R;). Then
if A is a locally integrable process.

(i) the optional measure 1 is generated by a unique adapted increasing process,

(ii) the predictable measure p*y is generated by a unique predictable increasing process,

Lemma 1.4.1. (i) If A is a locally integrable increasing process then there exists a unique increasing
optional process A° such that, for any non-negative bounded process X,

EP</ "XSdA5>:]EP< XSdA§>.
[0,00) [0,00)

The process A° is called the dual predictable projection of A.
(i) If A is a locally integrable increasing process then there exists a unique increasing predictable
process AP such that, for any non-negative bounded process X,

]E]p</ stdAS>]EP< XsdA§’>.
[0,00) [0,00)

The process AP is called the dual predictable projection of A.
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Proof. We only present the predictable case, since the proof for the optional case is similar. Let 4
be the measure generated by A and p%) be the predictable projection of ji4. Theorem 1.4.2 gives the
existence of a unique predictable, increasing process, which generates p’); we denote this process by
AP, Then, by definition,

Ep (/ PX, dA, ) = pa(PX) = F(X) = Ep ( X, dA ) .
[0,00) [0,00)
O]

Lemma 1.4.2. (i) If A is a locally integrable, increasing process and S and T are two stopping
times such that S < T then the following holds

Ep / °X,dA | Fs | =Ep X, dAS| Fs | .
[S,T) [S,T)

(i) If A is a locally integrable, increasing process then the following holds

Ep / PX,dAs | Fs— | =Ep X, dA? | Fs_ |.
[S,T) [S,T)

Lemma 1.4.3. Let A be a (non-adapted) process of integrable variation. Then the processes
°A— A° and °A-— AP
are uniformly integrable martingales.
The following results shows how to calculate the jumps of the optional (predictable) dual pro-
jections.

Proposition 1.4.1. (i) Let S be any stopping time. Then
AAG sy = Bp [AAsT {5<00} [ Fs]

(i) Let S be any predictable stopping time. Then
AAG sy = Bp [AAsT {5co00} [Fs-]

1.5 Random Times and Related Processes

We will now apply the general theory of stochastic process to the study of finite random times,
which are given on the probability space (2, F,P) endowed with an arbitrary filtration F = (F;):>0
satisfying the usual conditions. Our goal is also to introduce here the notation for several pertinent
characteristics of a random time 7 defined on a filtered probability space (2, F,F,P).

Given a finite random time 7 and the non-adapted process H := 1|, o[, we focus on the dual
optional (predictable) projections of the process H. It is evident that the optional and predictable
projection depends on the choice of filtration. Thus throughout the rest of this thesis, if there is
a need to distinguish between projections on different filtrations, then we will adapt the following
notation for the dual F-optional projection and the dual F-predictable projection of H = 1, o:

ADT = (H)PT, AT = (H)PT, te[0,00).
Furthermore, the F-optional projections are denoted by:
FF = oFmy,,  GPFi=Fa-H), tel0,0).

Since the random time 7 is finite, one can show that GT7 = 0 almost surely, and thus FL* =
FoF = 1.
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Definition 1.5.1. Given a filtration F, the process G™F is termed the Azéma supermartingale
associated with the random time 7 .

Proposition 1.5.1. The process G™F is generated by A™F or ATF, that is
GTF = Es (A;;F _ATF ]]-‘t) and GTF = Ep (Agf — AP ]-"t) (1.1)
for all t € ]0,00).

Proof. Using Lemma 1.4.3, we can define the following F-martingale associated with the dual F-
optional projection

mZ’F = F[’F — AI’F, t € [0,00).
Similarly, the F-martingale associated with the dual F-predictable projection is given by

m]" = FTF — ATF t € [0, 00).
It should be stressed that m{™ (mg™) and AJ" (A7™) are not necessarily zero and m™F and m™F
are both continuous at infinity. Since FZF = 0, the processes mj’F and mtT’]F take the form,
miF = Ep (1—AZF|K:) and m{™ = Ep (1—AZF|K;) for t € [0,00). It is now easy to obtain
the representation stated in (1.1). O

Definition 1.5.2. From Proposition 1.5.1, we obtain on [0, 00) the following decompositions:
(i) the optional additive decomposition of the Azéma supermartingale associated with 7

G = Ep (AL | K1) — AT = M7" — AT (1.2)

where M]" := Ep (ATF|Ky).
(ii) the predictable additive decomposition of the Azéma supermartingale associated with 7

Gr* =B (A ) - A7 = M7 - A7 13)
where M := Ep (AZF ‘ ).
Another process of interest is V™F := (1 — 1), ). It is known from [62] that
VTF — GTF f AATF, voF = qmF, VI’F =GmF, (1.4)

The above equalities will later be useful in obtaining an optional multiplicative system associated
with a random time 7.

For ease of presentation, whenever there is no danger of confusion with the random time 7
and the filtration F, we shall omit the superscripts ™F on the (dual) projections of H = 17 o0f -
We thus denote the dual optional and predictable projections of H by A and A, respectively. The
optional projection of H will be denoted by F' and the optional projection of ¢ ] by V. Therefore,
equations (1.2) and (1.3) can be rewritten as

Gy = M, — Ay,
for the optional additive decomposition and
Gy = M; — Ay,
for the predictable additive decomposition of G. Consequently, the optional additive decomposition

of F' is given by
Fy=1- M+ A,
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and the predictable additive decomposition becomes

Fo=1-M; + Ay,

Another important process under consideration will be the increasing process D, such that 0 <
Dy <1 and Dy is Foo-measurable. It is defined by setting, for all t € R,

Note that we can recover the (P, F)-submartingale F' associated with 7 since
Ft = P(T <t | ]:t) = ]E[p(Dt | .Ft)

Recall that the supermartingale Gy = 1 — Fy = P(7 > t | F;) is called the Azéma supermartingale of
7. Therefore, we find it natural to refer to the (P, F)-submartingale F' as the Azéma submartingale
of 7.

Definition 1.5.3. The (P, F)-conditional distribution of 7 is the random field (Fy,¢), cr, given by
Fu,t Z:P(T§U|ft), Vu,t€R+.
The (P, F)-conditional survival distribution of T is the random field (Gu,t), ¢cr, given by

Gu,t = P(T>’U/|]:t):1—Fu’t, Vu,t€R+.

Note that the following equalities are valid, for all ¢ < u,
Fui=Ep(Hy | F:) =Ep(Fy | Ft) (1.6)

and thus, in particular, the equality F; = F;; holds for all ¢ € R,. It is also worth noting that
D; = F; , for all t € R. Tt is obvious that the random field (Fu,t)u,ter, Provides more information
about the probabilistic properties of a random time than the Azéma submartingale F'. We will later
argue that the knowledge of a process D also conveys more information about a random time than
the Azéma submartingale F'. This is intuitively clear, since when a random time 7 is not known
then F' can always be recovered from D but, in general, the converse implication does not hold. It
appears that, for a given Azéma submartingale F', one may find several increasing processes D such
that D; is Foo-measurable and D generates F', meaning that the equality Fy = Ep(D; | F;) holds for
all ¢.

In the following, we will sometimes refer to the following two assumptions, which are also fre-
quently used in the existing literature.

Definition 1.5.4. (i) We say that a random time satisfies assumption (A) whenever P(t = S) =0
for all IF stopping times S, meaning that 7 avoids all F stopping times.
(ii) We say that assumption (C) is satisfied whenever all (P, F)-local martingales are continuous.

Let us conclude this section with an application of Proposition 1.4.1. The following result provides
a sufficient condition for the continuity of the dual optional (predictable) projection of H.

Lemma 1.5.1. If a random time 7 avoids all F-stopping times then the F-dual optional projection
of H=1[, [ s continuous.

Proof. By setting Ay = H; = 1{,<; in Proposition 1.4.1, we obtain

Ep (AHZ1 (5<00)) = Er (Lr=s)L(5<00}) <P(r=5) =0,

since, by assumption, P(r = S) = 0. O



Chapter 2

Enlargement of Filtration

The theory of enlargement of filtration has been studied in the past thirty years and is centered
around the two following hypotheses:

(i) The hypothesis (H): any martingale in the smaller filtration is again a martingale in the larger
filtration.

(ii) The hypothesis (H'): any semimartingale in the smaller filtration is again a semimartinagale in
the larger filtration.

More specifically, the study of enlargement of filtration usually assumes the existence of a finite
random time 7 on some filtered probability space (2, F,P) endowed with a filtration F = (F;);>0
satisfying the usual conditions. It is then typical to study the hypothesis (H) and the hypothesis
(H’) under the assumption that the larger filtration is obtained by either the initial or the progressive
enlargement with the random time 7 (see Definition 2.2.1 and Definition 2.3.1).

The purpose of this chapter is to present several known results from the literature of enlargement
of filtrations. Note that the main focus of this thesis is on the progressive enlargement with a random
time, therefore, we shall only present only a few results on the initial enlargement, while the rest of
the chapter is devoted to results on characterization of progressive enlargement and semimartingale
decompositions. The main source of reference for this chapter are the works by Jacod [50], Jeulin
[62, 63], Jeulin and Yor [65, 66] and Jeanblanc and Le Cam [57].

2.1 Preliminaries

We work on a probability space (€2, F,P) endowed with a filtration F = (F;);>0 satisfying the usual
conditions and we assume that 7 is a random time with values in R, defined on this space.

Definition 2.1.1. By an enlargement of F associated with T (or, briefly, an enlargement of F) we
mean any filtration K = (KC;)ier, in (2, F,P), satisfying the usual conditions, and such that: (i)
the inclusion F C K holds, meaning that F; C K; for all ¢t € Ry, and (ii) 7 is a K-stopping time.

Definition 2.1.2. We say that the hypothesis (H) is satisfied by filtrations F and K under P if any
(P, F)-martingale is also a (P, K)-martingale. We sometimes write F < K or say that F is immersed
in K.

Lemma 2.1.1. Assume that F C K. Then F — K if and only if any of the following equivalent
conditions holds:

(i) for any t € Ry, the o-fields Foo and K, are conditionally independent given F; under P, that
is, for any bounded, F.-measurable random variable & and any bounded, Ki-measurable random
variable n we have

Ep (én| F) =Ep (€] F) Ep (n| F2) (2.1)

23
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(ii) for any t € Ry and any u > t, the o-fields F,, and K are conditionally independent given F,
(iii) for any t € Ry and any bounded, Fu-measurable random variable £

Ee (€]K:) =Ep (€| F2), (2:2)
(iv) For any t € Ry and any bounded, K;-measurable random variable 7

(v) In particular, if K is the progressive enlargement of F (see Definition 2.3.1) with T, then for any
teR,
P(r>t|F)=P(r>t|Fx). (2.4)

Definition 2.1.3. We say that the hypothesis (H') is satisfied by filtrations F and K under P if any
(P, F)-semimartingale is also a (P, K)-semimartingale.

The study of the hypothesis (H’) is usually conducted in two steps. First, one aims to established
whether the hypothesis (H') is satisfied by F and K under P. If the hypothesis (H’) holds true,
then the next step is to find out what is the (P, K)-semimartingale decomposition of any (P, F)-local
martingale. Therefore it is important to know characterisation of the class of semimartingales given
an arbitrary filtration F. For this purpose, we quote the Bichteler-Dellacherie theorem, which shall
be useful in showing that the hypothesis (H’) holds between F and K (some enlargements of F).

Theorem 2.1.1. A F-adapted process X is a F-semimartingale if and only if for any sequence of
simple F-predictable process converging uniformly to zero, the stochastic integral with respect to X
converges to zero in measure.

The next proposition shows that if the hypothesis (H') is satisfied between F and K, then the
hypothesis (H') is also satisfied between F and K. (the right continuous modification of K).

Proposition 2.1.1. If the hypothesis (H') is satisfied between F = (F;)i>0 and K = (K¢)i>o then
the hypothesis (H') is also satisfied between F = (Fy)i>0 and Ky = (K )i>o0-

Proof. Suppose M¥ is a bounded F-martingale (the right continuous version). The hypothesis (H’)
is satisfied between F and K with the K-semimartingale decomposition of M¥ is given by M} =
MF + A% where M¥ is a K-local martingale and A* a K-adapted locally bounded variation process.
Let (Ty,)nen be a common localisation sequence for the MX and A¥, then for every n € N, the
process My, = M, — Af ;. is a K-martingale. For every n € N, using Proposition 2.44 from

[48], we define the K -martingale
J\//jtn = lsliftl MF/\TH = MtFATn - ls}ﬁl A]E/\Tnv

with the second equality holds by right continuity of M F. Tt is also not hard to see that for every
n € N, we have My* = M}, . One can then define a K -local martingale by setting (7p = 0)

/\K o —_. o .
M, T= E MtZ]lHTi—hTi[[ (t) = MI]SF - E 1;$A§ATiﬂﬂTi—l1TiH (t)
i=1

i=1

This tells us that K, -semimartingale decomposition of any bounded F-martingale M is given by
M; = MiK 4+ Af*, where the K -adapted locally bounded variation process AK+ ig given by

K .
At R leli?AEg/\Tiﬂ[[Ti—laTiﬂ(t)'
=1

With this we conclude the proof. O
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Remark 2.1.1. One should be careful that regularisation is done after the process is stopped. In
general, one can not interchange stopping and limit from the right as the processes are not assumed
to be cadlag.

In the following sections, we introduce the two forms of enlargements, which were studied in
the existing literature, that is, the initial and the progressive enlargement of F with a random time
7. In addition, we shall also mention the class of honest times. To conclude this chapter, we
give an overview of known results concerning semimartingale decomposition of F-martingales in the
respective enlargement of F.

2.2 Initial Enlargement

Definition 2.2.1. The initial enlargement of F is the filtration F(7) = (]-"t(T))t.gR+ given by the
equality ]-'t(T) = Ng>t (0(7) V Fs) for all t € R

Lemma 2.2.1. Suppose that X is an integrable (") -adapted process. Then X takes the form

X; =limX*
qlt

T,q7

where the map X is B(Ry) ® F, measurable.

5,9

Proof. By Corollary 2.4 in [97], for an integrable process X,
X, = (X | A7) = limEe (X, |o(7) v F,)
q

Since for ¢ > t, we have Ep (X; |0 (1) V F,;) € F,V o(r), therefore, there exists an B(Ry) ® F,
measurable map (s,w) — X7 (w) such that

lqi?tlEP (Xi|o(r)VF,) = lg?th:»q

and this concludes the proof O

Lemma 2.2.2. Suppose X is a bounded F(7) -predictable process zero at t =0, then for any t >0,
the process X has the following representation Xy, = X, where X,, € B(R;+) @ P(F).

Proof. The F(")-predictable o-algebra P(F(7)) is generated by

PF) = {Ax {0} : Ae F\PYU{Ax]s,1] :0<s<t, s,teQq, Ae \/ F}

r<s

Since the o-algebra \/ __ " is contained in o(r) V F,. Therefore, any \/,_. F\") measurable

r<sv T

P r<s
random variable A takes the form A; ;, where A, s is B(R;) ® F, measurable.

We need only to prove the claim of the lemma for the generators of P(F(7)) restricted to (0, c0).
The generator thus takes the form A, 1}, ,. It is obvious that 1,4 is a left-continuous process in
t. I_t remains to observe that for a fixed u > 0 the map Ay,s 1s Fs-measurable. Hence Auys]l}&t] is
B(R) ® P(F) measurable and it is sufficient to take Xy ; := Ay 515y

Theorem 2.2.1. (Jacod’s Criterion) If the F-conditional distribution of a random time 7 is ab-
solutely continuous with respect to an o-finite measure on B(R,.), then hypothesis (H') is satisfied
between F and F(7).

Jacod’s criterion was first formulated for the initial enlargement F(7) only. However, in general,
one can formulate Jacod’s criterion as an assumption on the F-conditional distribution of 7 and can
study any enlargement of F.
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Definition 2.2.2. A pair of (7,P) is said to satisfy the density hypothesis if there exists a positive
random field m, ; and a o-finite measure 7 on B(R) such that for a fixed s > 0, the process (Mg 1 )>s
is a (P, F)-martingales and the F-conditional distribution F}] ;, admits the following representation

FT, = Mg ¢ AN, u < t.

w,t T
[0,u]

Semimartingale decomposition of F-martingale under the density hypothesis has been examined
by several papers including, Jeanblanc and Le Cam [57] and El Karoui et al. [35].

Theorem 2.2.2. Suppose that X is a (P, TF)-local martingale and T satisfies the density hypothesis.
Then the process X, which is given by

— 1
Xt :Xt+/ 7<X7mu,->s )
(0

1] My, s— u=T7
is a (P,F(")-local martingale.
Remark 2.2.1. Jeanblanc and Le Cam [57] have shown that if the random time satisfies density
hypothesis then hypothesis (H’) is also satisfied between F and the progressive enlargement of F
with 7. They also computed explicitly (see Theorem 2.3.2) the semimartingale decomposition of any
(P, F)-martingale in the progressive enlargement of F.
In the following, we provide a simple extension of Jacod’s criterion.

Proposition 2.2.1. Given a random time 7, if the F-conditional distribution of T satisfied the ran-
dom Lipschitz condition, then the hypothesis (H') is satisfied between F and the initial enlargement
of F with 7.

Proof. Given an F-semimartingale X, we will prove the claim by contradiction. If X is not a F(7)
semimartingale, then by Theorem 2.1.1 there exists t > 0, € > 0 and a sequence of simple F(7)-
predictable process {£"}, . converging uniformly to zero, such that

inf e (1A ](€" ¢ X)) > e

Firstly, for large enough n, the process ({')s>0 is bounded and F()-predictable.

The non-decreasing process (Fi(u)),>0 is random Lipschitz, that is, there exists some positive
integrable process K, such that

|Fy(u) — Fi(s)| < Kilnu — ns)

where 7 is a o-finite measure on B(R; ). Then it is easy to see that

|[Fy(u) = Fy(s)| < VK — Kens|V/|Fy(w) — Fi(s)]-
Then by the Kunita-Watanabe inequality, we obtain

1/2 1/2
/ 1A (" (u) @ X), Fy(du) < (/ |1/\(§"(u)oX)|2th77u> (/ dFu,t>
[0,00( [0,00] [0,00[

1/2
S (/ |1/\(§n(u).X)|thnu> (Foo,t _F‘O,t)l/2
(0,00

By taking the expectation and using the Cauchy-Schwartz inequality, we obtain

Ep (1A (£" 0 X)) <Ep (/[o [ LA (" (u) e X) | K, d77u> Ep (Foot — Fot)

<P(r>0) (/{0 []EQt (LA (€™ (u) @ X)) d%)
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where dQ; = K;dP. The term Eq, (|1 A (£§"(u) @ X)|) in the right-hand side converges to zero,
since the semimartingale property is invariant under an absolutely change of measure and X is an
F-semimartingale. O

2.3 Progressive Enlargement

The initial enlargement does not seem to be well suited for the analysis of a random time since

it postulates that o(7) C }"éT), meaning that all the information about 7 is already available at
time 0. It appears that the following notion of the progressive enlargement is more suitable for
formulating and solving problems associated with an additional information conveyed by observations
of occurrence of a random time 7.

Definition 2.3.1. The progressive enlargement of F is the minimal enlargement, that is, the smallest
filtration F™ = (F7)ier, , satisfying the usual conditions, such that F C F™ and 7 is a F7-stopping
time. More explicitly, F] = Ngse0(T At)V Fy for allt € Ry.

We shall often denote the progressive enlargement of F with a random time 7 by G when there
is no confusion between random times.

Let H be the filtration generated by the process Hy = 1, <. It is clear that F” C FVH C F(T),
In fact, the inclusion F” C K necessarily holds for any enlargement of F. In the rest of the thesis,
we will mainly work with the progressive enlargement F”. However, we would like first to clarify the
relationships between various filtrations encountered in the existing literature.

One can find a comment by Meyer [86], where he essentially introduces the progressive enlarge-
ment as in the form given in Definition 2.3.2. We first make this comment explicit and find it
convenient to introduce the following definition, which hinges on a natural modification of F’ which
is introduced in the next section, where we study the class of honest times.

Definition 2.3.2. The family Fr = (ﬁ[)t€R+ is defined by setting, for every ¢ > 0,
Fr={AeF |34, € F,and A,, € F7) such that A = (A, N {r >t}) U (A, n{r <t}H}.
We note that, for all ¢ € R,
Fo{r>ty=Fn{r>t}, Fn{r<ty=F"n{r<t}. (2.5)

It is easily seen that the o-field .7?{ is uniquely characterized by conditions (2.5). The next result
shows that the family F” coincides in fact with the progressive enlargement F7.

Lemma 2.3.1. If 7 is any random time then F™ = B

Proof. Recall that F7 = Nesy(o(7 A s) V Fe) and FL7 = Nesy(0(7) V Fu) (see Definition 2.2.1 and

~

Definition 2.3.1). To show that F] = F7, it suffices to check that conditions (2.5) are satisfied by
F7. The following relationship for all t € R, is immediate,

Fn{r>tycFn{r>t}cF n{r>t}=Fn{r>th
This shows that 77 N {r >t} = F; N {7 > t}, while on the other hand,
Frn{r <t} = Nest(c(r AS) VF)N{r <t} = Nesi(o() VF)N{r <t} = F ) n{r <t}
since o(7 As)N{r <t} =o(r)N{r <t} for every s > t. O

Definition 2.3.3. We say that an enlargement K is admissible before 7 if the equality KC; N {7 >
t} = F, N {7 >t} holds for every t € R,.
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It is easy to see that the filtration Fr (and hence F7) is admissible before 7. When dealing with
a semimartingale decomposition of an F-martingale after 7, we will use the following concept.
Definition 2.3.4. We say that an enlargement K is admissible after 7 if the equality KC; N {r <
t} = ]—'t(T) N {7 <t} holds for every ¢t € R,..

It is clear that the filtration F~ (and thus F7) is admissible after 7 for any random time. Note
also that if an enlargement K is admissible before and after 7 then simply K = F.

Lemma 2.3.2. For any integrable, random variable n and any enlargement K = (KC;)1>0 admissible
before T we have that, for any t € Ry,

Ep (Lrsiyn | Ki) = Gy 'Be (Lgrsyn | Fi) - (2.6)

Lemma 2.3.3. For any integrable, random variable n and any enlargement K = (KCy)1>0 admissible
after T we have that, for anyt € Ry,

EP (]l{rgt}n ‘ K:t) = I;gl E]p (]l{rgt}n ‘ O'(T) Vv .7:S> . (27)
Proof. 1t suffices to show that
Ep (1{r<yn|Ki) = Ep (ﬂ{rgt}ﬁ ‘ ]:t(T)) : (2.8)

Equation (2.7) will then follow from Corollary 2.4 in [97], since }"t(T) = Ns>¢ (0(7) V Fs). To establish
(2.8), we will first check that, for every A € K,

Ep (1al,<yn) = Ep (ﬂA]l{Tgt}]EP (77 | ]:t(T))) :

Since, by assumption, KC; N {r <t} = ]-'tT) N {7 < t}, there exists an event B € .7-}(7) such that
An{r <t} = Bn{r <t}. Consequently,

Ep(Lalir<in) =Ep(1plr<yn) = Ep(1pl{<nEe(n| ‘Ft(T))) =Ep(1al{r<iEr(n| ]:t(T)))-

Hence
Ep(Lir<iyn | Ki) = Eo(LiranyBe(n | F)) | Ki) = 1ranBe(n| F7),

since the random variable 1<, Ep (77 | ffT)) is KCi-measurable. O
Lemma 2.3.4. Suppose X, is an integrable F™-adapted process, the process X can be represented as

Xy =Xl + lim X7 o1 <oy,

where )~(t = G;l]E]p (Xt]l{7>t} ’.7-}) is F; measurable and the map X' is B(RJr) ® JFq measurable.

5.
Proof. By Lemma 2.3.2 and Lemma 2.3.3

Xi = Ep (Xil oy [ F7) + Be (Xelrcty | F7)
= )A(:tﬂ{7>t} + 1;?1&1 1{79}]]*:1? (Xtﬂ{rgt} | U(T) V fq)

where )?t = G;IEP (Xt]l{7.>t} ’.7-}) € JFi. Since for ¢ > ¢, the process Ep (Xt]l{rgt} |O’(T) qu) is
FqV o(r)-measurable. Hence there exists a B(R) ® F-measurable map (s,w) — X7 (w) such that

lﬁrtlEp (Xilirzyy |o(m) VF,) = ll}i?Xw'
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Corollary 2.3.1. The o-algebra F{ is generated by Fo and the set {T = 0}.

Proof. It is enough to apply Lemma 2.3.4 and see that, for every A € FJ,

14 = Xol(rso) + E%Xq,oﬂ{fgo}-

The claim follows once we notice )?0 € Fo and limg g Xq,0 € Fo, since the filtration F is assumed to
be right-continuous. O

Lemma 2.3.5. Suppose that X is a bounded F™-predictable process zero at t = 0. Then the process
X has the following representation, for any t > 0,

Xy = X{1ron + Xeilicry,
where X| € P(F) and X,, € B(Ry) ® P(F).

Proof. The F™-predictable o-algebra P(F7) is generated by

PFT)={Ax {0} : Ac FolU{Ax]s,t] :0<s<t, s,teQy, Ac \/ FT}.

r<s

The o-algebra \/,_, F is contained in o(7 A s) V Fs. Therefore, any \/, _, FJ-measurable random
variable A takes the form Agss. s, where A, s is a B(R;) ® Fy-measurable map. We need only to

prove the claim of the lemma on the generators of P(F7). The generator of P(F™) takes the form
Asnrslys g = Asslis g Liz>ty + Asarslisgliz<y

It is obvious that 1), is a left-continuous process in . It now remains to show that the process
A s is F-adapted, which implies that A, 1), € P(F). On the other hand, for a fixed u > 0,
the map A, s is Fs-measurable and A, 1}, 4 is B(R; ) ® P(F)-measurable. It is sufficient to take
Xt/ = As,s]l]s,t] and Xu,t = Au/\s,sﬂ]s,t]' O

Theorem 2.3.1. Let F™ be the progressive enlargement of F with an arbitrary random time 7. If
X is a (P,F)-local martingale then the stopped process X7 is a (P,F7)-special semimartingale.
(i) The process

1 .
Xipr — / d((X, M), + X?) (2.9)
(0,tAT] Gu-

is a (P,F7)-local martingale, where XP stands for the dual F-predictable projection of the process
Xt =AX 1cpy.
(i) The process

1 _
Xopr — / d(X, M), (2.10)
(0,¢AT] Yu—

is a (P, F7)-local martingale, where M is the unique BMO martingale such that Ep(N,) = Ep(Neo M)
for every bounded (P, F)-martingale N.

Proof. See Proposition 2.5.1 and Proposition 2.5.2, respectively. O

In the recent paper by Jeanblanc and Le Cam [57], the authors computed the (P, F7)-semimartingale
decomposition of a (P, F)-local martingale under the density hypothesis. We quote the result in the
following.

Theorem 2.3.2 (Jeanblanc and Le Cam [57]). Assume that T satisfies the density hypothesis and
X is a (P,F)-local martingale. Then the process

. 1~ 1
X =X, 7/ ——dC, +/ (X,my,.)s
(0,¢nr] Gs— (rtvr] Ma,s— u=r

with C = (X, M) + B? is a (P,F7)-local martingale.
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2.4 Honest Times

In the theory of enlargement of filtrations, an important class of random times one often encounters
are honest times. Honest times are interesting and important, because they are the earliest class of
random time for which the (canonical) semimartingale decomposition in the progressive enlargement
of F was derived. Let us remind the reader once again the definition of an honest time.

Definition 2.4.1. A positive random variable L defined on a filtered probability space (Q, F,F,P)
is called an honest time if, for every t > 0, there exists an Fi-measurable random variable Ly such
that L is equal to Ly on the event {L < t}, that is, Llp<y = Lilr<4y.

Lemma 2.4.1. [Yor [107]] The following properties are equivalent:
(i) L is an honest time,
(ii) for every u < s, there exists an event Ays € Fs such that {L < u} = A,s N{L < s}.

Definition 2.4.2. We define the families G = (Gt)teR+a@ = (@)teﬂh and FL = (]?tL)t.gRJr of
o-algebras by setting, for all t € R,

G ={Ae F|3A, € F such that AN{L >t} = A, N {L > t}},
G ={A e F|3A;, € Fy such that An{L <t} =A,N{L<t}},

Lemma 2.4.2. If 7 is a honest time then F™ = Fr =F.

Proof. We start by noting that the inclusions F™ C F™ C F" are obviously satisfied. From Lemma 2.3.1,
we know that F7 = F7 for any random time, and thus F” = F” = F” for an honest time. O

Lemma 2.4.3. Let L be an honest time and X be an integrable IF‘L-adapted process. Then the
process X can be represented as follows

X =X{1on + X<y
where both X' and X are F-adapted.

Lemma 2.4.4. Let L be an honest time and X be a bounded IT?L—predictable process. Then the
process X can be represented as follows

Xy = Xlpsg + )A(tll{Lgt}
where both X and X are F-predictable processes.

It was shown by Yor [107] that the hypothesis (H') is satisfied by F and FZ (an alternative
proof is given in Dellacherie and Meyer [32]). The main result in Jeulin and Yor [65] (see Theorem
2 therein) furnishes the canonical decomposition of an F-local martingale X with respect to FL.
Recall that the filtration FZ is well defined only in the case when a random time L is an honest time

with respect to the filtration F. For an alternative proof of this result, see Theorem 15 in Jeulin and
Yor [66].

Theorem 2.4.1. Assume that X is an F-local martingale. We set C = (M, X) + BP, where M s
the martingale in the Doob-Meyer decomposition of G. Then the processes

= 1> _ Tircn _
X=X, —/ =4 g, X, +/ = (M, X)), (2.11)
(0,t] Gu- ¢ (0,t] 1—Gy- u
is a FE-local martingale.
Proof. See Proposition 2.5.3. O

Example 2.4.1. The last passage time of Brownian motion at particular level is an honest time.
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2.5 Proofs of Semimartingale Decomposition Results

The goal of this section is to provide a very brief, but self-contained, overview of techniques used to
derive the classic results regarding the semimartingale decomposition for the progressive enlargement
of filtration with the special emphasis on the case of an honest time. In particular, we give here the
proofs of Theorems 2.3.1 and 2.4.1. It should be stressed that neither results nor their proofs are
original; for more information and further results, the interested reader is referred to Jeulin [62, 63],
Jeulin and Yor [65, 66, 67] and Yor [107, 108].

Let 7 be any finite random time on a filtered probability space (2, F,F,P). We use the following
notation

T: ]]‘HO,T]](t)? ﬁ = ]lﬂT,oo[[(t)v
I= ﬂ[[O,‘r[[ (t)7 H= ]l[[T,oo[[(t)~

We use the standard notation for the (dual) F-optional and F-predictable and projections. In
particular, the dual F-optional projection H® (resp. the dual F-predictable projection HP) is a
positive, increasing, F-optional (resp. F-predictable) process. We denote (X ¢ Y); = f(o " X, dY,.

Remark 2.5.1. The ‘usual’ notation reads: For optional projections, referring to Section 1.5, it is
common to write

G=°(1-H)=°I, F=°H=1-G.

It is known that PI = G_ (see Jeulin [62]). Hence PH = P(1 —1) = 1 — G_ = F_. Note that
PF # F_, in general, since it may happen that P H # PH or, equivalently, that P1. # 0.
Lemma 2.5.1. Let N be a bounded (P, F)-martingale with Ny = 0. Then
Ep(N,) =Ep((N e H)o) = Ep((N @ H®) ) Lo Ep(NooHS,) (2.12)
= Ep(No Moo) = Ep([N, M) = Ep((N, M)oo)
where we set My = Ep(HS, | F;) so that M, = HS,.

Remark 2.5.2. One can check that °I = M — H° and thus the equality G = M — H° is an
F-optional decomposition of G. To this end, it suffices to show that for any increasing, F-adapted
process B with By = 0 we have that

Ep(((M — H?) @ B)oo) = Ep((°1 ® B)oo). (2.13)
To show that (2.13) is valid, we observe that, on the one hand,
Ep((°I ® B)oo) = Ep((1 @ B)os) = Ep(B-).
On the other hand, by setting Z = M — H®, we obtain from the It formula (note that Z,, = 0)
Ee((Z  B)oo) = Be(ZB)oc — (B— @ M)ow + (B— o H*)oc) = Ez((B— » H)) = Es(B,).
We conclude that (2.13) is satisfied.

Remark 2.5.3. One can show that the (P, F)-martingale M belongs to the class BMO and it is
the unique BMO (P, F)-martingale for which the equality Ep(N,) = Ep({N, M)~) holds for any
bounded (P, F)-martingale N.

Lemma 2.5.2. Let N be a bounded (P,F)-martingale with No = 0. Then
Ez(N,—) = Ep((N_),) = Ep((N_ o H)o) = Ez(N_ « H”)o) 2 Ep(N.o HZ,) (2.14)
= Ep(NooMso) = Ep([N, M) = Ep((N, M) o)

where we set My = Ep(HE | Ft) so that Mo = HE,.
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It is easy to see that the equality G = M — A holds and is in fact the predictable additive
decomposition of G introduced in Section 1.5.

Remark 2.5.4. One can show that the (P,[F)-martingale M belongs to the class BMO and it is
the unique BMO (P, F)-martingale for which the equality Ep(N,_) = Ep((IN, M)o,) holds for any
bounded (P, F)-martingale N.

Remark 2.5.5. It is worth noting that we may equally well use H° and M in Lemma 2.5.2. However,
a suitable ‘correction term’ will appear in formula (2.14). Specifically, (2.14) will become

Ep(N-—) = Ep((N, M)oo) — Ez((N, H?)oo).

Remark 2.5.6. If 7 avoids F-stopping times then M = M. The avoidance property (A) implies
that °(1j,7) = 0 and thus also P(1j,7) = P(H — J) = 0. Hence PF' = PH = F_. Furthermore,
(Ig-7)° = (I,7)? = 0. More details on the avoidance property (A) are required. Also, one can
study the property (C) stating that all (P, F)-local martingales are continuous.

2.5.1 Stopped Processes: Arbitrary Random Times

Let K be any filtration, for instance, any enlargement of F. The following result is well known.

Lemma 2.5.3. A bounded K-semimartingale Y is a K-martingale if and only if for any bounded
K-predictable process X we have that

Ep((X oY )s) =0.

In the rest of this section, we assume that K is any enlargement of F such that 7 is a K-stopping
time and K is admissible prior to 7. Recall that K is admissible prior to T if for every t € Ry

K:tﬂ{T>t}:]:tﬂ{T>t},

that is: for every t € Ry and A; € K; there exists gt € F; such that A, N {7 >t} = Zt Nn{r > t}.

Lemma 2.5.4. For any K-predictable process X there exists a unique F-predictable process K such
that X1o,r7 = Kljo,7- If X is bounded then one may take K bounded by the same constant.

Lemma 2.5.5. Let X be a K-predictable process. Then

P(XI)=P(KI)="IK. (2.15)

We assume that Y is a bounded (P, F)-martingale and we take for granted that the stopped
process Y7 is a special (P, K)-semimartingale. We only address the problem of explicit computation
of the (P, K)-canonical decomposition of Y7. Propositions 2.5.1 and 2.5.2 furnish two alternative
solutions to this problem, originally due to Jeulin [63] (Proposition 4.16 in [63]) and Jeulin and Yor
[65] (Theorem 1 in [65]), respectively.

Proposition 2.5.1. Assume that Y is a bounded (P, F)-martingale. The (P, K)-canonical decompo-
sition of the stopped process Y reads Y™ = M + A where the K-predictable process of finite variation

A equals

~ I
A, = (ff /O S0 Y, M), (2.16)

Proof. The proof hinges on Lemma 2.5.3. Let thus X be any bounded K-predictable process. Recall
that we denote by K the unique bounded F-predictable process such that X1jg.; = Kljo -
Hence

Ep(X oY )o) =Ep((K oY) =Ep((KeY),).
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By applying Lemma 2.5.1 to the bounded (P, F)-martingale N = K oY, we obtain
Ep((KoY);) =Ep((K oY, M)o) =Ep((K o (Y, M))x)

and Lemma 2.5.5 yields

Es((K o (Y, M))o) = Ep((K%o v, M>)OO) - EP((X% . (Y, M>)oo) = Ep((X o A)s).

We conclude that for any bounded K-predictable process X the following equality holds
Ep((X oY7)o) = Ep((X @ A)s).

Therefore, in view of Lemma 2.5.3, the process M =YY" — Ais a Klocal martingale. It is also
clear that A is a K-predictable process of finite variation and thus the equality Y™ = M + A is the
(P, K)-canonical decomposition of the stopped process Y. O

Proposition 2.5.2. Assume thatY is a bounded (P,TF)-martingale. The (P,K)-canonical decompo-
sition of the stopped process Y7 reads YT = M + A where the K-predictable process of finite variation
A equals

A

- d({Y, M)+ Vo) (27)

Zt=(f~-<<KM>+Y>)t:/Ot

rJ
where we denote Y = (AY o H)P.

Proof. Let X be any bounded K-predictable process. As before, we denote by K the unique bounded
F-predictable process such that X1o . = K1 ). We note that

Ep((X @Y )oo) =Ep((K @Y ")) =Ep((KeY),_ )+ Ep(K o (AY e H),).
By applying Lemma 2.5.2 to the bounded (P, F)-martingale N = K ¢ Y, we obtain
Ep((K oY), ) =Ep((K oY, M)s) = Ep((K @ (Y, M))s)

and Lemma 2.5.5 gives

Ep((K o (Y, M))o) = Ep((Ki. , M))OO) - IEP((Xio . M>)OO>.

rJ

Furthermore, since K is an F-predictable process
I .
Ep((K o (AY o H))oo) = Ep((K o (AY o H)P)) = ]E]p((X—f . Y) )
p 00

We conclude that for any bounded K-predictable process X

Ep((X oY T)s) = Ep((X%O v, M))Oo) n Ep((X%O Y)OO) — Ep((X o A)n).

Hence M = Y7 — A is a K-local martingale. It is also clear that Ais a K-predictable process of
finite variation. O
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2.5.2 Non-Stopped Processes: Honest Times

Let 7 be a finite honest time. We recall from Definition 2.4.2 that the filtration F7 is given by the
formula

= {A€G|3A, A, € Fy such that A= (A, N {r >t})U(A,n{r <t})}. (2.18)
We know from Lemma 2.4.4 that a process X is a IF‘T—predictable process if and only if
X =KI+LH=KIj,)+ L1roop(t)

for some F-predictable processes K and L. If X is bounded that one may take K and L bounded
by the same constant.

Lemma 2.5.6. Let X be a FT—predictable process. Then

P(XI)=P(KI)="IK, P(XH)=P(LH)="HL. (2.19)

We are in a position to compute the (P, I?T)—canonical decomposition of a bounded (P,F)-

martingale Y. We take for granted that Y is a (P,F7)-semimartingale. The following result can be
traced back to Theorem A in Barlow [6], Theorem 5.10 in Jeulin [63], Theorem 2 in Jeulin and Yor
[65], and Theorem 15 in Jeulin and Yor [66].

Proposition 2.5.3. Assume that Y is a bounded (P,F)-martingale. The (P,F7)-canonical decom-
position of Y reads Y = M + A where the F™-predictable process of finite variation A equals

A= (ff-mm)t—(£-<Y,M>)t=/ot£d<m‘4>u— O fl dY, M), (220)

Proof. Let X be any bounded E‘T—predictable process. Then
Ee((X o Y)oo) = E(KT 0 ¥)oo) + Eo((L(1 — I) 0 ¥)oo) = Eg((K o ¥),) — Ez((L s ),)

since Ep((L @ Y)o,) = 0. By applying Lemma 2.5.1 to the bounded (P,F)-martingales K o Y and
L eY we obtain - -
Ep((KeY)r) =Ep((KeY,M)) =Ep((K o (Y, M))o)

and
E]P’((L b Y)T) = EP(<L b Y7 M>00) = E]P’((L i <Y7 M>)OO)

Lemma 2.5.6 gives

Be((K o (V,0)) = B (K=o (v.0D) ) =Eo((X20 (vi01)) )

and

Be((L o (Y. 01))) = Be (L o (01) ) =B (X2 o (va0D) ).

We conclude that for any bounded ﬁT—predictable process X the following equality holds
Ep((X 0Y)oo) = Ep((X @ A)o).

Hence M =Y — A is a F™-local martingale. It is easy to see that AisaFr- predictable process of
finite variation, so that the equality ¥ = M + A is the (P, FT) canonical decomposition of Y. O

Remark 2.5.7. One can also establish a counterpart of Proposition 2.5.2.



Chapter 3

Constructing Random Times with
Given Survival Processes

This chapter is based on the paper by Gapeev, Jeanblanc, Li and Rutkowski [44] published in
Contemporary Quantitative Finance, C. Chiarella and A. Novikov, eds., Springer, Berlin, 2010, pp.
255-280.

3.1 Introduction

The goal of this work is to address the following problem:

Problem (P). Let (©2,G,FF,IP) be a probability space endowed with the filtration F = (F;)ser, -
Assume that we are given a strictly positive, cadlag, (P,F)-local martingale N with Ny = 1 and
an F-adapted, continuous, increasing process A, with Ag = 0 and A, = oo, and such that G; :=
Nie=At <1 for every t € Ry. The goal is to construct a random time 7 on an extended probability
space and a probability measure QQ on this space such that:
(i) Q is equal to P when restricted to F, that is, Q|7 = P|#, for every ¢t € Ry,
(ii) the Azéma supermartingale G(t@ =Q (7’ >t | }"t) of 7 under Q with respect to the filtration [F
satisfies

G2 =N ™, VieR,. (3.1)

In that case, the pair (7, Q) is called a solution to Problem (P).

We will sometimes refer to the Azéma supermartingale G9 as the survival process of 7 under Q
with respect to F. The solution to this problem is well known if N; = 1 for every t € R (see Section
3.3) and thus we will focus in what follows on the case where N is not equal identically to 1.

Condition (i) implies that the postulated inequality G; := Nye™™* < 1 is necessary for the
existence of a solution (7, Q). Note also that in view of (i), the joint distribution of (N, A) is set to
be identical under P and Q for any solution (7,Q) to Problem (P). In particular, N is not only a
(P, F)-local martingale, but also a (Q, F)-local martingale. However, in the construction of a solution
to Problem (P) provided in this work, the so-called H-hypothesis is not satisfied under Q by the
filtration F and the enlarged filtration G generated by F and the observations of 7. Hence the process
N is not necessarily a (Q, G)-local martingale.

In the approach proposed in this work, in the first step we construct a finite random time 7 on
an extended probability space using the canonical construction in such a way that

G¥ ::]P’(T>t|]:t) =e M VieR,.

To avoid the need for an extension of €, it suffices to postulate, without loss of generality, that there
exists a random variable © defined on (2 such that © is exponentially distributed under P and it is

35
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independent of F,. In the second step, we propose a change of the probability measure by making
use of a suitable version of Girsanov’s theorem. Since we purportedly identify the extended space
with , it make sense to compare the probability measures P and Q. Let us mention in this regard
that the probability measures P and Q are not necessarily equivalent. However, for any solution
(1,Q) to Problem (P), the equality Q(7 < oco) = 1 is satisfied in the present set-up (see Lemma
3.4.1) and thus 7 is necessarily a finite random time under Q.

In the existing literature, one can find easily examples where the Doob-Meyer decomposition of
the Azéma supermartingale is given, namely, G; = M; — A; (see, e.g., Mansuy and Yor [79]). It
is then straightforward to deduce the multiplicative decomposition by setting N; = fot el dM, and

Ay = Ot g;:j. However, to the best of our knowledge, a complete solution to the problem stated

above is not yet available, though some partial results were obtained. Nikeghbali and Yor [93] study
a similar problem for a particular process A, namely, A; = In(sup,, IV;) for a local martingale N,
which converges to 0 as t goes to infinity. It is worth stressing that in [93] the process G can take the
value one for some ¢ > 0. We will conduct the first part of our study under the standing assumption
that G; < 1. However, to provide an explicit construction of a probability measure Q, we will work
in Section 3.5 under the stronger assumption that the inequality G; < 1 holds for every ¢ > 0.

This chapter is organized as follows. We start by presenting in Section 3.2 an example of a
random time 7, which is not a stopping time with respect to the filtration F, such that the Azéma
supermartingale of 7 with respect to F can be computed explicitly. In fact, we revisit here a
classic example arising in the non-linear filtering theory. In the present context, it can be seen as a
motivation for the problem stated at the beginning. In addition, some typical features of the Azéma
supermartingale, which are apparent in the filtering example, are later rediscovered in a more general
set-up, which is examined in the subsequent sections.

The goal of Section 3.3 is to furnish some preliminary results on Girsanov’s change of a probability
measure in the general set-up. In Section 3.4, the original problem is first reformulated and then
reduced to a more tractable analytical problem (see Problems (P.1)—(P.3) therein). In Section 3.5,
we analyze in some detail the case of a Brownian filtration. Under the assumption that Gy < 1 for
every t € Ry, we identify a solution to the original problem in terms of the Radon-Nikodym density
process.

Section 3.6 discusses the relevance of the multiplicative decomposition of survival process of
a default time 7 for the risk-neutral valuation of credit derivatives. From this perspective, it is
important to observe that a random time 7 constructed in this work has the same intensity under
P and Q, but it has different conditional probability distributions with respect to F under P and Q.
This illustrates the important fact that the default intensity does not contain enough information
to price credit derivatives (in this regard, we refer to El Karoui et al. [36]). In several papers in the
financial literature, the modeling of credit risk is based on the postulate that the process

tAT
Mt = H{Tgt} — / )\u du
0

is a martingale with respect to a filtration G such that 7 is a (totally inaccessible) G-stopping time.
However, we will argue in Section 3.6 that this information is insufficient for the computation of
prices of credit derivatives. Indeed, it appears that, except for the most simple examples of models
and credit derivatives, the martingale component in the multiplicative decomposition of the Azéma
supermartingale of 7 has a non-negligible impact on risk-neutral values of credit derivatives.

3.2 Filtering Example

The starting point for this research was a well-known problem arising in the filtering theory. The goal
of this section is to recall this example and to examine some interesting features of the conditional
distributions of a random time, which will be later rediscovered in a different set-up.
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3.2.1 Azéma Supermartingale

Let W = (W, t € R;) be a Brownian motion defined on the probability space (©2,G,P), and 7 be
a random time, independent of W and such that P(7 > t) = e~ for every ¢t € Ry and some fixed
A > 0. We define the process U = (U, t € Ry) by setting

2
U, = exp((a—&—b—az)t—b(t—T)"'—l—aWt),

where a, b and ¢ are some given strictly positive constants. One can check that the process U solves
the stochastic differential equation

dUt = Ut (a + b]]-{‘r>t}) dt + Ut O'th. (32)

In the filtering problem, the goal is to assess the conditional probability that the moment 7 has
already occurred by a given date ¢, using the observations of the process U driven by (3.2).

Let us take as F the natural filtration of the process U, that is, F; = o(Us |0 < s < t) for
t € R;. By means of standard arguments (see, e.g., [104, Chapter IV, Section 4] or [77, Chapter IX,
Section 4]), it can be shown that the process U admits the following semimartingale decomposition
in its own filtration
dUt = Ut(a + bGt) dt + UtO' th,
where G = (G, t € Ry) is the Azéma supermartingale, given by Gy = P(r > t|F), and the
innovation process W = (W, t € R, ), defined by

_ b [t
Wy =W, + —/ (]1{T>u} — Gu) du,
g Jo

is a standard Brownian motion with respect to F. It is easy to show, using the arguments based
on the notion of strong solutions of stochastic differential equations (see, e.g. Liptser and Shiryaev
[77, Chapter IV, Section 4]), that the natural filtration of W coincides with F. It follows from [77,
Chapter IX, Section 4] (see also Shiryaev [104, Chapter IV, Section 4]) that the process G solves the
following stochastic differential equation

b _
AGy = —\Grdi + 2 Gi(1 = Gy) dW, (3.3)
(o)
so that the process N = (N, t € R), given by N; = eMGy, satisfies
b B
dNt = — CAt Gt(l — Gt) th (34)
g

Since G(1 — G) is bounded, it is clear that N is a strictly positive (P, F)-martingale with No = 1.
We conclude that the Azéma supermartingale G of 7 with respect to the filtration F admits the

following representation
Gy = Nye ™™, VteR,, (3.5)

where the (P, F)-martingale N is given by (3.4).

Let us finally observe that equality (3.3) provides the (additive) Doob-Meyer decomposition of the
bounded (P, F)-supermartingale G, whereas equality (3.5) yields its multiplicative decomposition.

3.2.2 Conditional Distributions
From the definition of the Azéma supermartingale G' and the fact that (G e, t € Ry) is a (P,F)-
martingale it follows that, for every fixed u > 0 and every ¢ € [0, u],

P(r > u|F) =Ep(P(T > u| Fu) | Fi) = e MEp(N, | Fr) = e M N, (3.6)

Standard arguments given in Shiryaev [103, Chapter IV, Section 4] (which are also summarized in
[104, Chapter IV, Section 4]), based on an application of the Bayes formula, yield the following
result, which extends formula (3.6) to t € [u, 00).
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Proposition 3.2.1. The conditional survival probability process equals, for every t,u € Ry,

X .
P(r>u|F) =1— —— + X, Yypn e M, (3.7)
Xu/\t
where the process Y is given by
b 2a +b— o2
Y: = exp <2(ant—a+Ut)> (3.8)
o 2
and the process X satisfies
1 t
—=1 +/ e dY,. 3.9
Xt 0 (3.9)
It follows immediately from (3.7) that
Gy = XY, e M

so that the equality N = XY is valid, and thus (3.7) coincides with (3.6) when ¢ € [0, u]. Moreover,
by standard computations, we see that

b b2
dYy = =Y, dWi + — G, dt. (3.10)
o o
Using (3.4) and (3.10), we obtain
N, b -
dX; = d(—t> — 2 G X, AW,
Y: o
and thus X is a strictly positive (P, F)-martingale with X, = 1.

Finally, it is interesting to note that we deal here with the model where
T:inf{t6R+I At Z("‘)}

with A; = At (so that A7 = ©) and the barrier © is an exponentially distributed random variable,
which is not independent of the o-field Fo,. Indeed, we have that, for every u > 0 and 0 <t < u/A,

PO >u|F) =P(r > u/A|F) = Nee™* # e

3.3 Preliminary Results

We start by introducing notation. Let 7 be a random time, defined the probability space (2, G, F,P)
endowed with the filtration [F, and such that P(r > 0) = 1. We denote by G = (G;)iecr, the
P-completed and right-continuous version of the progressive enlargement of the filtration F by the
filtration H = (H;):er, generated by the process H; = l;<;y. It is assumed throughout that the
H-hypothesis (see, for instance, Elliott et al. [35]) is satisfied under P by the filtrations F and G so
that, for every u € Ry,

P(r>u|F)=P(r>u|F,), Vtel[u,o0).
The main tool in our construction of a random time with a given Azéma supermartingale is a locally

equivalent change of a probability measure. For this reason, we first present some results related to
Girsanov’s theorem in the present set-up.
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Properties of (P, G)-Martingales

It order to define the Radon-Nikodym density process, we first analyze the properties of (P, G)-
martingales. The following auxiliary result is based on El Karoui et al. [36], in the sense that it can
be seen as a consequence of Theorem 5.7 therein. For the sake of completeness, we provide a simple
proof of Proposition 3.3.1. In what follows, Z stands for a cadlag, F-adapted, P-integrable process,
whereas Z;(u) denotes an O(F) @ B(R,)-measurable map, where O(F) stands for the F-optional
o-field in Q x Ry (for details, see [36]).

Proposition 3.3.1. Assume that the H-hypothesis is satisfied under P by the filtrations F and G.
Let the G-adapted, P-integrable process Z® be given by the formula

Zf = Z\l(rsgy + Ze(T)lp<y, VEERy, (3.11)

where:
(i) the projection of Z® onto F, which is defined by

Z{ =Fp (ZE | Fi) = ZuP (7 > t| Fi) + B (Zo(1) 1<y | F)
is a (P, F)-martingale,

(ii) for any fired u € Ry, the process (Z:(u), t € [u,0)) is a (P,F)-martingale.
Then the process Z© is a (P, G)-martingale.

Proof. Let us take s < t. Then
Ep (Z7 | Gs) = Ep (Zil(rsay | Gs) + Be (Ze(T)hsaresy | Gs) + Bp (Ze(T)Lr<sy | Gs) = I + I + I,
For I; and I, we apply the standard formula

1 1
I+ 1y = ]]-{T>S}@ Ep (Z,GY | Fs) + ]1{7'>S}@ Ep (Zo(T)Ljs<r<ty | Fs) »

whereas for I3, we obtain
Iy = Ep (Ze()L{r<s} | Gs) = LireaBe (Ze(0) | F) ., = Lirea Br (Zs(u) | Fo) ) = Liresy Zs(7),

where the first equality holds under the H-hypothesis! (see Section 3.2 in El Karoui et al. [36]) and
the second follows from (ii). It thus suffices to show that Iy + Iy = Z,1;~}. Condition (i) yields

p (ZeGy | Fs) +Ep (Ze(T) L« s) —Lp (4s\T)L{r<s s) = 4sUg.
Ep (Z:G; | Fs) + Ep (Ze(T)Lfrzty | Fs) — Ep (Zs(T) 1<y | Fs) = Z,GY

Therefore,
1
Lth=1gs0 o5 (ZSGE’ + B ((Zo(7) = Zu(T) D (rzay | Fo) ) = Z (o),

where the last equality holds since

]E]p ((ZS(T) — Zt(T))]l{Tgs} | ]'-s) = ]l{TSs}]E[p ((ZS(U) — Zt(u)) | fs)u: = 0

T

For the last equality in the formula above, we have again used condition (ii) in Proposition 3.3.1. O

In order to define a probability measure Q locally equivalent to P under which (3.1) holds, we
will search for a process Z© satisfying the following set of assumptions.

1Essentially, this equality holds, since under the H-hypothesis the o-fields F; and Gs are conditionally independent
given Fs.
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Assumption 3.3.1. The process Z€ is a G-adapted and P-integrable process given by
Zp = Zl oy + Ze(T) o<y, Vit ER,, (3.12)

such that the following properties are valid:

(A.1) the projection of Z® onto F is equal to one, that is, Z; := Ep (Zf ’ Fi) = 1for every t € Ry,
(A.2) the process ZC is a strictly positive (P, G)-martingale.

Remarks 3.3.1. Since P(7 > 0) = 1 is clear that Z§ = Z; = 1, so that Ep(Z¢) = 1 for every
t € R,.. We will later define a probability measure Q using the process Z® as the Radon-Nikodym
density. Then condition (A.1) will imply that the restriction of @ to F equals P and, together with

the equality Z = N, will give us control over the Azéma supermartingale of 7 under Q. Let us also
note that assumption (A.1) implies that condition (i) of Proposition 3.3.1 is trivially satisfied.

The following lemma provides a simple condition, which is equivalent to property (A.1).
Lemma 3.3.1. The projection of Z¢ on F equals Z} = Ep (Zf’ | ]-'t) =1 if and only if the processes
Z and Zy(7) satisfy the following relationship

7 = 1= Ep (Zu(T) sty | F2)
b P(T>t|]:t)

. (3.13)

Proof. Straightforward calculations yield
Ep (Z7 | Fi) =Bp (Zil{rsey + Zo(M)lpeny | Fo) = ZeP (7> t| Fo) + Bp (Ze(1) 1<y | Fi) = 1.

The last equality is equivalent to formula (3.13). O

We find it convenient to work with the following assumption, which is more explicit and slightly
stronger than Assumption 3.3.1.

Assumption 3.3.2. We postulate that the process Z and the map Z;(u) are such that:
(B.1) equality (3.13) is satisfied,
(B.2) for every u € R4, the process (Z;(u), t € [u,00)) is a strictly positive (P, F)-martingale.

Lemma 3.3.2. Assumption 3.3.2 implies Assumption 3.5.1.

Proof. In view of Lemma 3.3.1, the conditions (A.1) and (B.1) are equivalent. In view of Proposition
3.3.1, conditions (B.1) and (B.2) imply (A.2). O

Remarks 3.3.2. It is not true that Assumption 3.3.1 implies Assumption 3.3.2, since it is not true
that Assumption 3.3.1 implies condition (B.2), in general. However, if the intensity (A,,u € R;) of
7 under PP exists then one can show that for any u € Ry the process (Z;(u)AyGy, t € [u,00)) is a
(P, F)-martingale (see El Karoui et al. [36]). This property implies in turn condition (B.2) provided
that the intensity process A does not vanish.

Girsanov’s Theorem

To establish a suitable version of Girsanov’s theorem, we need to specify a set-up in which the
H-hypothesis is satisfied. Let A be an F-adapted, continuous, increasing process with Ag = 0 and
Ao = 0o. We define the random time 7 using the canonical construction, that is, by setting

T=inf{t e Ry : Ay > O}, (3.14)

where © is an exponentially distributed random variable with parameter 1, independent of F,, and
defined on a suitable extension of the space 2. In fact, we will formally identify the probability
space {2 with its extension, so that the probability measures P and Q will be defined on the same
space.
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It is easy to check that in the case of the canonical construction, the H-hypothesis is satisfied
under P by the filtrations F and G. Moreover, the Azéma supermartingale of 7 with respect to F
under P equals

Gy =P(r>t|F)=e™, VteR,.

Under Assumption 3.3.2, the strictly positive (P, G)-martingale Z® given by (cf. (3.12))
77 = Zl(rsry + Zo(T) L z<y, VEER,, (3.15)

defines a probability measure Q on (2, G ), locally equivalent to P, by setting
d
d%| G, = Z° (3.16)

for every t € Ry.

The next result describes the conditional distributions of 7 under a locally equivalent probability
measure Q.

Proposition 3.3.2. Under Assumption 3.3.2, let the probability measure Q locally equivalent to P
be given by (3.15)-(3.16). Then the following properties hold:

(i) the restriction of Q to the filtration F is equal to P,

(ii) the Azéma supermartingale of T under Q satisfies

GP:=Q(r>t|F)=Zie™, VtieRy, (3.17)
(i11) for every u € Ry,

Ep (Zue_/‘“ ]-'t) , t < u,
ZtefAt + E[P (Zt(T)ﬂ{u<T§t} | ft) 5 t Z u.

(3.18)

Q(T>u|.7:t):{

Proof. Part (i) follows immediately from Assumption 3.3.2 and the fact that (B.1) is equivalent to
(A.1). For (ii), it suffices to check that the second equality in (3.17) holds. By the abstract Bayes
formula

Bp (ZF oy [ F) _ Ee (Zil(rony | T2)

= =Z,P t = Zye M
EP (Zg;|]__t> ZiF t (T > |ft) t€ )

Q(T>t|ft):

as expected. Using the abstract Bayes formula, we can also find expressions for the conditional
probabilities Q (’7’ >u | ]—'t) for every u,t € Ry. For a fixed u € Ry and every ¢t € [0,u], we simply
have that

Q(T>u‘}})=@(@(r>u‘fu) ‘.Ft):Ep(Zue_A”|]:t).

For a fixed u € R, and every ¢ € [u,00), we obtain

Ep (Z81 75y | F2)

Q(r>u|F) 5zt 7)o (Elesn LD leon | F)
= Ep (Zt]l{7->t} + Zt(T)]l{u<7—§t} | f"t) =7Z;P (7‘ >t | ft) + Ep (Zt('r)]l{u<7—§t} | .7:,5)
= ZiG +Ep (Zo(T)Lucr<y | Fi) = Zee™ + Ep (Zo(1) Ljuar<ey | Fo) -

This completes the proof. O

Remarks 3.3.3. (i) It is worth stressing that the H-hypothesis does not hold under Q. This
property follows immediately from (3.17), since under the H-hypothesis the Azéma supermartingale
is necessarily a decreasing process.
(ii) It is not claimed that 7 is a finite random time under Q. Indeed, this property holds if and only
if
; — 1 Ay . . —
tlg]élo Q(r>t) = tlig)lo Eg(Zie™*) =1 ¢ =0,
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otherwise, we have that Q(7 = oco0) = ¢. Of course, if Q is equivalent to P then necessarily Q(7 <
o0) = 1 since from (3.14) we deduce that P(7 < oo) = 1 (this is a consequence of the assumption
that Ay, = 00).

(iii) We observe that the formula

GR=Q(r>t|F)=2Zie™, VteR,, (3.19)

represents the multiplicative decomposition of the Azéma supermartingale G2 if and only if the
process Z is a (Q,F)-local martingale or, equivalently, if Z is a (P, F)-local martingale (it is worth
stressing that Assumption 3.3.2 does not imply that Z is a (P,F)-martingale; see Example 3.3.1
below). In other words, an equivalent change of a probability measure may result in a change of the
decreasing component in the multiplicative decomposition as well. The interested reader is referred
to Section 6 in El Karoui et al. [36] for a more detailed analysis of the change of a probability
measure in the framework of the so-called density approach to the modelling of a random time.

Example 3.3.1. To illustrate the above remark, let us set Z;(u) = 1/2 for every v € Ry and
t € [0,u]. Then the process Z®, which is given by the formula

1—(1/2)P (1 <t|F)

Zf =
t P(T>t’ft)

Tirsy + (1/2) 1<y,

satisfies Assumption 3.3.2. The process Z is not a (P, [F)-local martingale, however, since

g _LHP(r>t[F)  1fe™
TP (r>t|FR) 2e M

Moreover, the Azéma supermartingale of 7 under QQ equals, for every t € R,
1 —~
Q (7’ >t ’ .7-}) = Ze M = 5(1 +e M)y =N,

where A is an [F-adapted, continuous, increasing process different from A. Note, however, that 7% is
not a uniformly integrable (P, G)-martingale and Q is not equivalent to P on G, since Ao, =1n2 <
o0, so that Q(7 < 00) < 1. Note that the martingale Z® has a jump at time 7 and this in fact implies
the processes A and A do not coincide. We will see in the sequel (cf. Lemma 3.4.2) that, under mild
technical assumptions, it is necessary to set Z;(t) = Z; when solving Problem (P), so that the density
process Z€ is continuous at 7. This is by no means surprising, since this equality was identified in
El Karoui et al. [36] within the density approach as the crucial condition for the preservation of the
F-intensity of a random time 7 under an equivalent change of a probability measure.

3.4 Construction Through a Change of Measure

We are in the position to address the issue of finding a solution (7,Q) to Problem (P). Let N
be a strictly positive (P,F)-local martingale with Ny = 1 and let A be an F-adapted, continuous,
increasing process with Ag = 0 and Ao, = co. We postulate, in addition, that G = Ne™ < 1.
Recall that a strictly positive local martingale is a supermartingale; this implies, in particular, that
the process N is P-integrable.

Before we proceed to an explicit construction of a random time 7 and a probability measure Q,
let us show that for any solution (7,Q) to Problem (P), we necessarily have that Q(7 < o0) = 1.

Lemma 3.4.1. For any solution (1,Q) to Problem (P), we have that Q( = o0) = 0.
Proof. Note first that

Q=) = Jim @l > 1) = lim B (Q > £| 7)) = Jim B (@7 > 1] 7)) = Jim Br (Nie™).
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Since N is a strictly positive (P, F)-local martingale, and thus a positive supermartingale, we have
that lim;_oo Ny =: Ny < 00, P-a.s. By assumption 0 < N,e=™ < 1, and thus the dominated
convergence theorem yields

Q(r = 00) = lim Ep (Nye ™) = Ep (lim Nte_Af') —Ep (NOO lim e_A‘) —0,
t—o00 t—o00 t—o00
where the last equality follows from the assumption that A, = oo. O

In the first step, using the canonical construction, we define a random time 7 by formula (3.14).
In the second step, we propose a suitable change of a probability measure.

In order to define a probability measure Q locally equivalent to P under which (2.1) holds, we
wish to employ Proposition 3.3.2 with Z = N. To this end, we postulate that Assumption 3.3.2 is
satisfied by Z = N and a judiciously selected O(F) @ B(R,)-measurable map Z;(u). The choice of
a map Z(u), for a given in advance process N, is studied in what follows.

Let Q be defined by (3.15) with Z replaced by N. Then, by Proposition 3.3.2, we conclude that
the Azéma supermartingale of 7 under QQ equals

GP:=Q(r>t|F)=Ne ™, VteR,. (3.20)

By the same token, formula (3.18) remains valid when Z is replaced by N.

Our next goal is to investigate Assumption 3.3.2, which was crucial in the proof of Proposition
3.3.2 and thus also in obtaining equality (3.20). For this purpose, let us formulate the following
auxiliary problem, which combines Assumption 3.3.2 with the assumption that N = Z.

Problem (P.1) Let a strictly positive (P, F)-local martingale N with Ny = 1 be given. Find an
O(F) ® B(R4)-measurable map Z;(u) such that the following conditions are satisfied:
(i) for every t € Ry,

1= NP (7> t|F) =Ep (Ze(T)hrayy | Fr) s (3.21)

(ii) for any fixed u € R4, the process (Z;(u), t € [u,00)) is a strictly positive (P, F)-martingale.

Of course, equality (3.21) is obtained by combining (B.1) with the equality Z = N. If, for a given
process N, we can find a solution (Z;(u), t € [u,0)) to Problem (P.1) then the pair (Z;, Z;(u)) =
(N, Z¢(u)) will satisfy Assumption 3.3.2.

To examine the existence of a solution to Problem (P.1), we note first that formula (3.21) can
be represented as follows

t
1—GiNy =Bp (Zo() ey | Fi) = / Zy(u)dP (1 < u|F).
0
Since the H-hypothesis is satisfied under P, the last formula is equivalent to
t t t
1-GIN, = / Zy(u)dP (1 < u | Fy) :/ Zy(w)d(1 - Gy) = —/ Zi(u) dGE.
0 0 0
Since we work under the standing assumption that G5 = e~ At we thus obtain the following equation,
which is equivalent to (3.21)
t
Nee ™™ =1+ / Zi(u) de™ . (3.22)
0
We conclude that, within the present set-up, Problem (P.1) is equivalent to the following one.

Problem (P.2) Let a strictly positive (P,F)-local martingale N with Ny = 1 be given. Find an
O(F) ® B(R; )-measurable map Z;(u) such that the following conditions hold:
(i) for every t € Ry

t
Ne M =1+ / Zi(u) de™ M, (3.23)
0
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(ii) for any fixed u € R4, the process (Z;(u), t € [u,00)) is a strictly positive (P, F)-martingale.

Assume that 2t := Z;(t) is an F-optional process. We will now show that the equality N = Z
necessarily holds for any solution to (3.23), in the sense made precise in Lemma 3.4.2. In particular,
it follows immediately from this result that the processes N and 7 are indistinguishable when 7 is
an F-adapted, cadlag process and the process A has strictly increasing sample paths (for instance,
when A; = fot Ay du for some strictly positive intensity process \).

Lemma 3.4.2. Suppose that Z,(u) solves Problem (P.2) and the process (Z;, t € R.) given by
Zy = Zy(t) is F-optional. Then N = Z, v-a.e., where the measure v on (2 x Ry, O(F)) is generated
by the increasing process A, that is, for every s <t and any bounded, F-optional process V

t
v(LjeyV) = Ep(/ V., dAu).
Proof. The left-hand side in (3.23) has the following Doob-Meyer decomposition
t t
Nye M =1 +/ e M dN, +/ N, de M, (3.24)
0 0

whereas the right-hand side in (3.23) can be represented as follows

t t t
1+ / Zi(u)de ™ =1+ / (Zy(u) — Zy,) de™™ + / Zyde ™™ =1+ I(t) + I(t), (3.25)
0 0 0

where I is an F-adapted, continuous process of finite variation. We will show that I is a (P, F)-
martingale, so that right-hand side in (3.25) yields the Doob-Meyer decomposition as well. To this
end, we need to show that the equality Ep (I 1(t) }]:S) = I1(s) holds for every s < t or, equivalently,

Ep </Ot Zy(u) de™M — /O Zo(u) de= M |]-‘s) =Ep (/t Zy de M |]-"s> . (3.26)

We first observe that, for every s < t,

Ep (/O Zy(u) de™ M ]]-‘S) = Ep (/O Ep (Zy(u) | Fs) de= ]]-‘S> = Ep (/0 Zi(u) de e \fs) ,

and thus the right-hand side in (3.26) satisfies

Ep (/t Zi(u) de e |}‘S) =FEp (/t Ep (Zi(u) | Fu) de™ |]—‘S) =FEp (/t Zy de™ M ]}‘S> ,

where we have used the following equality, which holds for every F-adapted, continuous process A
of finite variation and every cadlag process V' (not necessarily F-adapted)

t t
Ep </ VudAu|]-"s> =Ep (/ Ep (V| Fu) dAu|]-"s>.

We thus see that (3.26) holds, so that I is a (P, F)-martingale. By comparing the right-hand sides
in (3.24) and (3.25) and using the uniqueness of the Doob-Meyer decomposition, we conclude that

t
/(Nu—Zu)de*A“:O, VieR,.
0

The formula above implies that N = Z, 7-a.e., where the measure 7 on (2 x R, O(F)) is generated
by the decreasing process e~ Tt is easily seen that the measures 7 and v are equivalent and thus
N =7, v-a.e. O
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To address the issue of existence of a solution to Problem (P.2) (note that it is not claimed that
a solution Z;(u) to Problem (P.2) is unique), we start by postulating that, as in the filtering case
described in Section 3.2, an O(F) ® B(R.)-measurable map Z;(u) satisfies: Z;(u) = X;Yin,, for some
F-adapted, continuous, strictly positive processes X and Y. It is then easy to check that condition
(ii) implies that the process X is necessarily a (P, F)-martingale. Moreover, equation (3.23) becomes

t
Nie =& =14 Xt/ Y, de™ . (3.27)
0

Note that at this stage we are searching for a pair (X,Y) of strictly positive, F-adapted processes
such that X is a (P, F)-martingale and equality (3.27) holds for every ¢t € R;. In view of Lemma
3.4.2, it is also natural to postulate that N = XY . We will then be able to find a simple relation
between processes X and Y (see formula (3.28) below) and thus to reduce the dimensionality of the
problem.

Lemma 3.4.3. (i) Assume that a pair (X,Y) of strictly positive processes is such that the process
Z(u) = XYipy solves Problem (P.2) and the equality N = XY holds. Then the process X is a
(P,F)-martingale and the process Y equals

¢ 1
Y, =Yy + / ehu d() (3.28)
0 Xu

(i) Conversely, if X is a strictly positive (P,F)-martingale and the process Y given by (3.28) is
strictly positive, then the process Zy(u) = X Yiny solves Problem (P.2) for the process N = XY .

Proof. For part (i), we observe that under the assumption that N = XY, equation (3.27) reduces
to

t
X, Yie M =1+ Xt/ Y, de= e, (3.29)
0
which in turn is equivalent to
1 t
Yie M= — + / Y, de= . (3.30)
X Jo
The integration by parts formula yields

1 LA

— =Y ~he dY,,

X, o /0 ‘

and this in turn is equivalent to (3.28). To establish part (ii), we first note that (3.28) implies (3.29),
which means that (3.23) is satisfied by the processes N = XY and Z;(u) = X;Yiay. It is also clear
that for any fixed u € Ry, the process (Z;(u), t € [u,00)) is a strictly positive (P, F)-martingale.
Let us also note that, by the Ito formula, the process XY satisfies

d(X,Y,) = Yy dX, — e (1/X,) dXy, (3.31)

and thus it is a strictly positive (P, F)-local martingale. O

We conclude that in order to find a solution Z;(u) = X;Yin, to Problem (P.2), it suffices to solve
the following problem.

Problem (P.3) Assume that we are given a strictly positive (P, F)-local martingale N with Ny =1
and an F-adapted, continuous, increasing process A with Ay = 0 and A, = oo. Find a strictly
positive (P, F)-martingale X such that for the process Y given by (3.28) we have that N = XY

The following corollary is an easy consequence of part (ii) in Lemma 3.4.3.
Corollary 3.4.1. Assume that a process X solves Problem (P.3) and let Y be given by (3.28). Then

the processes Z = N and Zi(u) = X{Yipu solve Problem (P.2) and thus they satisfy Assumption
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3.5 Case of a Brownian Filtration

The aim of this section is to examine the existence of a solution to Problem (P.3) under the following
standing assumptions:

(i) the filtration F is generated by a Brownian motion W,

(ii) we are given an F-adapted, continuous, increasing process A with Ag = 0 and Ao, = oo and a
strictly positive (P, F)-local martingale N satisfying

t
Nt =1 +/ VuN'u, qu, Vit e R+, (332)
0

for some F-predictable process v,
(iii) the inequality Gy := N;e~*t < 1 holds for every ¢t > 0, so that N; < e’ for every ¢ > 0.

We start by noting that X is postulated to be a strictly positive (P, F)-martingale and thus it is
necessarily given by

t 1 t
X; =exp (/ xs dWs — 5/ 2 ds), Vit e Ry, (3.33)
0 0

where the process = is yet unknown. The goal is to specify = in terms of N and A in such a way
that the equality N = XY will hold for Y given by (3.28).

Lemma 3.5.1. Let X be given by (3.33) with the process x satisfying

vy Ny

Tp = —
Nt—EA",

ViteRy. (3.34)

Assume that x is a square-integrable process. Then the equality N = XY holds, where the process
Y given by (3.28) with Yo = 1.

Proof. Using (3.31) and (3.33), we obtain
d(X,Y;) = YidX, — et (1/X,) dX, = Yio, Xy dW, — e (1/X,) 2 X, dW,

and thus
d(X1Yy) = 24 (X, Y, — ) dW. (3.35)

Let us denote V' = XY. Then V satisfies the following SDE
dVy = x4 (V; — €M) dW;. (3.36)

In view of (3.34), it is clear that the process N solves this equation as well. Hence to show that the
equality N = XY holds, it suffices to show that a solution to the SDE (3.36) is unique. We note
that we deal here with the integral equation of the form

t
V, = H, + / 2V dW,. (3.37)
0

We will show that a solution to (3.37) is unique. To this end, we argue by contradiction. Suppose
that V% i = 1,2 are any two solutions to (3.37). Then the process U = V1 — V2 satisfies

dUt = JUtUt th, U() = O, (338)

which admits the obvious solution U = 0. Suppose that U is a non-null solution to (3.38). Then the
Doléans-Dade equation dX; = z;X; dW}, Xo = 1 would admit the usual solution X given by (3.33)
and another solution X + U # X, and this is well known to be false. We conclude that (3.38) admits
a unique solution, and this in turn implies the uniqueness of a solution to (3.37). This shows that
N = XY, as was stated. O]
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The following result is an immediate consequence of Corollary 3.4.1 and Lemma 3.5.1.

Corollary 3.5.1. Let the filtration F be generated by a Brownian motion W on (2, G,F,P). Assume
that we are given an F-adapted, continuous supermartingale G such that 0 < Gy < 1 for every t > 0
and

Gy = Ne ™, VteR,, (3.39)

where A is an F-adapted, continuous, increasing process with Ag = 0 and Ay, = 00, and N is a
strictly positive F-local martingale, so that there exists an F-predictable process v such that

t
N, =1 +/ vuN, dW,, VteR,. (3.40)
0

Let X be given by (3.33) with the process x satisfying

G
Ty = G; _t17 VteR,. (3.41)

Then:
(i) the equality N = XY holds for the process Y given by (3.28),
(i) the processes Z = N and Z(u) = X Yiny satisfy Assumption 3.3.2.

In the next result, we denote by 7 the random time defined by the canonical construction on a
(possibly extended) probability space (2,G,F,P). By construction, the Azéma supermartingale of
7 with respect to F under P equals

G¥ ::]P’(T>t‘]:t) =e M ViecR,.

Let us note that, since the H-hypothesis is satisfied, the Brownian motion W remains a Brownian
motion with respect to the enlarged filtration G under P. It is still a Brownian motion under Q with
respect to the filtration IF, since the restriction of Q to [ is equal to P. However, the process W is
not necessarily a Brownian motion under Q with respect to the enlarged filtration G.

The following result furnishes a solution to Problem (P) within the set-up described at the
beginning of this section.

Proposition 3.5.1. Under the assumptions of Corollary 3.5.1, we define a probability measure
Q locally equivalent to P by the Radon-Nikodym density process Z® given by formula (8.12) with
Zy = X1 Yy = Ny and Zi(u) = XiYinu or, more explicitly,

Z¢ = Nlprony + XiYinrLip<y, VEER,. (3.42)
Then the Azéma supermartingale of T with respect to F under Q satisfies
Q(r>t|F) =X Yie ™ =Ne ™, VteR,. (3.43)
Moreover, the conditional distribution of T given F; satisfies

7Au
Q(T>u|]'})= Ep(i\j\ue |}'t), t < u,
Nte t+ Xt E]}D (YT]l{u<‘r§t} | ]:t) s t 2 u.
Proof. In view of Corollary 3.5.1, Assumption 3.3.2 is satisfied and thus the probability measure Q
is well defined by the Radon-Nikodym density process Z® given by (3.15), which is now equivalent
to (3.42). Therefore, equality (3.43) is an immediate consequence of Proposition 3.3.2. Using (3.18),
for every u € R, we obtain, for every ¢ € [0, u]

Q(r>u|F) =Ep (Zue ™ | F) =Ep (Nue | ),
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whereas for every t € [u, 00), we get
Q (T > U | ft) = ZtefAf =+ E]}D (Zt(T)n{u<T§t} | .Ft)

XiYie™ +Ep (XeYinrLucr<iy | F2)
= Ne ™+ X Bp (Yrlpuar<sy | F2)

as required. O

Example 3.5.1. This example is related to the filtering problem examined in Section 3.2. Let
W = (W, t € Ry) be a Brownian motion defined on the probability space (€2, G,P) and let F be its
natural filtration. We wish to model a random time with the Azéma semimartingale with respect
to the filtration [F given by the solution to the following SDE (cf. (3.3))

b
dGy = —AGydt + — Gi(1 = Gp)dW;, Go=1. (3.44)

A comparison theorem for SDEs implies that 0 < Gy < 1 for every t > 0. Moreover, by an application
of the It6 formula, we obtain
Gy = Nte_M, Vte R+,

where the martingale IV satisfies

b
AN = —(1 = Ge) Ny dWr. (3.45)

Asin Section 3.3, we start the construction of 7 by first defining a random variable © with exponential
distribution with parameter 1 and independent of F,, under P and by setting

T=inf{t e Ry : A > O}.

In the second step, we propose an equivalent change of a probability measure. For this purpose, we
note that the process x is here given by (cf. (3.34))

= VtNt - bG
t — A ¢ Yt
N; — eXt o

and thus z is a bounded process. Next, in view of (3.33) and (3.45), the process X solves the SDE
b
dXt = —*GtXt th,
o

and the process Y satisfies (cf. (3.28))

N, v
= Gudt).

=) = 3.

(b AW, +

The integration by parts formula yields

%) - () +[x]
d|l — —dN + Ny d +d
<Xt X, UK, .

_ Nf b N 2 Nf

—Z;( Gt)th+)Q( thWt+ G dt> Xt*Gt(l—Gt)d
N: /b
Xt( de+ e dt)

It is now easy to conclude that N = XY as was expected. Under the probability measure Q
introduced in Proposition 3.5.1, we have that

G(t@::@(7'>t|ft):Gt:Nt€7>\t, VtER_,_
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Moreover, the conditional distribution of 7 given JF; satisfies

—Au _ —Au
(@(T>u’.7:t):{]EP(Nue |.7:t)the , t < u,

Nie ™ + X, Ep (YT]]-{u<T§t} ‘ }—t) , t>u.

Since 7 is here independent of F., under P, we obtain, for ¢ > u,

t t
1 1

Ep (YT]l{u<T§t} ’ft) = / Yo e N dv = —/ Y,de ™ =Y,e ™M —Yie M4+ [ — — — ),
u u Xt X’u

where the last equality can be deduced, for instance, from (3.30). Therefore, for every t > u

X

Q(r>u|F)=1- X—t + X Y, e
We conclude that, for every t,u € Ry,
X ,
Q(T > u | ]:t) =1- ¢ =+ XtYu/\te_M.
Xu/\t

It is interesting to note that this equality agrees with the formula (3.7), which was established in
Proposition 3.2.1 in the context of filtering problem using a different technique.

3.6 Applications to Valuation of Credit Derivatives

We will examine very succinctly the importance of the multiplicative decomposition of the Azéma
supermartingale (i.e., the survival process) of a random time for the risk-neutral valuation of credit
derivatives. Unless explicitly stated otherwise, we assume that the interest rate is null. This as-
sumption is made for simplicity of presentation and, obviously, it can be easily relaxed.

As a risk-neutral probability, we will select either the probability measure P or the equivalent
probability measure Q defined here on (Q,Gr), where T stands for the maturity date of a credit
derivative. Recall that within the framework considered in this chapter the survival process of a
random time 7 is given under P and Q by the following formulae

GY ::P(T > t|]-'t) =e A,
and
GP =Q(r>t|F) = Ne ™,

respectively. The random time 7 is here interpreted as the default time of a reference entity of a
credit derivative.

We assume from now on that the increasing process A satisfies Ay = fot Ay du for some non-
negative, [F-progressively measurable process A\. Then we have the following well known result.

Lemma 3.6.1. The process M, given by the formula

tAT
My =1(<y — / Ay du,
0

is a G-martingale under the probability measures P and Q.

The property established in Lemma 3.6.1 is frequently adopted in the financial literature as the
definition of the default intensity A. In the present set-up, Lemma 3.6.1 implies that the default
intensity is the same under the equivalent probability measures P and Q, despite the fact that the
corresponding survival processes GT and G@ are different (recall that we postulate that N is a
non-trivial local martingale). Hence the following question arises: is the specification of the default



50 RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS

intensity A sufficient for the risk-neutral valuation of credit derivatives related to a reference entity?
Similarly as in El Karoui et al. [36], we will argue that the answer to this question is negative. To
support this claim, we will show that the risk-neutral valuation of credit derivatives requires the full
knowledge of the survival process, and thus the knowledge of the decreasing component A of the
survival process in not sufficient for this purpose, in general.

To illustrate the importance of martingale component N for the valuation of credit derivatives,
we first suppose A = (A, t € Ry) is deterministic. We will argue that in that setting the process N
has no influence on the prices of some simple credit derivatives, such as: a defaultable zero-coupon
bond with zero recovery or a stylized credit default swap (CDS) with a deterministic protection
payment. This means that the model calibration based on these assets will only allow us to recover
the function A, but will provide no information regarding the local martingale component N of
the survival process G@. However, if the assumptions of the deterministic character of A and/or
protection payment of a CDS are relaxed, then the corresponding prices will depend on the choice of
N as well, and thus the explicit knowledge of N becomes important (for an example, see Corollary
3.6.1). As expected, this feature becomes even more important when we deal with a credit risk model
in which the default intensity A is stochastic, as is typically assumed in the financial literature.

3.6.1 Defaultable Zero-Coupon Bonds

By definition, the risk-neutral price under Q of the T-maturity defaultable zero-coupon bond with
zero recovery equals, for every t € [0, T,

Q(T > T|ft)

EQ (NT(’,_AT |ft)
GP '

Gy

DY(t,T) = Q(r > T|G) = L5y =1(sy (3.46)

Assuming that A is deterministic, we obtain the pricing formulae independent of N. Indeed, the
risk-neutral price of the bond under P equals, for every ¢ € [0, 7],

DY(t,T) :=P(7 > T|Gy) = Lpsyy e A0,

On the other hand, using (3.46) and the fact that the restriction of Q to F is equal to P, we obtain
1 _
DQ<t,T) = Q(T >T | gt) = MD”’W EQ(NTe Ar |]:t>
t
1 _ _ _
1{r>t}m e A EIP’(NT | ]:t) = ]1{7->t} € (Ar At)a

where we have assumed that N is a (true) (P, F)-martingale. If N is a strict local martingale then
it is a strict supermartingale and thus DO(¢,T) < DF(¢,T).

If we allow for a stochastic process A, then the role of N in the valuation of defaultable zero-
coupon bonds becomes important, as can be seen from the following expressions

1 _
DY(t,T) = L{r>p —x Ep (e~ | F)

and
1 _ 1 _
DQ(t,T) =1(r5py m Eq (NTe Az \.7:1:) =1ir>py m Ep (NTe Ar |.7:t),
where the last equality follows from the standing assumption that the restriction of Q to F is equal

to P. We thus see that the inequality D" (¢,T) # D@(t,T) is likely to hold when A is stochastic.

In the case of a stochastic interest rate, the bond valuation problem is more difficult. Let the
discount factor 8 = (B;,t € R4) be defined by

t
By = exp (—/ Ty ds) ,
0
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where the short-term interest rate process r = (r¢, t € R) is assumed to be F-adapted. Then the
risk-neutral prices under P and Q of the T-maturity defaultable zero-coupon bond with zero recovery
are given by the following expressions

1 _
D*(t,T) = ]l{T>t}e_Ttﬁt E]P’(e AT B |~7:t)

and 1
Q o —A
DT =on o, Br(Nre O I 72)

Once again, it is clear that the role of the martingale component of the survival process is non-trivial,

even in the case when the default intensity is assumed to be deterministic.

3.6.2 Credit Default Swaps

Let us now consider a stylized CDS with the protection payment process R and fixed spread k,
which gives protection over the period [0, T]. It is known that the risk-neutral price under P of this
contract is given by the formula, for every ¢ € [0, T,

SP .= EP(]I{KTST}RT — k(T A7) = (tV 7)) ’ gt). (3.47)

In the case where A; = fot Ay du, one can also show that (see Bielecki et al. [13])

1 T
S =1 oF E]p< /t G¥ (R — k) du ‘ ]—"t>. (3.48)
t

Analogous formulae are valid under Q, if we decide to choose Q as a risk-neutral probability.

To analyze the impact of IV on the value of the CDS, let us first consider the special case when
the default intensity A and the protection payment R are assumed to be deterministic. In that case,
the risk-neutral price of the CDS under P can be represented as follows

T
S =1(rapy e / e M (R, — k) du.
t

For the risk-neutral price under Q, we obtain

1 T
SE = ]1{T>t}G@EQ(/t G‘S(Ru)\u—m)du‘]-})
t

1 T
— ]l{m}@/t Ep(GZ | 7o) (Rudu — k) du
t

1 T
= lsp Nye—hr /t Ep (N, ’]:t)e_Au(Ru)\u — k) du

T
= Iy e / e MRy — k) du,
¢

where in the second equality we have used once again the standing assumption that the restriction
of Q to F is equal to P and the last one holds provided that N is a (P, F)-martingale. It is thus clear
that the equality ST = S;@ holds for every t € [0,7T], so that the price of the CDS does not depend
on the particular choice of N when A and R are deterministic.

Let us now consider the case when the intensity A is assumed to be deterministic, but the
protection payment R is allowed to be stochastic. Since our goal is to provide an explicit example,
we postulate that R = 1/N, though we do not pretend that this is a natural choice of the protection
payment process R.
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Corollary 3.6.1. Let us set R = 1/N and let us assume that the default intensity X is deterministic.
If the process N is a (P, F)-martingale then the fair spread x§ of the CDS under P equals

P foT IEP((Nu)_l)/\ue_A“ du
0 p—

K (3.49)
fOT e~ du
and the fair spread lﬁg under Q satisfies
1—eAr
K= S kP (3.50)

fOT e~ M du

Proof. Recall that the fair spread at time 0 is defined as the level of x for which the value of the
CDS at time 0 equals zero, that is, So(k) = 0. By applying formula (3.48) with ¢ = 0 to risk-neutral
probabilities P and Q, we thus obtain

B (f) GERR du)
O R () Ghd)

and
o Eo(Jy IR du)

T TR, (Jy 68 au)

Let us first observe that the denominators in the two formulae above are in fact equal since

T T
Eﬂ»(/ Gﬂjdu) :/ e M du
0 0
and
T T T T T
IE@</ G%du) :IE@(/ Nye e du) :/ Eq(N;)e M du:/ Ep(N;)e A du:/ e M du
0 0 0 0 0

since the restriction of Q to F equals P and N is a (P, F)-martingale, so that Ep(N;) = 1 for every
t € [0,T]. For the numerators, using the postulated equality R = 1/N, we obtain

T T T
IEP(/ GY R\, du) :Ep</ (Nu) A e e du) :/ Ep((Nu) ™ H)Aue ™ du
0 0 0

T T
E@(/ GUR, N\, du) :/ e Mody =1—e N,
0 0

This proves equalities in (3.49) and (3.50). The inequality in formula (3.50) follows from the fact
that 1/N is a strict submartingale and thus Ep((N;)™!) > 1 for every t € R.. O

and

Formulae (3.49) and (3.50) make it clear that the fair spreads f, and /@g are not equal, in general.
This example supports our claim that the knowledge of the default intensity A, even in the case when
A is deterministic, is not sufficient for the determination of the risk-neutral price of a credit derivative,
in general. To conclude, a specific way in which the default time of the underlying entity is modeled
should always be scrutinized in detail, and, when feasible, the multiplicative decomposition of the
associated survival process should be computed explicitly.



Chapter 4

Random Times and Multiplicative
Systems

This chapter is based on the paper with the same title by Li and Rutkowski [74] published in
Stochastic Processes and their Applications 122 (2012), 2053-2077.

4.1 Introduction

For an arbitrary random time 7 with values in R, = R, Uco, defined on a probability space (2, F, P)
endowed with a filtration F = (F3),cr, satisfying the usual conditions, the Azéma supermartingale
of 7 is defined by the equality G = P (7 > ¢|F;) for all t € Ry (see Azéma [3]). It is clear that
the process G7 is a supermartingale (the cadlag version) satisfying the inequalities 0 < G7 < 1 for
every t € Ry with GI, = 0 (GZ, should not be confused with G7 _ := lim¢_, o G7). The Azéma
supermartingale of a random time is a central object in the study of the progressive enlargement of
F through observations of a random time, since for some classes of random times their probabilistic
properties can be characterized in terms the associated Azéma supermartingale (see, e.g., Jeulin
[62], Jeulin and Yor [65, 66] and Yor [107]). In particular, the semimartingale decomposition of
a (P, F)-semimartingale with respect to the enlarged filtration can sometimes be written using the
Azéma supermartingale G™ or, equivalently, the Azéma submartingale F'” = 1 — G7. Note that in
the following general definition no explicit reference to a random time is made.

Definition 4.1.1. Any (cadlag) submartingale I = (F})cg, , defined on a filtered probability space
(Q,F,F,P), satisfying 0 < F; < 1 for every t € Ry and F, = 1, is called the Azéma submartingale.

It is not clear a priori whether a random time associated with an arbitrary Azéma submartingale
F exists and how to construct random times associated with F'. The goal of this work is to clarify
these issues. It is assumed throughout that a probability space (Q, F,P) endowed with a filtration
F = (Fi)ier, satisfying the usual conditions and an Azéma submartingale I are given in advance.
By contrast, a random time 7 is left unspecified and thus the crucial issue is to provide an explicit
construction of 7 consistent with the above-mentioned probabilistic data set: the filtered probability
space (2, F,F,P) and the Azéma submartingale F'. Formally, by a random time 7 associated with F,
we mean any random time 7, defined on some extension (ﬁ, F ,I?, Q) of the underlying probability
space (Q, F,F,P), such that Q(7 < t|F;) = F; for all t € R, and Q coincides with P on F, meaning
that the equality Q|7 = P|z, holds for all + € R,. The main goal of this work is to show that
for any submartingale F' satisfying Definition 4.1.1, there exists a random time 7 on a canonical
extension (Q F.F IP’) of the underlying probability space (Q, F,F,P) such that P=PonF and F is
the Azéma submartingale of 7. We also address the related issue of uniqueness of a (P, F)-conditional
distribution associated with an Azéma submartingale under alternative assumptions.

53
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The existence of a random time 7 associated with F' is well known when F' is an increasing
process, since in that case it suffices to use the so-called canonical construction (see, e.g., Section
8.2.1 in [12]). For a non-trivial case, when F' fails to be an increasing process, some preliminary
results were established by Gapeev et al. [44] who studied the case of the Brownian filtration F
under the following assumption.

Assumption 4.1.1. The processes (N, A) defined on the underlying probability space (Q, F,F,P)
satisfy the following conditions:

(i) the process (A¢)ier, is continuous, increasing, such that Ag = 0 and A, = oo,

(ii) the process (IN;)iecr, is a positive, continuous (IP,F)-martingale such that Ny = 1,

(iii) the submartingale F' := 1 — Ne~* satisfies Fy =0 and 0 < F; < 1 for every ¢ > 0.

It was shown in Gapeev et al. [44] that, under mild integrability conditions, it is possible to
define a probability Q and a random time 7 on an extension of the probability space (2, F,F,P)
such that Q =P on F and F is the Azéma submartingale of 7 under Q, that is,

Q(r< |FR)=1-Ne ™, VteR,.

The approach developed in [44] hinges on the combination of the canonical construction of a random
time associated with am increasing Azéma submartingale 1 —e ™" with a judiciously chosen equivalent
change of a probability measure; hence this method can be referred to as the change of measure
approach. The present research was directly motivated by the recent papers by Jeanblanc and Song
[59, 60] in which the authors proposed another construction of a random time with a given in advance
Azéma supermartingale G with known multiplicative decomposition G = Ne~. Although there is
a clear overlap between the present work and [59, 60], the two approaches differ in several respects.
First, the method proposed by Jeanblanc and Song [59] focuses on a construction of the probability
measure on the canonical space 2 x Ry. Second, they start by postulating the hypothesis (DP) (see
Section 4.2.2) forall 0 <u < s <t

P(r < ul|Fy) - P(r <ul|F)
P(r<s|Fs) = P(r <ul|F)

(4.1)

It is shown in [59] that, under some continuity assumptions on processes N and A, condition (4.1)
leads to the unique probability measure on the canonical space 2 x R, which is given by an explicit
formula and thus is provides a solution to the problem at hand. Subsequently, Jeanblanc and
Song [59] extend their construction to a more general class of Azéma supermartingales, but still
maintaining certain technical assumptions (see the assumption Hy (N, A) and Theorem 3.1 in [59]).

In contrast to the cases studied in Gapeev et al. [44] and Jeanblanc and Song [59, 60], the Azéma
supermartingales associated with random times studied in a recent paper by Nikeghbali and Yor [93]
are allowed to hit 1 and stay at that level for an arbitrary length of time. It is thus worth noting
that our results cover the class of Azéma supermartingales investigated by Nikeghbali and Yor [93],
although the random times considered here and in [93] still have different probabilistic properties.
In a recent paper by Kardaras [68], the author examines the problem of universality of the canonical
construction of a random time. However, his goal is to study stochastic processes stopped at a
random time, whereas in [59, 60], the present work [74] and the follow-up work [75], the emphasis
is on explicit constructions of a random time and the study of conditional distributions for non-
stopped processes. Hence the paper [68] deals with issues dissimilar from the problems examined in
the above mentioned papers. Specifically, the main result in [68] (see Theorem 4.4 therein) shows
that, under certain technical assumptions, for the study of probabilistic properties of an F-optional
process stopped at a random time 7 the canonical construction of 7 is essentially sufficient.

This chapter is organized as follows. In Section 4.2, we examine the properties of (P,TF)-
conditional distributions of random times. We deal there with recently proposed hypotheses (HP)
(for proportionality) and (DP) (for decreasing proportionality), the (complete) separability of condi-
tional distributions of a random time, as well as with the non-uniqueness of conditional distributions
consistent with a predetermined Azéma submartingale. In Section 4.3, we provide an explicit gen-
eral construction of a random time 7, given on an extension (Q .7-" F IP’) of the probability space
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(Q, F,F,P), such that the Azéma submartingale of 7 coincides with F. A proposed solution is for-
mulated in terms of a generator D of F, that is, an increasing (non-adapted) process D defined on
(Q, F,F,P) such that F is the (P, F)-optional projection of D. We then solve a similar inverse prob-
lem when a (P, F)-conditional distribution (Fy¢), g, of a random time is prescribed, by showing
that the general construction can be applied to the increasing process D, = F} . We have here
more a priori information about the probabilistic properties of a random time and we show that the
equality P(7 < u|F;) = F, ¢ holds for every u,t € Ry. It is also shown, in Section 4.3.3, that our
approach can be easily extended to a finite family of correlated random times with predetermined
Azéma submartingales. The advantage of the method presented here is that it is more straightfor-
ward and general than the constructions developed in Gapeev et al. [44] and Jeanblanc and Song
[59].

In Section 4.4, we revisit the concepts of predictable and optional multiplicative systems associated
with a submartingale, introduced by Meyer [85]. Subsequently, in Section 4.5, we present applica-
tions of multiplicative systems to constructions of random times. The main goal is to provide an
explicit admissible construction of a single random time with a given in advance Azéma submartin-
gale F satisfying Definition 4.1.1. To this end, we first employ the multiplicative system associated
with F' in order to construct a random field representing the (P, F)-conditional distributions of .
We show that the construction proposed in Jeanblanc and Song [59] can be obtained as a special
case of the multiplicative approach. It is also demonstrated that any honest time can be obtained in
that way and the class of honest times can be characterized as the set of all F,,-measurable random
times that satisfy the hypothesis (HP). For further studies of properties of alternative constructions
of random times and the corresponding enlargements of filtrations, we refer to the follow-up by
Li and Rutkowski [75]. We conclude by providing an example of a non-multiplicative approach to
conditional distributions.

4.2 Conditional Distributions of Random Times

In this section, we examine the general properties of the conditional distribution of a random time
with respect to some reference filtration. We work throughout on a complete probability space
(Q, F,F,P) endowed with the filtration F = (F;):cr that satisfies the usual conditions. We set
Fooo = \/teR JFi and we find it convenient to postulate that Fo, = Foo—. We say that P = Q on
F whenever the equality Q|z, = P|z, holds for all £ € Ry. Unless explicitly stated otherwise, all
stochastic processes are assumed to be cadlag, but they are not postulated to be F-adapted. For an
arbitrary stochastic process X, not necessarily F-adapted, we denote by FX the filtration generated
by X and satisfying the usual conditions.

4.2.1 Characteristics of Random Times

Let us first introduce the notation for several pertinent characteristics of a random time 7 defined on a
filtered probability space (2, F,F, Q). We start by defining the indicator process H := 1, .. Next,
we introduce the associated increasing process D, such that 0 < D; < 1 and Dy is Fo.-measurable,
by setting for all t € R,

Dy = Q(7 < t|Fo) = Eg(H,; | Fuo). (4.2)

Finally, we define the (Q,F)-submartingale F' associated with 7 by setting
Ft :Q(T§t|./rt) :]EQ(Dt|.Ft) :E[P(Dt|ft)

where P is any probability measure on (£, F) such that P = Q on F. The (Q, F)-supermartingale
Gy =1—F, = Q(7 > t|F;) is commonly known as the Azéma supermartingale of 7. Therefore, we
find it natural to refer to the (Q,F)-submartingale F' as the Azéma submartingale of T (note that F
is also a (P, F)-submartingale).
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Definition 4.2.1. The (Q,F)-conditional distribution of 7 is the random field (Fy+), cr, given
by
Fu,t = Q(T§U|ft), VU,tER+

The (Q, F)-conditional survival distribution of 7 is the random field (Gu,t), e, given by
Gu,t = Q(T>U‘ft):1—Fu7t7 Vu,t€R+.

Note that the following equalities are valid, for all ¢ < u,
Fui=Eq(Hy | Ft) = Eq(Fy | Ft) = Ep(Fy | Ft) (4.3)

and thus, in particular, the equality F} = F;; holds for all ¢ € R,. It is also worth noting that
Dy = Fy o for all t € Ry.. It is obvious that the random field (Fy¢), cr . provides more information
about the probabilistic properties of a random time then its Azéma submartingale F'. We will later
argue that the knowledge of a process D conveys more information than the Azéma submartingale
F'. This is intuitively clear since when a random time 7 is not known then F' can always be recovered
from D, but the converse implication does not hold, in general. It appears that, for a given Azéma
submartingale F', one may find several increasing processes D such that D; is F,-measurable and
D generates F' through the equality Fy = Ep(D; | F3).

4.2.2 Inverse Problems

Generally speaking, by an inverse problem we mean a problem of finding random times with some
predetermined probabilistic properties with respect to a reference filtration.

Random Time Associated with an Azéma Submartingale

The first inverse problem reads: construct a random time associated with a predetermined Azéma
submartingale, where by an Azéma submartingale we mean any process F satisfying Definition 4.1.1.

Definition 4.2.2. Let ((NZ,]T', ﬁ, Q) be any extension of the underlying space (2, F,F,P) such that

Q =P on F. A random time associated with F' is any random variable 7 :  — R, such that
Q(r <t|F)=F, forallteRy.

If 7 can be defined on (2, F,P) as an Fo.-measurable random variable then one may take Q = P.
However, it is not obvious a priori whether a random time 7 can be defined on the original space
(Q, F,F,P), that is, whether the underlying probability space need to be modified.

To analyze the uniqueness of a (P, F)-conditional distribution of a random time associated with
F, we need first to make precise the concept of F-equivalence.

Definition 4.2.3. The random fields (F,,), tcz,,? = 1,2 are said to be indistinguishable if the
equality F! (w) = F?(w) holds for almost all w. Two random times 7°, 4 = 1,2 given on some
extensions (¢, F',F,Q"), i = 1,2 of the underlying probability space (€, F,F,P) such that Q! =
Q? = P on F are said to be (P, F)-equivalent if the (P, F)-conditional distributions of 7! and 72 are
indistinguishable.

Remark 4.2.1. Observe that for any random time 7 associated with F’ and any ¢ < u we have that
Qr <ulF) = E@(Q(T <u|F,) |.7:t) =Eq(Fy | Fi) =Ep(F, | Fp)-

Therefore, in the study of (P,F)-equivalence of random times associated with the same Azéma
submartingale, it suffices to focus on the conditional probabilities Q(7 < w|F;) for an arbitrary
u € Ry and all ¢ > w.
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The main motivation for the study of the existence and uniqueness of a random time associated
with a predetermined Azéma submartingale comes from the reduced-form approach to credit risk
modeling, where it is common to specify explicitly the dynamics of default intensities (i.e., hazard
rates) with respect to some reference filtration representing the information flow of market data. In
this context, the problem of constructing alternative models of default times for a predetermined
family of intensity processes and the study of the properties of a market model arise in a natural
way. The first inverse problem is studied here for general Azéma submartingales both for a single
random time (see Section 4.3.1) and for a finite family of random times (see Section 4.3.3).

Random Time Consistent with a Conditional Distribution

To formulate the second inverse problem, we need first to introduce the following definition, in
which the existence of a random time 7 is not postulated a priori. It is clear, however, that the
(P, F)-conditional distribution of an arbitrary random time 7 necessarily satisfies conditions (i)-(iii)
of Definition 4.2.4 irrespective of the choice of a reference filtration F.

Definition 4.2.4. A random field (Fy,¢), cr, on a filtered probability space (2, F,F,P) is said to
be an (P, F)-conditional distribution if it satisfies:

(i) for every u € R, and t € Ry, we have 0 < F,; < 1, P-as.,

(ii) for every u € R, the process (Fu,t)ier, is a (P,F)-martingale,

(iii) for every t € R, the process (Fu,f/)ueﬂi+ is right-continuous, increasing and Fioo; = 1.

A random field (Gy,t), cp, is said to be an (P, F)-conditional survival distribution whenever F, ; =
1 — Gy is a (P,TF)-conditional distribution.

Note that for every v € R, conditions (1)-(ii) in Definition 4.2.4 imply that F, oo = im0 Fy s
and F,; = Ep(Fy 0 | Ft) for every t € Ry. Since (iii) yields Fy, ¢ < Fs; for all u < s, the (non-
adapted) process (Fu,m)ue]@+ is increasing and thus it admits a cadlag version.

If a (P, F)-conditional distribution is given in advance, it is natural to ponder whether one may
construct a random time consistent with this distribution. Hence the following inverse problem
arises: construct a random time consistent with a predetermined (PP, F)-conditional distribution,
where the consistency is defined as follows.

Definition 4.2.5. A random time 7 consistent with a (P, F)-conditional distribution (Fy,¢), cr, is

any random time 7 defined on some extension ((NZ, F , ﬁ, Q) of the underlying space (2, F,F,P) such
that the equality Q(7 < u|F;) = F,; holds for all u,t € Ry and Q =P on F.

It is easy to check that for any (P, IF)-conditional distribution (Fy,¢), cr, the process Fy, satisfies
Definition 4.1.1 of an Azéma submartingale. In particular, for all t < s

EP(FS,S | ]:t) = E]P’(EIP(FS,OO |]:s) | ]:t) > ]EIP’(EIF’(Ft,oo |]:s) |]:t> = EIP(Ft,oo |]:t) = Ft7t-

Any random time consistent with (Fy¢), tcr, is also associated with the Azéma submartingale
Fy := Fy for all t € R,. The converse implication does not hold, however, since an Azéma
submartingale F' does not specify a unique (I, F)-conditional distribution (Fy,¢), cr, , unless some
additional properties are postulated. Hence, to examine the issue of existence and uniqueness of
(P, F)-conditional distribution (Fy,¢), g, associated with F', we will introduce in Section 4.2.3 some
specific classes of (P, F)-conditional distributions.

Assume that a random time 7 (or, equivalently, its indicator process H) is not observed. Then the
Azéma submartingale F' can be interpreted as the signaling process for the non-observable process
H. In a typical situation where the filtration F is generated by some process X, assumed to be
observable, the signaling process F' is given as a non-anticipating functional of the sample paths of
X. The problem of finding the (P, F)-conditional distribution of 7 can thus be seen as a non-standard
form of the non-linear filtering problem for H when the signaling process equals F'. Note also that
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the process D is based on the observations of X up to infinity, and thus its practical interpretation
is less obvious.

Since no explicit model for H is postulated a priori, one can show that a solution F, ; to the
abovementioned non-linear filtering problem is not unique, in general (see, for instance, Jeanblanc
and Song [59] or Section 4.5.4). We will show, however, that the uniqueness of a solution can
be established, provided that some additional assumptions are imposed on the class of considered
(P, F)-conditional distributions. Furthermore, we also give an explicit construction of 7 on the
extended probability space (see Section 4.3.2); this provides a fully specified model with a prescribed
solution to the linear filtering problem. In other words, one can always find an increasing process H
taking values in {0,1} such that the equality F; = Eq(H;|F;) holds for all t € R;. Although the
filtering interpretation may seem artificial at first glance, it proves useful in clarification of previously
observed links between the properties of solutions to certain classic non-linear filtering problems and
alternative methods of constructing random times with predetermined Azéma submartingales (see,
e.g., Gapeev et al. [44] and El Karoui et al. [37]).

4.2.3 Properties of Conditional Distributions

We are now going to analyze some general properties of (P, [F)-conditional distributions of random
times. We first focus on the recently proposed hypotheses (HP) and (DP). We also recall the classic
hypothesis (H), which was studied in numerous papers (see, for instance, Brémaud and Yor [20]
or Elliott et al. [35]). Next, we examine the so-called separability of a random time representing
a (P, F)-conditional distribution. Throughout this section, by a (P, F)-conditional distribution we
mean any random field (Fy ), g, satisfying Definition 4.2.4.

Definition 4.2.6. A (P,F)-conditional distribution (Fy,¢), g, is said to satisfy:
(i) the hypothesis (H) whenever for all 0 <u < s <t

Fyo=Fy, (4.4)

(ii) the hypothesis (HP) (or the proportionality property) whenever for all 0 <u < s <t
FyoFs;=FssFyy. (4.5)
(iii) the hypothesis (DP) (or the decreasing proportionality property) whenever for all 0 <wu < s <t
Fusbiy > Fs sFyy. (4.6)

Suppose that a random time 7 consistent with a (P, F)-conditional distribution (), icr, is

given on (€, F,F,P) (or on some extension (€2, F,F,Q) of this space). Then the hypothesis (HP)
can also be explained in terms of a peculiar behavior of F-adapted processes with respect to the
enlarged filtration G = IF vV H where H is the natural filtration of the indicator process H. To this
end, let us denote by X any F-adapted process given on (2, F,F,P), and thus also on (Q, F,F,Q).
Then the dynamics of X with respect to the filtration G have a feature that can be informally stated
as follows: the (P,TF)-conditional distributions of increments of X change when 7 occurs, but the
dynamics of X after 7 are independent of the value of 7.

This property is reminiscent of a similar property of an honest time 7, which is manifested by
the well-known G-semimartingale decomposition formula for an F-local martingale (see, for instance,
Jeulin and Yor [66]). In fact, there is a strong connection between honest times and a larger class
of random times satisfying the hypothesis (HP). Specifically, any honest time with respect to F
satisfies the hypothesis (HP) and any F..-measurable random time satisfying the hypothesis (HP)
is an honest time (see Proposition 4.5.2).

Example 4.2.1. Assuming that 7 models a default time of a firm, the hypothesis (HP) has the
following interpretation: the dynamics of all F-adapted price processes change at the moment of
default, but their behavior after default does not depend on the timing of the default event. It is an
open question whether this feature is a desirable property of a credit risk model.
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The following result is an immediate consequence of Definition 4.2.6 and thus its proof is omitted.
Lemma 4.2.1. The following implications are valid: (H) = (HP) = (DP).

Remark 4.2.2. The hypothesis (DP) was first introduced in the working paper by S. Song in 2009,
and it was subsequently termed the conditional proportionality hypothesis in Jeanblanc and Song
[59]. The hypothesis (HP) is termed the conditional law invariance in [59]. Note that any F-stopping
time manifestly satisfies all three hypotheses of Definition 4.2.6.

Let F,: = Q (T <u | .7-}) where 7 is any random time defined on a filtered probability space
(Q, F,F,Q). Then the hypothesis (HP) is equivalent to the following equalities, for all 0 < u < s < ¢,

F.. Q(r<ulF) Q(r<ul|FR) F,,

Fy s @(TSS’fs)_Q(TSS‘]:t)_Fs,t’

(4.7)

where, by convention, we set 0/0 = 0. Similarly, the hypothesis (DP) can be represented as follows,
forall0<u<s<t,

Fus _Q(r<u|F) _ Q(r<ulF) _ Fu

Fs,s Q(TSS’fS)_Q(T§t|ft)_Ft’t.

(4.8)

The arguments used in the study of degenerate cases when denominators are equal to zero are the
same as in the proof of Lemma 4.2.2 below, so they are not repeated here.

Uniqueness of Conditional Distributions under Hypothesis (HP)

We will now show that the uniqueness of conditional distributions holds under Hypothesis (HP),
provided that some additional technical conditions are met. We will need the following general
definition.

Definition 4.2.7. A random field (C\¢)uer, +>u is said to be multiplicative if the equality Cy, sCs ;s =
Cy,t holds for every u < s < t.

Lemma 4.2.2. A (P,F)-conditional distribution (Fy ), cr, satisfies the hypothesis (HP) if and

only if the random field (éu,t)u€R+,t2u 1s multiplicative, where

~ Fu
Cu t = !

. 4.9
=g (4.9

Proof. Since, by convention, 0/0 = 0, the random field (Cy ;)uer, 1>« given by (4.9) is well defined
(since clearly {F;; = 0} C {Fy, = 0} for t > u). Let us first show that the hypothesis (HP) implies
the multiplicative property: 5%853715 = 5u¢~ On the event where the denominators are strictly
positive, this implication is obvious. It thus remains to consider two degenerate cases, namely, the
events {Fs s = 0} and {F;; = 0}. For the first case, we note that C, s := II;“ = 0 on the event
{Fs,s = 0} since, obviously, F, s < F, s and thus {F,s s = 0} C {F, s = 0}. Hence, if the hypothesis
(HP) holds, then we get on the event {F; s = 0}

~ ~ Fustt(HP)FssFut Fut ~
0=ClsCyy = 2t V20 Dozl g —wl _ @ 4.10
st Fo o Fiy Fy oFyt Fy ot ( )

We also used here the inclusion A := {F, , = 0} C {F,; = 0}, which holds since A belongs to
the Fs (hence to F;) so that 0 = Ep(14F, s) = Ep(1aF, ) where F,,; > 0 and thus F,; = 0 on
A (alternatively, we note that once a positive martingale F,, . hits zero, it will stay at zero). For
the second case, we note that the inclusions {F;, = 0} C {Fs; = 0} C {F, = 0} hold since
Fui <Fsy <F,,for 0 <u< s <t Hence all equalities in (4.10) hold on the event {F;,; = 0}. To
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show that the multiplicative property of the random field 5u7t implies the hypothesis (HP), we note
first that (4.9) and the multiplicative property of C, ¢ yield, for all 0 < u < s < ¢,

Fu,s Fs,t _ Fu,t
EG,S Ft,t Ft,t )

On the event where F;, and F , are strictly positive, we can simply multiply the equality above
by Fi+Fs s to show that the hypothesis (HP) holds. Let us now consider the degenerate cases.
Since {Fs s = 0} C {F, s = 0}, we see that the equality F, sFs; = 0 = F; ;F,; holds trivially on
{Fs,s = 0}. Similarly, since {F;; = 0} C {F,; = 0} C {Fy,: = 0}, we conclude that the equality
F,sFs, =0=F,F,, is satisfied on the event {F,, = 0} as well. O

We are in a position to establish the following uniqueness result.

Proposition 4.2.1. Let (ijt)%teﬂfh, i =1,2 be (P,F)-conditional distributions associated with an

Azéma submartingale F'. Assume that:
(i) the hypothesis (HP) holds for F. , fori=1,2,

(i) for any fized u > 0, the F-adapted processes (537t)t2u, i=1,2, given by

Cl, = P (4.11)
u,t Ft I

are (P, F)-predictable.
Then the (P, F)-conditional distributions F} + and F? + are indistinguishable.

Proof. By assumption, the hypothesis (HP) is satisfied by F,, and F.,. From Lemma 4.2.2, we
deduce that the random fields Cl +and Cg’t are multiplicative. From (4.11), it is obvious that ait
and C%t are increasing in . By Lemma 4.2.1, the hypothesis (HP) implies the hypothesis (DP),

which in turn implies that, for a fixed u, the processes éit and (Njﬁt are decreasing in t. We also
have that, for every t € Ry,

Ew(éf,ooFooU:t):EP(GZ,OOU:OZE (F{ o | Ft) = F, = Fy.

In view of assumption (ii), we conclude that the random fields C’1 + and C’2 + are two predictable
multiplicative systems associated with the (P, F)-submartingale F', in the sense of Definition 4.4.2.
It thus follows from Theorem 4.4.2 that the random fields Fj’t and Fu’t are indistinguishable. [

Remark 4.2.3. Condition (ii) in Proposition 4.2.1 is necessary, in general. Example 4.5.1 shows
that it is possible to construct two different (P, F)-conditional distributions associated with the same
Azéma supermartingale and satisfying the hypothesis (HP).

Separability of Conditional Distributions

We will now focus on the separability property of a (P, F)-conditional distribution. The main goal
is to establish the equivalence of some form of separability and the hypothesis (HP), under mild
technical assumptions. Separability was previously observed for solutions of certain non-linear fil-
tering problems (see, e.g., Section 2.1 in Gapeev et al. [44]). Intuitively, it is related to the fact
that the dynamics of an observed process, denoted by U in [44], change when 7 occurs, but the
(P, F)-conditional distributions of the increments of U after 7 do not depend on the value of 7. The
following special feature of a (P, F)-conditional distribution was postulated in [44], where the change
of measure approach to a construction of a random time was developed.

Definition 4.2.8. We say that a (P, F)-conditional distribution (Fu7t)u’t€R+ is completely separable
if there exists a positive, F-adapted, increasing process K and a positive (P, F)-martingale L such
that Iy, = K, L; for every u,t € Ry such that u <t.



L. L1 61

It is easily seen that the complete separability of F, , implies that the hypothesis (HP) holds.
Indeed, we have that F, sFs = (KyLs)(KsLi) = (KsLs)(KyLy) = Fs Fy for all 0 < u < s < t.
It appears, however, that the property of complete separability is too restrictive, since it does not
cover all cases of interest. This motivates the introduction of a weaker notion of separability, which
will be shown to imply the hypothesis (HP) if a random time is strictly positive.

Definition 4.2.9. We say that a (P, F)-conditional distribution (Fy ), tcr, is separable at v > 0
if there exist a positive (P, F)-martingale (L});cr, and a positive, F-adapted, increasing process
(K3)uev,00) such that the equality F,; = K L{ holds for every v < u <t. An (IP,[F)-conditional
distribution F, ; is called separable if it is separable at all v > 0.

It is clear from Definitions 4.2.8 and 4.2.9 that a (P, F)-conditional distribution F, ; is completely
separable whenever it is separable at 0.

Lemma 4.2.3. The following implications hold for any (P, F)-conditional distribution:
(i) if F is separable at v > 0 then it is also separable at all s > v,
(i) if Fy ¢ is separable at v > 0 then the proportionality property (4.5) holds for allv < u < s <'t.

Proof. For part (i), suppose that a (P, F)-conditional distribution F),, is separable at v so that, for
all v <wu < t, we can write F, ; = KL}. By simply setting L{ := L} and K := K, we see that

the (P, F)-conditional distribution F, ; is also separable at s > v. To prove part (ii), suppose that a
(P, F)-conditional distribution is separable at v. Then the equalities

FunFoy = (KULY)(KYLY) = (KPLY)(KULY) = FonFu

hold for all u < s < ¢ such that u > v. O

It appears that the separability of F, ;, implies the hypothesis (HP) when Fy = 0, that is, when
the random time 7 is strictly positive.

Proposition 4.2.2. If the (P,F)-conditional distribution of T is separable and Fy = 0 then the
hypothesis (HP) holds.

Proof. Suppose the (P, F)-conditional distribution F, ; is separable. We wish to show that the
proportionality property F, sFs: = Fs sF,  is satisfied for all 0 < u < s < t. By part (ii) in Lemma
4.2.3, we only need to consider the case 0 = u < s < t. However, the assumption that Fy = 0 implies
that Fy s = Fp: = 0 for all 0 < s < t and thus Fy Fs; = Fs sFp+ = 0. Hence the proportionality
property (4.5) holds for all 0 < u < s < ¢, meaning that the hypothesis (HP) is satisfied. O

It is natural to conjecture that in the non-degenerate case when F,; > 0 for all u,t > 0 the
converse implication also holds, that is, if the hypothesis (HP) is valid then F, ; is separable. This
is indeed the case, as the following result shows.

Proposition 4.2.3. Suppose that a non-degenerate (P, F)-conditional distribution (Fu), cr, sat-
isfies the hypothesis (HP). Then the random field F, ; is separable.

Proof. Since F,,, satisfies the hypothesis (HP) and is non-degenerate, it can be represented as
follows, for all 0 < v < u < t,

F = Fu,u
u,t —
Fv,u

Fo+ =KL,

where we set KU = F, ,(F, )" ' and LY = F,; for every v < u < t. To conclude that the (P,F)-
conditional distribution of 7 is separable at v, it suffices to note that the process KV is increasing
(this follows from (4.6) and Lemma 4.2.1), strictly positive and F-adapted. Also, LY is a strictly
positive (P, F)-martingale. O
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Although {F, , = 0} C {F,; = 0} for u < ¢, the inclusion {F,, = 0} C {F,: = 0} need not
to hold for v < w < t, in general, and thus the non-degeneracy assumption in Proposition 4.2.3
cannot be relaxed. Also, the proof of Proposition 4.2.3 breaks down for v = 0 unless we postulate
that Fp, > 0 for all u > 0. However, this assumption is not satisfied if, for instance, 7 is a strictly
positive random variable and thus it does not seem to be a viable postulate. This supports our claim
that the complete separability of a (P, F)-conditional distribution F, ; is less natural assumption to
work with than a less restrictive condition of separability of F, ;.

4.3 Extended Canonical Constructions

The goal of this section is to present a fairly general method of producing a random time either
associated with a predetermined Azéma submartingale or consistent with a given in advance condi-
tional distribution with respect to a reference filtration. It can be viewed as extensions of the classic
canonical construction of a random time with an increasing hazard process.

In Section 4.3.1, we will argue that for any Azéma submartingale F' the associated (non-unique)
random time can be constructed in two steps. In the first step, one has to construct (or select) a
generator D of F on the underlying probability space (2, F,F,P). The second step hinges on an
ansatz that an increasing process D is the Azéma submartingale with respect to the filtration FP of
some random time associated with F. One can thus apply the canonical construction of a random
time associated with an increasing Azéma submartingale and check that the random time defined
in this way is indeed associated with F'. Note that the first step can be seen as ‘smoothing’ of F' by
enlarging the original filtration F to the filtration F> such that F° = F, for all t € R, where the
term ‘smoothing’ refers to the fact that the martingale component of F' is formally eliminated through
the transition from the submartingale F' to the increasing process D such that Fy = Ep(D; | F3).

In Section 4.3.2, we present an alternative, but related, approach based on the following steps.
For a given Azéma submartingale F', one needs first to construct the associated (P, F)-conditional
distribution F),:, as specified in Definition 4.2.4. The next step hinges again on the extended
canonical construction based on the increasing process Dy = Fy o,. Note that the (P, F)-conditional
distribution F,; associated with F is typically not unique (see Sections 4.5.2) and indeed it can be
specified through an arbitrary mean. For a survey of methods used to obtain the (P, F)-conditional
distribution the reader is referred to El Karoui et al. [37], who focus on the so-called density approach
in which additional regularity of conditional distribution is imposed (see also Filipovié¢ et al. [39]).

Finally, in Section 4.3.3, we show that both methods can be easily extended to the case of a finite
family (11,...,7,) of random times associated with Azéma submartingales F!,..., F™ and coupled
together through an arbitrarily chosen copula function.

It is important to stress that both methods can be implemented using the multiplicative ap-
proach to the generator D or, equivalently, to the (IP,F)-conditional distribution F, ;. We show
that by using, in particular, the concept of a predictable multiplicative system associated with a
submartingale, we can effectively construct D and/or F, ; for any Azéma submartingale, that is,
any process F' satisfying Definition 4.1.1.

4.3.1 Random Time with a Predetermined Generator

Let us first recall the concept of a generator of a process F satisfying Definition 4.1.1.

Definition 4.3.1. Let (Dy)sci . be an increasing, positive and bounded by 1 process defined on
(Q, F,F,P) such that D; is Foo-measurable. We say that D is a generator of an Azéma submartingale
F whenever F is the (P, F)-optional projection of D, that is, the equality F; = Ep(D; | F;) holds for
every t € R+.

Note that a generator D of F' is a non-adapted process, in general. From results of Azéma [4] and
Meyer [83, 85|, it follows that any positive and bounded submartingale F' admits a generator. The
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well known method of obtaining a generator of F' hinges on the notion of a multiplicative system
associated with a submartingale; we present this method in Section 4.4.

In the context of the inverse problem formulated in Section 4.2.2, it is natural to conjecture
that D; may be interpreted as the conditional probability Q(7 < t|F), where a yet unspecified
probability measure Q is given on an extended space and coincides with P on F. The last condition
yields immediately the equality Eq(D; | Ft) = Ep(Dy | Ft) = Fy, since Dy is Foo-measurable.

To construct 7 and Q in a canonical way, we extend the underlying probability space (2, F, T, P)
by setting Q := Q% [0,1], F := F® 2B[0,1], F := F® 2[0,1] and P = P® A where A is the Lebesgue
measure on [0,1]. We note that the equality P |7, =P] |7, holds for every t € R., that is, P =P on
F. A uniformly distributed random variable U on (€, F,F,P) is given by U(@) = U(w,z) = . We

decided to denote the extension of P by IP’, rather than Q, to emphasize the canonical character of
construction described in Lemma 4.3.1.

Lemma 4.3.1. Let F' be an arbitrary Azéma submartingale and let D be any generator of F'. Then
the random time 7 = inf{t € Ry : D; > U}, defined on (Q, F, F IF’) is associated with F.

Proof. Since the equality {7 <t} = {D, > U} is valid, the F-conditional distribution of 7 satisfies

P(1 < t|Fao) = P(D; > U | Foo) = P(U < )| = D;. (4.12)

=Dy

Consequently, for all t € R,
P(r < t|F;) = Bs(D; | Fy) = Ep(Dy; | i) = F

More generally, for all u € R,
P(r <ul|F;) =Ep(Dy | F)

and thus, in particular, ]IA”(T <wu|F) =Ep(F,|F) for all 0 < ¢t < u. Note that when the underlying
probability space is sufficiently rich, so that it supports a uniformly distributed random variable U
independent of F,, then 7 may be defined on the original space. O

Remark 4.3.1. It is worth pointing out that in any construction of 7 associated with an Azéma
submartingale F' satisfying Definition 4.1.1, the (P, F)-conditional distribution £, of the random
time 7, for a fixed v and any t € [0, u), is invariably given by

Fuﬂg Z]P)(T S U|./T"t) :EP(FU ‘]:t)

Hence the alternative constructions of 7 associated with the same F' may only differ in the specifi-
cation of Fy,; for t € (u, o0].

Remark 4.3.2. It is important to stress that a generator of F' is not unique, in general, although we
will see that the uniqueness of a generator of F' holds if we confine ourselves to generators obtained
through predictable multiplicative systems associated with F' (see Theorem 4.4.2). In fact, it is
justified to focus on the uniqueness of (P, F)-conditional distributions, rather than on the uniqueness
of a generator. Once again, Theorem 4.4.2 ensures the former uniqueness if the (P,F)-conditional
distribution consistent with F' is obtained using predictable multiplicative systems.

In general, the following issue arises: describe the properties of all random times associated with
a predetermined process F' through the construction proposed in Lemma 4.3.1 for alternative choices
of a generator D of F.

4.3.2 Random Time with a Predetermined Conditional Distribution

We now examine a construction of a random time consistent with a predetermined (P, F)-conditional
distribution. Note that we do not postulate here that this random time is necessarily consistent with
some given in advance Azéma submartingale. The next result is a counterpart of Lemma 4.3.1.
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Lemma 4.3.2. Let F,; be an arbitrary (P,F)-conditional distribution. Then the random time
T =1inf{t € Ry : F} oo > U}, defined on the extension (0, F,F,P) of (Q, F,F,P), is consistent with
Fuy.

Proof. It suffices to apply the construction of Lemma 4.3.1 to the increasing process F} . Hence
the equality {7 <t} = {F; o > U} is valid, the F-conditional distribution of 7 satisfies

P(r<t|Foc) =P (Froo > U|Foc) =P(U <2)|,_,, =Fio. (4.13)

=F,,

Consequently, using the (P, F)-martingale property of (Fy,t)icr, , We obtain

~

P(r <ul|Fy) = Es(Fuoo | Ft) = Ep(Fuo0 | Ft) = Fup
In particular, the equality P (T <t | ]-'t) = F;; holds for every t € R.. O

An admissible construction presented in Subsection 4.2 can be summarized as follows. We start
from a supermartingale (Gy),cg, satisfying Assumption 4.1.1 and we first construct from (G¢),cp,
the associated (PP, F)-conditional survival distribution G, ;. The random field G, ; is then used to
construct a particular random time 7 on an extension of the underlying probability space such that
the (P, [F)-conditional survival distribution G7, ;, of T is given by G+, that is, P(7 > u [ F;) = Gy .

Remark 4.3.3. A multiplicative system associated with F' can also be used to explicitly specify
the (P, F)-conditional distribution of a random time associated with a predetermined process F' (see
Lemma 4.5.1). However, other methods are also available for this purpose, so the multiplicative
approach to the conditional distribution of a random time is merely one possible option.

Remark 4.3.4. In the case of the canonical construction of a random time (see, e.g., Section 8.2.1
in [12]), the (P, F)-conditional distribution process Fy , for ¢t € (u,oc] are postulated to satisfy, for
every u <,

FT,t:P(T§u|}-t):P(TSU‘~Fu):Fz:,u:Fuzl_Gu-

u

Let us stress that this choice is only possible when the supermartingale G is a decreasing process.

From now on, for a given supermartingale (Gt>teR+ satisfying Assumption 4.1.1, we will denote
by A the predictable, increasing process which generates G.

4.3.3 Family of Random Times

In this subsection, we assume that we are given a family of positive submartingales F* fori =1,...,n
defined on (Q, F,F,P), such that for each i, the submartingale F** satisfies Definition 4.1.1. For each
F' we denote by F. ; any (P,F)-conditional distribution consistent with F* and by D’ a generator
of F, so that Ep(D;} | F;) = F} for every i =1,...,n and t € R,.

Since no predetermined dependence structure is imposed a priori on the family 7y, ..., 7,, there is
a lot of flexibility in specifying this dependence. To achieve our goal, we will rely on a common ap-
proach based on the concept of the copula function. Let us thus denote by ¢ : [0,1]" — [0,1]
an arbitrary n-dimensional copula function, that is, an m-variate cumulative distribution func-
tion on [0,1]™ with uniform marginal distributions, so that, in particular, we have that p;(x;) :=
o(1,...,1,2;,1,...,1) = x; for every z; € [0,1] and i = 1,...,n. In the next result, a! stands either
for D}, or F; ..

Proposition 4.3.1. Assume that we are given a finite family of submartingales F*, 1 =1,2,....n
defined on a filtered probability space (Q, F,F,P) and satisfying Definition 4.1.1 and an n-dimensional
copula function w. Then there exist random times 7;, 1 =1,2,...,n on an extension (ﬁ,ﬁ, I/E‘\, @) of
(Q, F,F,P) such that P =P on F and:
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(i) The joint (@, F)-conditional distribution of (T1,7Ta,...,Tn) is given by the following expression,
for every ui,ug, ..., uy, t € Ry,
IP’(Tl <ur, o < Uz, ..., Tn < Up |_7-'t) =Ep (@(ail,az2,...7a2n) ’.7-}) .

(ii) If i, = D¢, then fori=1,2,....,n and 0 <t <u
P (1 < u|F) =Ep(Fi|F). (4.14)
(iii) If o, = Fi o then fori=1,2,....n and all u,t € Ry
P(r <ulF)=F., (4.15)

Proof. Since the proof of part (i) for a general n is identical, we will focus on the case of n = 2. In
that case, the copula function ¢ defines a probability measure p1, on the space ([0,1]2, %([0,1]?))
with uniform marginal probability distributions, specifically, 1, ([0, z1] X [0, z2]) = ¢ (21, z2) for every
(r1,22) € [0,1])%. Let (Uy(x1),Usz(22)) = (21, 22) be the identity map on [0,1]2. Then U;, i = 1,2
are uniformly distributed random variables on the probability space ([0, 1]2, ([0, 1]?)) with the joint
distribution s, We define an extension of the filtered probability space (2, F,F,PP) by setting

Q=0x[0,1? F=Fo2(0,17), F=Fa2(0,1?), P=Pau,.

We also formally extend random variables U;, i = 1,2, originally given on ([0,1]2,%([0,1]?)), to
random variables on (ﬁ,j—i@,@) by setting U;(w,z;) = U;(z;). Therefore, by construction, the
random variable (Uy,Us), which is defined on (ﬁ,ﬁ , IE?, @), is independent of F,, under P. TFor
i = 1,2, we define the random time 7; on ((AZ,]?,IAF,@) by setting 7; = inf {u € Ry : o, > U;}. Then
{7 <ui} ={cy, > U;} and thus, for all uy,uz € Ry,

~

P(Tl Sul,TQ Sug‘]:oo> =

Consequently, the joint (P, F)-conditional distribution of (1, 72) is given by the formula

~

P(r <ui,m2 <ug|F) =Es(plon,,al,) | Fr).
To establish parts (ii) and (iii), we need also to show that we have the desired marginal conditional
distributions. By construction, we have that {5 > 0} = {U < 1} and thus

P(r<ui|Foo) =P (1 S, 1 > 0] Foo) =P(Uy <21, U < )|, _ v = (al, 1) = al,
uy
since p(x1,1) = 1 for every 21 € [0,1]. By taking the conditional expectation with respect to F%,
we obtain R
P(r <w | F) =Egs(ay, | 7).
Hence for o, = D}, we get (4.14), whereas by setting oy, = F; _, we obtain (4.15). O

u1,00

Example 4.3.1. Let us now examine briefly the (P, F)-conditional densities of random times 71 and
Ty constructed in Proposition 4.3.1. We assume here, in particular, that the supermartingales F'!
and F? are continuous and never hit one after time zero, that is, they satisfy Assumption 4.5.1. To
facilitate computations, we will also make several simplifying assumptions. We start by observing
that if a copula function ¢(z,y) is differentiable then

avau@ (Tl <u,mp<w | ]:oo) = amy@(Fl F} )aqu},ooasz?,oo'

u,007 L v,00
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It now remains to work out the terms 9,F, . and 9,F; . Formula (4.34) yields the equality
Fp oo = CuoFL, so that 0,F, , = —F.,0,C, . Using (4.20), we obtain (note that the processes

:
B! and B? are continuous)

1 1 _ 1 Ci,oo 1 _ olocqi,oo 1
FL,CL = FLo, S dBy = = Bl du
[0,u] s w

where the second equality holds if we assume, in addition, that the processes B! and B? are absolutely
continuous with respect to the Lebesgue measure on R, so that dB; = [} dt for some F-adapted
processes 3°, i =1,2.

Analogous computations can be applied to 8UFUQ7OO and thus the F,-conditional joint distribution
of the vector (1, 72) satisfies

_ FLCL_ FL(2
0uO0,P (11 Su,m2 <w | Foo) = 6wy<p(Fj7oo, Ffoo) OOFI s OCF;’OO BL B2 dudv.

We conclude that the Fi-conditional joint conditional density of 71 and 75 is given by the following
expression

80P (11 < < gy uyp(rt P2y FeCioe FoeClco g1 g dud
uwOv (Tl SUT2>V ‘ ]:t) = P wy@( u,007 v,oo) 7l 2 Bubs ’]:t uav

provided that

8u8v@(71 SU,TQ §U|~7:t) :E]p <8u8v@(ﬁ SU,TQ §v|foo) |.Ft)

4.4 Multiplicative Systems

In the multiplicative approach to construction of a random time with a given Azéma submartingale,
we employ the notion of a multiplicative system introduced in Meyer [85] (see also Azéma [4] and
Meyer [83]). Hence, for the reader’s convenience, we will first summarize the most pertinent defi-
nitions and results from [85]. We work here on a complete probability space (2, F,F,P) with the
filtration F = (F;):cr satisfies the usual conditions. As in Section 4.2, we set Foo— = \/, g Ft and
we postulate that Foo = Foo—. We denote by Y = (3),cr, a positive (cadlag) submartingale and
we set Xy = Ep(Yo | F;) — Y; for every t € Ry, so that the process X = (Xt)ier, is a positive
(cadlag) supermartingale with X, = 0. The process Y is allowed to have a non-negative jump at
infinity, specifically,

Yoo 1= lim ¥; < lim Ep (Yoo | F3) = Ep (Yoo | Foom) =Ep (Yoo [ Fic) =Yoo, P —aus.

where the penultimate equality follows from Lévy’s theorem. By the usual convention, we set Y, = 0
so that Y is continuous at 0 whenever Yy = 0.

4.4.1 Multiplicative Systems Associated with a Submartingale

The following definition is borrowed from Meyer [85].

Definition 4.4.1. A multiplicative system is a positive random field (Cy,), e, satisfying the
following conditions:

(i) for all w < s <t the equality Cy, sCs+ = Cy ¢ holds; moreover, C,,; = 1 for u > ¢,

(ii) for any fixed u € Ry, the process (Cyt)icp, is F-adapted and decreasing,

(iii) for any fixed ¢ € Ry, the process (Cyt),cp, is right-continuous and increasing.

A multiplicative system is called predictable (optional, resp.) when the process (Cu)ier, is F-
predictable (F-optional, resp.).



L. L1 67

By convention, we set Co_; = 0 for every t € Ry. It should be stressed that the decreasing
process (Cy,t)icr, arising in condition (ii) is not necessarily right- or left-continuous, whereas the
increasing process (Cy,t),er, , defined in condition (iii), is not necessarily F-adapted. We denote by
(Dt)er, the increasing and positive (but non-adapted) process given by Dy := Cyoo. It is easily
seen that D; is Fso-measurable and 0 < D; < 1 for every t € RJr.

Definition 4.4.2. Given a positive submartingale ¥ = (Y3),cg,, we say that (Cut)ycr, is a
multiplicative system associated with Y if, in addition to conditions (i)-(iii) of Definition 4.4.1, we
have, for all t € R,

Ep (DYoo | Fi) = Ep (CrocYoo | Fi) = Vi (4.16)

Observe that if Yo, = 1 then (4.16) means that the submartingale Y is the optional projection of
D since obviously Ep(D; | F;) = Y; for all t € Ry (note that here D, = 1). Hence D is a generator
of Y, in the sense of Definition 4.3.1. The following lemma is a rather straightforward consequence
of Definitions 4.4.1 and 4.4.2.

Lemma 4.4.1. Let (Cuyt)u)teﬂi+ be a multiplicative system associated with Y. Then, for any fized
u € Ry, the process (Qu,t = Cu,tYt)te[u,00] 15 @ uniformly integrable (P, F)-martingale.

Proof. Let u € Ry be fixed and let ¢ € [u,c0]. Note that the random variable C;  is bounded by
1 and the random variable Y, is integrable (since Y is a submartingale on R, ). We multiply both
sides of (4.16) by Cy ¢, to get

Ou,t Ep (Ct,ocho | ft) = Cu,t}/t-

Using the properties (i) and (ii) of a multiplicative system, we thus obtain, for every ¢ € [u, 00|,
EIP’ (Qu,oo ‘]:t) = ]EIP’ (Cu,ooyoo ’]:t) = Cu,tYVt = Qu,t-
The uniform integrability of the (IP,F)-martingale (Qu,¢)¢cu,00] IS also easy to check. O

Remark 4.4.1. Since a multiplicative system C ; associated with a supermartingale ¥ may not
be right- or left-continuous in the second index, we would like to point out that in the rest of the
chapter, we always work with the cadlag version of the (P, F)-martingale @, ; := Cy +Y;.

4.4.2 Predictable Multiplicative Systems

We will now focus our attention on predictable multiplicative systems. We denote by PZ the (P, F)-
predictable projection of a process Z.

~

Lemma 4.4.2. Let (Ou,t)u,teR+ be a predictable multiplicative system associated with Y. Then:

~

(i) for any fived u, the process (Cu— +Yt)tciu,0c] 5 a (P, F)-martingale,
(i) the following relationship holds, for every 0 < u < t,

au’tth == au’t,Yt,. (417)
Proof. (i) For any u < s <t and § > 0, we have

limEP(éu—J.t)/t | fs) = lim 61L—6,sY:§ = 6u—,sY's~
640 ’ 610

~

Recall that the process C,, ¢ is increasing in u. Therefore, by the monotone convergence theorem for
conditional expectations, we obtain

lim By (CusY | Fo) = Bp(Cum i | 7o)

We conclude that the equality Ep (au_7tY} | .7-'5) = éu_,SYS holds for all ©u < s <t < 0.



68 RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS

(ii) Let us fix u € Ry. From Lemma 4.4.1, the process (@ut = auJYt)te[u’oo] is a positive, uniformly
integrable (P, F)-martingale. Therefore, using Theorem 4.5 in Nikeghbali [91] in the second equality
below, we obtain R R R R

p(Cu,tY;&) = p(Qu,t) = Qu,tf = Cu,tfy’t7~

~ ~

Moreover, the process (Cu,t)t€R+ is F-predictable and thus ?(C,, ;Y;) = éwat. By combining the
above formulae, we obtain (4.17). O

We will also need the following well known property of predictable projection.

Lemma 4.4.3. Let Y be a positive measurable process such that Y; > 0 for every t € Ry. Then the
(P, F)-predictable projection PY satisfies PY; > 0 for every t € R,..

Proof. The (P,F)-predictable projection ?Y of Y is defined as the unique (up to indistinguishability)
F-predictable process such that the equality

EP(YTl{T<m} ‘./—"T_) = pYTﬂ{T<oo}

holds for every F-predictable stopping time T'. By setting T' = t, we obtain Ep(Y; | F;—) = PY; and
thus the claim then follows from the properties of the conditional expectation. O

Assume that Yo, = 1. Then Y is a positive submartingale of class (D) defined on [0, o), since
the equality Y, = 1 implies that 0 < Y; < 1 for all t € R;. Let Y = —M + A be the Doob-
Meyer decomposition of Y where M is a uniformly integrable martingale My = 0 and A is an
F-predictable, increasing process with Ag = Y (see, e.g., Protter [96]). We adopt the convention
that Moo = Moo— := limy_ oo My so that My = Ep(My | F¢). Consequently, the process A has a
jump at infinity of the size equal to the jump of the process Y at infinity, that is, AA, = AY,,. Let
us finally observe that the supermartingale X = 1—Y = 14+ M — A is generated by the F-predictable,
increasing process A, in the sense that, for all ¢t € R,

The following theorem, due to Meyer [85] (see also Azéma [4] for similar results), establishes the
existence of an associated predictable multiplicative system for every positive submartingale ¥ =
(Y4)ier, such that Yoo = 1.

Theorem 4.4.1. (i) Any positive submartingale Y = (Y3),er, with Yoo = 1 admits an associated

~

predictable multiplicative system (Cu,t)y ter, -
(i) If Yy > 0 for every t > 0 then it suffices to set, for all 0 < u <t < oo,

_ dAC AA,
oo, %) I (-3)

u<s<t

where PY is the (P, F)-predictable projection of Y, A is the F-predictable, increasing process from the
Doob-Meyer decomposition of Y and A€ is the path-by-path_continuous component of A.
(iii) For a fized u € Ry, the process (Cu,t)ieu,] Satisfies Cy . =1 and

dCy s = —Cuys_ (PY,) "1 dA,. (4.20)

(iv) For any fixed u, the uniformly integrable (P, F)-martingale (@ut = au,th)te[u,oo] satisfies
dQus = —Cly dM,. (4.21)
(v) The process ﬁt = (?t,oo is positive, increasing and bounded by 1. It generates the submartingale

Y, in the sense that, for allt € R,
Y; = Ep(D; | F2). (4.22)
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Proof. For the reader’s convenience, we present here the sketch of the proof of Theorem 4.4.1 adapted
from Meyer [85].

We start by proving part (ii) under an additional assumption that there exists a constant € > 0
such that Y > e. Consequently, the continuous exponential term in (4.19) is manifestly positive and
less than one, as the integrand is positive and A is an increasing process. We will now check that
all terms of the product are positive and less or equal to one.

To this end, we write M = Ep(A |F;) and MY = Ep(Ya | F;). Since M4 and MY are
uniformly integrable martingales, it is known that their predictable projections satisfy

P(M{) =ML, P(M)) =M.
We also note that X = M4 — A and X = MY — Y. Consequently,
X\ =MA — A =My —-Y;_
and
PX, = MP — A, = MY —PY,.
Simple computations now show that
AA =Y, — Y, <Yy (4.23)
We conclude that the jump term in (4.19) is always positive. Moreover, it is strictly positive provided
that the positive submartingale Y_ never hits zero.

It is easy to check that the random field éu,t given by (4.19) satisfies conditions (i)—(iii) of
Definition 4.4.1 of a multiplicative system. Hence it remains to show that the multiplicative system
Cy,¢ is associated with Y. Let us set

~ dA¢ AA
=Chs = — s I I 1-— 5
Mt 0,t exp( /(0 . st) ( PY, >7
’ 0<s<t

so that u¢(w) defines a predictable measure on (0, 0o] and, in view of (4.20),

dpg = —pe— (PY;) "1 dA,. (4.24)

Note also that @’oo = %" To verify that éu,t is associated with Y, we first observe that

7).

Since MY =Y + M* — A, the process ?Y + A, — A has the same predictable projection as Yao.
After substitution, we obtain
]—"t>

1
=—FEp <Yoo,uft + / PY dps + / Hs— dA, — (Aoo - At),uft ’ Ft)
(t,00] (t,00]

~ 1 1
Ep (CroeYoo | Fi) = B (Yoo | 7)) = - Bp (Yoout + [ Yedps

(t,00]

-~ 1
E]P’ (Ct,ocho | ft) = E ]EIP’ (Yoo,ut + /( ]p)/s d,us + / (Aoo - As) d,us
t,00

(t,00]

et

where the last equality follows from by an application of the integration by parts formula to (A —
Ap)pe. In view of (4.24), the two integrals in the last equation cancel out and thus we arrive at the
equality

Ep (CrocYoo | F1) = Er (Yoo — Ao + At | Fi) = Vi

We will now prove part (i). For the general case, we replace Y by Y¢ = Y + ¢, so that the

generating process A remains unchanged. Let afm be given by formula (4.19) with Y replaced by
Y. Then the following holds

Ep (5;00(3/00 +e) ]]-'t> =Y +e, (4.25)
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while 6;00 1 Coo, YL L Yoo and Yy | Y; as € | 0. More generally, (7;,t 1 Cyt as € | 0 for some
random field Cy ;. It is easy to check that the random field C,, ; is a multiplicative system. By the
monotone convergence theorem for conditional expectations, the passage to the limit in (4.25) is
justified, so that a multiplicative system C, ; is associated with Y.

It remains to establish part (i) under assumption (b). In the special case when Y; > 0 for every
t > 0, we start by noting that

dAS AA
li C =1 . 1- ).
e (= [ wze) I (- w)

u<s<t

Assume that 0 <wu <t and Y; > 0 for every ¢t > 0. Then by the a.s. monotone convergence

Al dAj AA,
161%1 Cot = exp( /(u)t] st) H (1 Y, > (4.26)

u<s<t

To obtain equality (4.21), it suffices to apply a version of the Itd formula (see formula (9.3.6) in
Jeanblanc et al. [61])

d(au,tyt) = au,t dYe +Yi_ déu,t = au,t ay; — 6u,t—Yt— (PY;) "t dA, = au,t Y, — Ay)
where we used (4.17) in the last equality. To obtain (4.21), we observe that d(Y; — A;) = —dM;.

Part (v) is also easy to establish. This completes the proof of the theorem. O

As opposed to the F-predictable process A appearing in (4.18), the process D is not even assumed
to be F-adapted. Intuitively, the generator D keeps track of the fluctuations of Y up to infinity and
thus it has enough flexibility to be bounded by Y,,. For the original proof of Theorem 4.4.1, the
interested reader is referred to Meyer [85]. Let us only mention that to obtain equality (4.21), it
suffices to apply a version of the Ité formula (see formula (9.3.6) in Jeanblanc et al. [61])

d(CusYy) = Cuy dYs + Yio dCuy = Cup dYy = Cup- Yoo (PY2) " dAy = Cuy d(Y; — Ay)
where we used (4.17) in the last equality. To obtain (4.21), we observe that d(Y; — A¢) = —dM,.

Remark 4.4.2. Just as we postulated that Yy— = 0, we will also adopt the convention that @0,,t =
for all t € Ry. To see that this convention is consistent with representation (4.19) and the convention
that Yy_ = 0.

It should be stressed that a predictable multiplicative system associated with a positive sub-
martingale Y is not unique, in general. The following result is borrowed from Meyer [85].

Theorem 4.4.2. Let Cu ¢+ and Cu ¢+ be two predictable multzplzcatwe systems associated with a pos-
itive submartingale Y = (Yt)teR Then the random fields Qut = C’u Yy and Qut = C’u +Y; are
indistinguishable. In particular, the generators Dt Ct 0 and Dt C’tm are indistinguishable.

We will sometimes consider strictly positive submartingales satisfying the following assumption.

Assumption 4.4.1. The positive submartingale Y = (Y3),cp, with Yoo = 1 is defined on the
filtered probability space (£2, F,F,P) and satisfies ¥; > 0 and Y;_ > 0 for every ¢ > 0.

The following corollary to Theorems 4.4.1 and 4.4.2 will prove useful in the sequel.

Corollary 4.4.1. (i) Assume that Y; > 0 for every t > 0. Then the random field CA'uyt given by
formula (4.19) is the unique predictable multiplicative system associated with Y.
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(ii) Assume that'Y satisfies Assumption 4.4.1. Then the unique predictable multiplicative system
associated with Y satisfies the inequality Cy,+ > 0 and equals, for every 0 < u < ¢,

Cos & <_ S0 (PYs) 7! dAS)
ao,u B Eu (_ f(o,‘] (PYs)~! dAS)

Cuy = (4.27)

where E(U) stands for the stochastic exponential of the process U, that is, the unique solution to the
stochastic differential equation d&€,(U) = &_(U) (PY;) "t dA, with E(U) = 1.

Proof. From Corollary 4.4.1, we know that C'U,t > 0 for all u,t € Ry and thus (4.27) is an immediate
consequence of (4.19). O

As already mentioned, the uniqueness of a predictable multiplicative system associated with a
positive submartingale Y fails to hold, in general. However, from Theorem 3 in Meyer [85], restated
here as Theorem 4.4.3, it follows that the uniqueness holds if we restrict our attention to the class
of predictable multiplicative systems associated with Y satisfying the following additional property.

Property (A). For any t € Ry, if the equality Y;— = 0 holds then éu,t = 0 for every u < t.

The property (A) implies that if v < ¢ and if there exists s € (u,t] such that Y, = 0 then
Cut =0.

Theorem 4.4.3. There exists a unique predictable multiplicative system associated withY = (Yt)teR+
such that the property (A) holds.

We observe that formula (4.19) yields

~ dAC Y,
Cu,t = exp < - / 1% ) H (pY']l{Ys7ést}>7 (428)
(ust] s u<s<t s

so that the random field given by (4.19) satisfies the property (A). It is thus natural to conjecture
that for any positive submartingale Y the unique predictable multiplicative system associated with
Y and enjoying the property (A) is given by the formula

-~ 07 u € [Oa Lt)v
u,t = dAS Y-
eXp (_ f(u,t] PfY:) Hu<s§t (TYS]I{YS—?SPYS}) U € [Lt’t]

(4.29)

Optional Multiplicative Systems

Inspired by Meyer [85] and Kardaras in [68, 69], we will now demonstrate the existence of an optional
multiplicative system C,; associated with the Azéma submartingale of a random time. Suppose
that we are given a random time 7 : 2 — R, defined on the filtered probability space (2,F,P).
We denote by A the dual (P, F)-optional projection of a (non-F-adapted) process H := 1z oo]. The
(P, F)-optional projection of H is denoted by F, so that F; = P(7 < t|F;). Finally, V stands for
the (P, F)-optional projection of Lo 7). At infinity, we have that Fi, = 1, whereas for the dual
(P, F)-optional projection we set Ao := Aoo— + AF.

Let us recall the following well known result.

Proposition 4.4.1. The process G is generated by A, that is, for all t >0
Gy =Ep(As — Ay | Fy) = My — Ay

where the positive (P, F)-martingale M is defined by M; := Ep(As | F)-
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Our aim is to show the existence of an optional multiplicative system associated with the sub-
martingale F. We first consider the case of a strictly positive submartingale F'.

Lemma 4.4.4. Assume that the submartingale Fy = P (7: <t | ]:t) is bounded below by a strictly
positive constant. Let the random field Cy, 4 be defined by C,+ =1 for allu >t and

déu’t = —Cuﬁtf(Ft)il dzzlt, Vi 2 u. (430)

Then the mndom field C, ¢ is an optional multiplicative system and, for any fized u > 0, the process
(Qut :==Cy 4t tefu,00) 15 a positive (P, IF)-martingale bounded by 1 and it satisfies

dQu,t = —Cuyyp— dM. (4.31)

Proof. We will first show that, for any fixed w, the process (C’u,t)te[om} is positive and bounded by
1. To this end, it suffices to observe that it is a decreasing process with C, t =1 for ¢ < u and with
the jump at t satisfying C_'u)t = C_’u,t_(l — 1AA,5) for t > u. Since Gy = V; — AA; (see Jeulin [62],
page 576), we obtain

0<(A-V)FE'=1-F1'AA <1,

and thus we conclude that the process (Cu. t)te[0,00] 18 Positive and bounded by 1. Therefore, the
processes (Qut = C, tF)te[u,00] are positive and bounded by 1. Next, we show that the process
(Qu}t)te[u’oo] is an F-martingale. To this end, we observe that formula (9.3.5) in Jeanblanc et al.
[61] yields

dQu t = Cyy—dFy + Fy dCu t = Cu,t— d(Fy — Ay) = —Cly— dM,

since d(F; — A;) = —dM;. Since the process (Qu,t)te[u,oo] is bounded by 1, we conclude by recalling
that a bounded local martingale is a martingale. O

Remark 4.4.3. For every u > 0, the process (Q., t)t€lu,00] 15 @ positive supermartingale and the
equality lim; oo Qu ¢ = Cu 00— Fso_ holds. One can check that, under our convention, for every
u > 0 the (P,F)- martlngale (Qu, t)te[u ] 1s continuous at mﬁmty, since AMy, = 0 and thus the
equality AQy.co = —Cly oo AMy, = 0 is satisfied for every u > 0.

We are ready to establish the existence of an optional multiplicative system associated with the
submartingale F'.

Corollary 4.4.2. There exists an optional multiplicative system associated with Fy = P (T <t | .7-',5).

Proof. We set C'u’t = lim¢ o C’6 + Where C’6 + is defined in Lemma 4.4.4 for F'° = F'+e¢. It is obvious
that the process C'qj’t is decreasing in ¢t and increasing in u. Moreover,

B (FooCue | Fu) = Be(lim (Foc + 0o | Fu) = limEr (5,0l oo | 7o)

=1 F; = F,
elﬁ]l( u + €) u

where the second equality holds by the monotone convergence theorem and the third equality is a
consequence of Lemma 4.4.4. O

Remark 4.4.4. For a given in advance Azéma submartingale F’, the random time 7 may be con-
structed using the predictable multiplicative system C, ; associated with F' and following the method
presented in Section 4.5. Subsequently, one may define an optional multiplicative system associated
with F' using Proposition 4.4.4 and Corollary 4.4.2, and construct another random time associated
with F' through the method of Section 4.5. Then both random times will have a common Azéma
submartingale, but their (P, F)-conditional distribution will differ, in general.
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4.5 Multiplicative Approach to Random Times

Our next goal is to apply the concepts and results presented in preceding sections to establish
the existence of an explicit solution to the problem of a construction of a random time with a
predetermined Azéma submartingale. We first prove that any multiplicative system associated with
F can be used to define a (P, F)-conditional distribution associated with F' and the resulting (P, F)-
conditional distribution always satisfies the hypothesis (HP). In Section 4.5.2, we show that the
uniqueness of a (P, F)-conditional distribution obtained in this way does not hold. If, however, we
chose any predictable multiplicative system associated with F', then the generator D of F', as well
as the (P,F)-conditional distribution F,; associated with F' are unique and, under mild technical
assumption, the random field ﬁ%t is completely separable. The chapter concludes with a brief
analysis of honest times (Section 4.5.3) and an example of the non-multiplicative approach (Section
4.5.4).

4.5.1 Multiplicative Construction of a Random Time

Let F' be an arbitrary Azéma submartingale. We will now show that a multiplicative system asso-
ciated with F' can be used to construct the (P, F)-conditional distribution F), ; such that F}; = F}
for all t € Ry.

Lemma 4.5.1. Let F be an arbitrary Azéma submartingale and let (Cu7t)u7t€R+ be any multiplicative
system associated with F'. We define the random field (Fy,t), cr, by setting

Ep (F, , te|0,u),

Fui=1{ " (] 72), telow) (4.32)
CutFi, t € [u,o00].

Then F, ; satisfies Definition 4.2.4 of a (P,F)-conditional distribution and Fy, = Fy. Moreover, the

hypothesis (HP) holds.

Proof. The equality Fi; = F; is obvious since Cy; = 1. Therefore, it suffices to show that F,;
satisfies conditions (i)—(iii) of Definition 4.2.4.

Condition (i). Let us first check that 0 < Fj, ; < 1. This is obvious for ¢ < u since 0 < F' < 1. For
t > u, it is enough to use the properties of the multiplicative system. Recall that C, ; is increasing
inwand Cy; = 1if u > ¢ and the process F' satisfies 0 < F' < 1.

Condition (ii). Let us fix u. It suffices to check this condition for u < ¢, since it is obvious for ¢ < u
and there is no jump at . By Lemma 4.4.1, the process C,, +F}; is a martingale for ¢ > u.
Condition (iii). Let us fix t. We first observe that the process (Fy t)i<y is increasing in u. Indeed,
F is a submartingale and thus, for all t < u < s

Fu.=Ep(F, |]:t) < Ep (F; |~7:t) = Fgy.

Furthermore, condition (iii) in Definition 4.4.1 of a multiplicative system implies that the process
(Fut)t>w 18 increasing in uw. We also have that Fo ¢ = 1 since Cy,; = 1 for u > ¢ and F, = 1. Since
Cy,¢ is a multiplicative random field, we obtain, for all 0 <u < s <,

FuAt Fu s Fs t
— = Uyt = UqsCst = . —. 4.
yy = Cuslo Fy o Fyy (4.33)
We thus see from (4.5) that the hypothesis (HP) is indeed satisfied. O

We are in a position to establish the result, which furnishes an explicit solution to the problem
of construction of 7 associated with a predetermined Azéma submartingale F'. To prove Theorem
4.5.1, it suffices to combine Lemma 4.3.2 and Lemma 4.5.1.
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Theorem 4.5.1. Let F' be any Azéma submartingale and let C,+ be any multiplicative system
associated with F'. Then there exists a random time T on the extension (Q, F,F,P) of the underlying
probability space (Q, F,F,P) such that the (P,F)-conditional distribution of 7 under P equals

EP(Fu‘ft)a tE[O,U),

4.34
Cu,tFt; t e [U, OO] ( )

Fuyt:I?P(TSM}"t):{

In particular, the equality P (T <t | ]-'t) = F, holds for every t € Ry and P=P onF.

Recall that Theorem 4.4.1 ensures the existence of a predictable multiplicative system associated
with F. It is also evident from Theorem 4.4.2 that, although a predictable multiplicative system
associated with the positive submartingale F' may not be unique, the (P, F)-conditional distribution
Fu ¢+ constructed from any predictable multlphcatlve systems Cu ¢+ associated with F' is unique and
satisfies, for all 0 < u < ¢, the equality Fu t = =C wtly = Qut where, by Lemma 4.4.1, for a fixed
u € R, the process (Qu ¢)t>v 1s a uniformly integrable (P, F)-martingale. Let us also observe that
in Theorem 4.5.1 we only need to deal with the random field (Cy ¢)uer,,¢>u since for u = oo we
always have that Foo ¢ = Coo,t =1.

In the case of the predictable multiplicative approach to an admissible construction of a random
time 7, the (P,TF)-conditional distribution F,

Corollary 4.5.1. The random time T constructed in Theorem 4.5.1 is with probability 1:
(i) a finite random time if and only if F is continuous at infinity, that is, the equality Foo = Foo—
holds.

(i) a strictly positive random time if and only if F is continuous at time zero, that is, Fy = Fy_ = 0.

Proof. To prove (i), we observe that (4.13) yields

~

P(r=o0|Fu)=lim P(7>u|Fo) = lim (1-Fyoo) = 1—Foo oo = 1-Coo_ acFoo = 1-Cag
U—> 00 u—r 00

Since Foo =1 and Coo_ oo = Fu— < 1, we conclude that the equality @(T = 00) = 0 holds whenever

Fy = Fuo—. For part (ii), we note that P (T =0 | fo) = (T <0 ‘ .7:0) = Fy > 0. This implies that

P(r=0) = ]E]p(Fo) and thus P(7 = 0) > 0 whenever P(F, > 0) = P(F, # Fy_) > 0. O

The following assumption corresponds to Assumption 4.4.1.

Assumption 4.5.1. The submartingale F' = (Ft>teR+ with Fi, = 1, given on the filtered probability
space (Q, F,F,P), is such that F; > 0 and F;_ > 0 for every ¢ > 0.

Recall that the equality F' = —M + A is the Doob-Meyer decomposition of the bounded (P, F)-
submartingale F.

Corollary 4.5.2. Under Assumption 4.5.1, the unique predictable multiplicative system associated
with F' is given by
~ a gt _f . (st)_l dAs
Oy = 22 = (= o ) (4.35)
Cou & (= fo ("F) 1 dA,)

and the random field ﬁu7t is strictly positive, except perhaps for ﬁop = Fy.

Proof. Formula (4.35) is an immediate consequence of (4.27). Moreover, from part (ii) in Corollary
4.4.1, weseethatC t>0forallu<tandthuth—C +Fy > 0forall u <t t>0 Also
Fu,t = Ep (Fu |]—'t) > 0 for all u > t. Hence the random field Fu’t is strictly positive, except perhaps
for ﬁoy() = Fp. O]
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The following result shows that ﬁ%t is completely separable if Assumption 4.5.1 is satisfied.

Proposition 4.5.1. Under Assumption 4.5.1, let the (P,TF)-conditional distribution ﬁu,t = @(T <
u| Fy) be given by (4.84) with the predictable multiplicative system C.,; given by (4.35). Then the
random field F,, ; = C, +F; is completely separable, namely, for all 0 <u <t,

- C o)
F,,=F =% = Qo _ g1,
CO,u CO,u

where the strictly positive, F-adapted, increasing process K is given by

K¢=<6hw—1=:ku(—/;dwﬁw—1¢%>}q

and the strictly positive, uniformly integrable (P, F)-martingale L equals

Li=Qou=F, 5t( - / (PF)~ dAs). (4.36)
(01']

Remark 4.5.1. It is preferable to work under Assumption 4.5.1, since it allows us to write down
explicitly the form of the predictable multiplicative system associated with F', which is desirable
in_applications. Moreover, it also allows one to see that, under Assumption 4.5.1, the process
(Fut)i>y = CyFy coincides with the basic iMyz introduced in Jeanblanc and Song [60]. In view
of Lemma 4.2.1, the pair (7, P) constructed in Theorem 4.5.1 satisfies the hypothesis (DP) as well,
whereas it is clear that the hypothesis (H) need not to be fulfilled by the pair (7, I@), in general.
Furthermore, since a multiplicative system C,, ; is decreasing in ¢, we obtain directly, for all 0 < u <
s <t,

P(r<ulF) F,, o o Fu P(r<ul|F)

P(r<s|F) Fs 7 " Fy B(r<t|R)

The last observation can be seen as an independent motivation for the hypothesis (DP). In fact, in
the paper by Jeanblanc and Song [59], the hypothesis (DP) is postulated a priori and is subsequently
used, under some technical assumptions on the process G = Ne™*, to obtain a solution to the
problem of existence of a random time with a predetermined Azéma supermartingale G.

4.5.2 Non-Uniqueness of Conditional Distributions

We now show, by means of a counterexample, that condition (ii) in Proposition 4.2.1 is necessary.
We claim that it is possible to construct two random times associated the same Azéma submartingale
and satisfying hypothesis (HP), but with different (P, F)-conditional distributions. To justify this
statement, let us assume that we are given a strictly positive Azéma submartingale F' with Fy = 0.
By applying Theorem 4.5.1 to a predictable multiplicative system C, ;, we obtain the existence of a
random time 7 satisfying the hypothesis (HP). Given the random time 7, we can apply Corollary
4.4.2 to show the existence of an optional (non-predictable) multiplicative system C,, , associated
with F'. Therefore, by an application of Theorem 4.5.1 to C_’u,t, we obtain the existence of another
random time, 7 say, such that:

(i) the process F' is the Azéma submartingale of 7 and 7,

(ii) the random times 7 and 7 satisfy the hypothesis (HP),

(iii) the (P, F)-conditional distributions of 7 and 7 are different, in general.

Property (iii) holds since the (P,F)-conditional distributions of 7 and 7 are given by ﬁu}t =
CutFy = Quyt and Fmt = C'uﬂth = Qu for all u < ¢, where in turn (see (4.21) and (4.31))

d@u,t = *au,t dM;, dQu,t = —Cuyp— dM. (4.37)
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Equivalently, in view of (4.20) and (4.30)

~

~ Cu s— ~ Cu s— T
Cur=1 —/ ST JAT, Cuy=1-— / s gAT
(wt PFs (we L

where A™ and A” denote the dual F-optional and F-predictable projections of Lfr,00]- Sadly, it is not
easy to give an explicit non-trivial example of a random time for which the dual optional projection
is known and thus is it more convenient to focus instead on dynamics (4.37).

Example 4.5.1. To give an explicit (albeit somewhat artificial) counterexample, suppose that T}
is the first jump time of a Poisson process with intensity A. Let the filtration F be generated by the
process H} = Ty, <¢y. Then, for any 0 < € < 1, the process F; = 1 — (1 —¢)(1 — H}) is strictly
positive, increasing and satisfies Definition 4.1.1. On the one hand, it is easy to check that the
random field C_'u)t = FUF[1 for u < t is an optional multiplicative system associated with F. By
an application of Theorem 4.5.1 to F' and C\,; = éu7t, we obtain the existence of a random time 7
associated with the Azéma submartingale F' and satisfying the hypothesis (HP). In fact, 7 satisfies

the hypothesis (H) since it equals (see Lemma 4.3.2)
%:inf{t€R+ZFt700 2 U}:lnf{t€R+Ft Z U}

with an increasing, F-adapted process F' and thus F, , = F,; = Fy, o for all 0 < u < t. On the
other hand, the Doob-Meyer decomposition of F' reads

Fi=-M+ A =1—e(H = MNTiAt) +e+ A1 —e)(T1 AL). (4.38)

Since A is continuous and PM; = M;_ (see Theorem 4.5 in Nikeghbali [91]), we deduce from (4.38)
that PF, = F;_ for all t € Ry. Hence, from Theorem 4.4.1, the unique predictable multiplicative
system associated with F' equals, for all u <t (see equation (4.19))

~ 1—
Cy,t = €exp ( — / A=) ds).
(uATy AT ] €+ (1 - 6)1{T1 <s}

By applying Theorem 4.5.1 to CA’W, we obtain the existence of a random time 7 such that (P, F)-
conditional distribution of 7 satisfies ﬁu,t = au’tFt for all u < t. We observe that 7 satisfies the
hypothesis (HP), but the hypothesis (H) fails to hold. Finally, the dynamics of the (P, F)-conditional
distributions of 7 and 7 for a fixed u and ¢t > w differ since the dynamics of ﬁu,t are driven by the
martingale M (see (4.37)), whereas the process F,, ; = F, is constant for ¢ > u.

Remark 4.5.2. Observe that 7 is a pseudo-stopping time (since the hypothesis (H) holds for 7) and
thus M is necessarily a constant martingale (see Theorem 1 in Nikeghbali and Yor [92]). A similar
argument can be used to show that the construction based on Theorem 4.5.1 with an optional
multiplicative system C_'u}t is not capable of producing non-trivial pseudo-stopping times, that is,
pseudo-stopping times for which the hypothesis (H) fails to hold.

4.5.3 Honest Times

Let us now make a few comments regarding an important class of random times extending the class
of F-stopping times, namely, the honest times. They were studied, for instance, by Jeulin and Yor
[65, 66], Yor [107], Nikeghbali and Yor [93] and Kardaras [68].

Definition 4.5.1. A positive random variable 7 defined on a filtered probability space (2, F,F,P)
is called an honest time if, for every ¢ > 0, there exists an F;-measurable random variable 74 such
that 7 is equal to 7; on the event {7 <}, that is, 71 <y = Telr<y)-

An honest time can be alternatively defined as the end of an optional set. The hypothesis (H)
fails to hold for an honest time, unless it is an F-stopping time, since an honest time is an Fo-
measurable random variable. The following result shows, in particular, that the class of random
times satisfying the hypothesis (HP) encompasses honest times.
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Lemma 4.5.2. Let T be an honest time T on a filtered probability space (0, F,F,P). Then there exists
a multiplicative system (Cu,t), e, associated with the Azéma submartingale Fy = P(1 < t|F),
such that Cy oo = 7<), that is, the increasing process Cy o takes only the values 0 and 1. The
(P, F)-conditional distribution of T satisfies the hypothesis (HP).

Proof. We set Cyy = l(r,<4y. We check now that Cy; := 1<, is a multiplicative system
associated with F. It is easy to see that () is increasing and right-continuous in » and is F-
adapted and decreasing in ¢. It is clear that the equality 7, = 7 holds on {7, < u} and thus C, ; is
multiplicative since, for all 0 < u < s < t,

Cu,scs,t = ]l{rsgu}]l{'rtgs} = ]l{'rtgu} = Cu,t~

By setting ¢ = oo, we obtain Cy o = l;<,}. Finally, condition (4.16) holds trivially, since for all
u>0
Ep (Cuyo | Fu) = P(r < u| Fy) = F.

We conclude that C,; = 1<} is a multiplicative system associated with F. Furthermore, the
(P, F)-conditional distribution of 7 satisfies F,; = Ep(Fy, | F;) for u > t and Fyy = Filf <,y =
F,Cy+ for u < t. Hence the hypothesis (HP) holds by Lemma 4.2.2 (or by Lemma 4.5.1). O

Let us now consider an arbitrary multiplicative system C, ;. For every t > 0, let L; be an
Fi-measurable random time given by

Li=sup{0<u<t: Cur=0}=sup{0<u<t: C,_ =0} (4.39)
where, by convention, sup() = 0. Then L; < L, for t < s. In particular, L; < Lo, where
Ly =sup{u>0:C, =0} (4.40)

Since C),; is a multiplicative system, it is easy to see that Cs; = 0 for every s € [0,L;). The
following lemma is easy to prove.

Lemma 4.5.3. The following properties are valid:
(i) the increasing process (L¢)icr, is F-adapted,
(i1) for every t > 0, the equality Loo = Ly holds on {Lo <t} so that Lo is an honest time.

Example 4.5.2. Consider Lemma 4.5.1 with a multiplicative system C, ; associated with F. As-
sume that the increasing process Cy o takes only values 0 and 1. Then the random time 7 introduced
in Lemma 4.3.1 equals 7 = inf {u € Ry : C,, o = 1} and thus 7 = Lo, where L is defined in (4.40).
Hence, by part (ii) in Lemma 4.5.3, 7 is an honest time.

The following result characterizes honest times as Fo.-measurable random times satisfying the
hypothesis (HP).

Proposition 4.5.2. Let 7 be a random time on a filtered probability space (Q, F,F,P). Then T is
an honest time if and only if T is Foo-measurable and satisfies the hypothesis (HP).

Proof. The ‘only if’ part follows from Definition 4.5.1 and Lemma 4.5.2. To prove the ‘if’ part, let
us assume that 7 is Fo-measurable and satisfies the hypothesis (HP). Then, by Lemma 4.2.2, the
random field (Cut)yer,, ¢>u, given by Cyy = F,.F ", is a multiplicative system. Moreover, by
part (ii) in Lemma 4.5.3, the random time Lo given by (4.40) is an honest time. The assumption
that the random time 7 is Foo-measurable implies that C, o = 1;7<u) and thus 7 = L. Hence 7
is an honest time. O

From the proof of Lemma 4.5.2, the (P, F)-conditional distribution of the end of an optional set
can be expressed in terms of its Azéma submartingale F' and the family 7, of F;-measurable random
variables. This is not a fully satisfactory characterization of F), ; when we address the problem of
finding a random time associated with F', since the random times 7; are not given a priori. A stronger
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result is known to hold for ends of predictable sets: if 7 is the end of an F-predictable set then the
(P, F)-conditional distribution is given in terms of F' only; specifically, F,, = Ep(F, | F;) for ¢t < u
and Fy 1 = Fillz <,y for t > u where 7; :=sup{0 <u <t: F,_ =0} (see Meyer [83]). Of course,
the random field F,, ; satisfies the hypothesis (HP). Using Lemma 4.3.2, one may thus construct a
random time 7 on the extended probability space consistent with £, ;. In view of Proposition 4.5.2,
the random time 7 obtained in this way is an honest time, since it satisfies the hypothesis (HP) and
is Foo-measurable (the latter property is true since Fy » takes only values 0 and 1).

The natural question is then to characterize the class of all Azéma submartingales corresponding
to honest times. It is common in the literature to work under the assumption that all F-martingales
are continuous, so that any optional set is predictable. Under this postulate, the (P, F)-conditional
distribution of an honest time is uniquely determined by its Azéma submartingale. In particular,
if F;_ > 0 for every ¢ > 0 then an honest time 7 satisfies (H) and thus it is a stopping time.
The interested reader is referred to Nikeghbali and Yor [93] and Kardaras [68] for a detailed study
of honest times that avoid all F-stopping times and their Azéma submartingales and their link to
maxima of local martingales.

4.5.4 Non-Multiplicative Approach to Conditional Distributions

Before giving an example of a non-multiplicative approach to conditional distributions, we will first
provide another necessary and sufficient condition for a (P, F)-conditional distribution to satisfy the
hypothesis (HP). For simplicity, we only deal here with continuous and strictly positive (P,F)-
conditional distributions (Fyt)y scr, -

Let us fix u € Ry. We denote by S* the space of all real-valued semimartingales on [u,00) and
we write

Sy ={U € 8" |[{UU_ = 0} is an evanescent set }.

The stochastic logarithm L(U) of U € S} is defined by the formula, for ¢ € [u, c0) (see, for instance,
Section 9.4.3 in Jeanblanc et al. [61])

1

E(U)t =
(u,t] US—

du,. (4.41)

Recall that for every U € S} the equality Uy = Us E5+(L(U)) holds for any u < s < ¢, where we
denote (&s,¢(X))tc[s,00) is the stochastic exponential of X started at s. For any fixed u € Ry, we
define the generating martingale My, = (My,t)te[u,00) Dy setting

dF, s.

)

1
My :=L(F,.); =
L= L) /(] e

Proposition 4.5.3. Assume that the (P,IF)-conditional distribution (Fy¢)ucr, is such that, for
every u > 0, the process (Fyt)i>u 15 a strictly positive martingale. Then the following statements
are true:

(i) The random field (Fyt)uer, satisfies the hypothesis (HP) if and only if, for any fived u € Ry,
gs,t(Ms,-> = (c/’s’t(,Z\Ju’.)7 V’U, § S S t. (442)

(i1) Assume, in addition, that for any fized v € Ry the process (Fy i)i>y i continuous. Then F
satisfies the hypothesis (HP) if and only if, for every u € Ry and s > u,

Mu,t - Mu,s = Ms,t - Ms,:w Vi > s. (443)

Proof. For part (i), we start by noting that the process (Fly ;)i>q satisfies Fy; = Fy oy Eut(My,.)
where we denote M, . = L(F,,.). Therefore, the random field F, ; satisfies the hypothesis (HP)
whenever the following equalities hold, for any fixed v € Ry and all u < s <,

Fu,u gu,s(Mu,-) Fs,s gs,t(Ms,-) = Fu,st,t = Fs,sFu,t = Fs,sFu,u gu,t(Mu,<)~
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Since &y (My,.) = Eu,s(My,.)Es (M, .), this is equivalent to (4.42). To establish (ii), we observe

(M,
that if, for every u € Ry, the (P, F)-martingale (F, ;)¢>, is continuous then (4.42) becomes

t 1 t t 1 t
€xp (/ dMs,v - 5/ d<M€,~>v> = €xp </ dMu,v - 5/ d<Mu,>v)

Therefore, equality (4.42) holds whenever, for any fixed u € R} and every u < s < ¢,

(Mu,t - Ms,t) - (Mu,s - Ms,s) = % (<Mu,>t - <Ms,->t) - 1 (<Mu,>s - <Ms,~>s) : (444)

Let us fix u € Ry and s > u. Equality (4.44) means the continuous martingale (M, ; — M 1)i>s is
a process of finite variation and thus it is constant. We conclude that F,, ; satisfies the hypothesis
(HP) whenever condition (4.43) is met. O

Remark 4.5.3. It is also clear that condition (4.44) (or (4.43)) is met whenever the dynamics of
the generating martingale (M, +)¢>, are independent of the initial date w.

As was pointed out in Remark 4.3.1 (see also Example 4.5.1), the Azéma submartingale of a
random time does not uniquely characterize its (P, F)-conditional distribution. We will now pro-
vide another explicit example of the said non-uniqueness. Unlike in Example 4.5.1, we will now
construct a (P, F)-conditional distribution of a random time failing to satisfy the hypothesis (HP).
More sophisticated examples of non-uniqueness of the (P, F)-conditional distribution are provided
in Jeanblanc and Song [60].

In Lemma 4.5.4, we consider a special case of a (P, [F)-conditional distribution examined previ-
ously in the literature (see, for instance, Proposition 4.9 in El Karoui et al. [36]). Let Z be a positive,
continuous, square-integrable (P, F)-martingale given on a filtered probability space (€2, F,F, P) such
that (Z) is strictly increasing (to avoid trivial cases). The following result is not hard to establish.
In particular, one can check that the dynamics of the generating martingale (M, ¢)¢>, depend on
u, so that (4.43) is not satisfied.

Lemma 4.5.4. Let ﬁuﬂf be given by the expression, for all 0 < u < t,

~ 1
Fut=1—exp ( —uZy — 3 uz(Z>t) (4.45)

and ﬁooﬂg =1 for every t € R,. Then (ﬁuﬂf)u’teﬂfh is a (P,F)-conditional distribution and, for a

fized u € Ry, the process (Fy1)u<t Satisfies

t

Fut=Fuu+ / u(l— F,.,)dZ,. (4.46)

The (P,TF)-conditional distribution ﬁui fails to satisfy the hypothesis (HP).

Our goal is now to apply the multiplicative approach to the (P, F)-submartingale F' =1 - G
where

- 1
Gt =Gy = exp ( —tZ — 3 t2(Z>t).

The It6 formula yields
th = —th dZt - Gt(Zt + t<Z>t) dt

and thus the multiplicative decomposition Gy = Nye~ of the strictly positive (P, F)-supermartingale

G is given by
t 1 t
N; = exp (—/ sd S—f/ 52d<Z>S)
0 2 /o

Ay :/0 (Zs + s(Z)s) ds.

and
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It is also worth noting that
dFt = —€7Af’ dNt + Nt deiAt . (447)

~

Let us consider the (P, F)-conditional distribution (Fy ;). er, obtained using formula (4.32) for
some predictable multiplicative system C,, ; associated with F'. In fact, since F satisfies Assumption

~

4.5.1, the unique predictable multiplicative system (F ¢)u, tcr, associated with F' is given by (4.35).
In view of Lemma 4.5.1, the (P, F)-conditional distribution (Fy ;)uer, ¢>u satisfies (HP).

~

Lemma 4.5.5. For any fived u > 0, the dynamics of the (P,F)-martingale (Fy t)ucr, t>u are

¢
- Fu s
= Fu +/ 22 s(1 - Fy)dZ,. (4.48)

ol

)

~ ~

Proof. Let us denote F,; = Cy+F; for all 0 < u < t. The process F' is continuous and, for any
u € Ry, the process (Cyt)¢>y is continuous and decreasing. Hence the It integration by parts

formula yields R N N N
dF, ;= FydCy i = F1 dCy+ + Cyy ¢ dF. (4.49)

From (4.47), we see that the martingale part in the Doob-Meyer decomposition of F' equals

t t t
M, = —/ e M dN, = / sNye ™M dz, = / s(1 — Fy)dZs,
0 0 0

~

where the second equality holds since dNy; = —sN;dZs. Since we know that (Fy ;)i>, is a (P, F)-
martingale starting at time u > 0, we deduce from (4.49) (or, equivalently, from (4.21)) that

P

tE F
ws gM, = F, ws (1~ F)dZ..
7, +/u g, 1)

t
Fu,t:Fu,u+/ Cu,destu+/

which is the desired formula. O

It is clear that, for a fixed u € R4, the processes (ﬁu’t)@u and (ﬁu,t)tZu have different dynamics.
Using Lemma 4.3.2, one may construct two random times associated with F, but with different
(P, F)-conditional distributions; one of them satisfies the hypothesis (HP), whereas the other does
not.



Chapter 5

Progressive Enlargement of
Filtration with Pseudo-Honest
Times

This chapter is based on the paper with the same title by Li and Rutkowski [75] submitted to the
Annals of Applied Probability in March 2012.

5.1 Introduction

We continue here the research from Li and Rutkowski [74] (Chapter 4), by addressing the issues
related to properties of enlarged filtrations for various classes of random times. We work throughout
on a probability space (2, F,P) endowed with a filtration F satisfying the usual conditions. It is
assumed throughout that 7 is any R -valued random time given on this space.

Definition 5.1.1. An enlargement of F associated with T is any filtration K = (K;)¢>0 in (Q, F,P),
satisfying the usual conditions, and such that: (i) the inclusion F C K holds, meaning that F; C K;
for all t € Ry, and (ii) 7 is a K-stopping time.

Let us recall two particular enlargements, which were extensively studied in the literature (see,
e.g., Dellacherie and Meyer [32], Jacod [50], Jeanblanc and Le Cam [57], Jeulin [62, 63, 64], Jeulin
and Yor [65, 66, 67], and Yor [107, 108]). Section 8 in Nikeghbali [91] provides an overview of
the most pertinent results, but mostly under either the postulate (C) that all F-martingales are
continuous and/or the postulate (A) that the random time 7 avoids all F-stopping times.

Definition 5.1.2. The initial enlargement of F is the filtration G* = (G)¢>0 where the o-field G}
given by the equality G = N>y (0(T) V Fs) for all t € R,

The initial enlargement does not seem to be well suited for a general analysis of properties of a
random time with respect to a reference filtration F since it implies, in particular, that o(7) C G,
meaning that all the information about 7 is already available at time 0 (note, however, that this
feature can indeed be justified when dealing with some problems related to the so-called insider
trading). One can argue that the following notion of the progressive enlargement of F with obser-
vations of a random time is more suitable for formulating and solving various problems associated
with an additional information conveyed by a random time 7.

Definition 5.1.3. The progressive enlargement of F is the minimal enlargement, that is, the smallest
filtration G = (G;):>0, satisfying the usual conditions, such that F C G and 7 is a G-stopping time.
More explicitly, G = Ng>¢ G where we denote G = o(T At) V F; for all t € R,

81
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Let H be the filtration generated by the indicator process H; = ;<4 . It is apparent that the
inclusions FVH C G C G* are valid and, in fact, G coincides with the minimal enlargement of
F Vv H satisfying the usual conditions. In what follows, we will mainly work with the progressive
enlargement G, although in some circumstances we will also make use of the initial enlargement G*.

Recall that for any two filtrations F C K on a probability space (2, G, P), the hypothesis (H') holds
for F and K under P whenever any (P, F)-semimartingale is also a (P, K)-semimartingale (see, e.g.,
Dellacherie and Meyer [32], Jeulin [63], Jeulin and Yor [66] or Yor [107]). The problem of checking
whether the hypothesis (H’) is satisfied and finding the canonical semimartingale decomposition of
a (P,F)-special semimartingale with respect to a progressive enlargement G of a filtration F have
attracted a considerable attention and were examined in several papers during the past thirty years.
In particular, the following fundamental properties are worth to be recalled:
(i) a (P, F)-semimartingale may fail to be a (P, G)-semimartingale, in general,
(ii) any (P, F)-special semimartingale stopped at 7 is a (P, G)-special semimartingale,
(iii) any (P,TF)-special semimartingale is a (IP, G)-special semimartingale when 7 is an honest time
with respect to a filtration F, that is, the random variable 7 is an end of some F-optional set.

Furthermore, by the classic result due to Jacod [50], the hypothesis (H') is satisfied in the case
of the initial enlargement of F provided that 7 is an initial time. Recall that 7 is called an initial
time with respect to a filtration F if there exists a measure n on (R, B(R,)) such that the (P,F)-
conditional distributions of 7 are absolutely continuous with respect to 7, that is, Fy, < n(du).
This property is also frequently referred to as the density hypothesis. In the path-breaking paper
by Jeulin and Yor [65] (see also Jeulin and Yor [66]), the authors derived the (P, G)-semimartingale
decomposition of the stopped process U, x; for any random time 7 and any (P, F)-local martingale U.
They also obtained the (P, G)-semimartingale decomposition of an arbitrary (P, F)-local martingale
U under an additional assumption that 7 is an honest time with respect to the filtration F. The
latter result was recently extended to the case of initial times by El Karoui et al. [36], Jeanblanc
and Le Cam [57], Kchia et al. [70] and Nikeghbali and Yor [93]. For obvious reasons, we are not in a
position to discuss all abovementioned papers in detail here, although some results from them will be
quoted or referred to in what follows. Let us only mention here that, by the theorem due to Stricker
[104], for arbitrary two filtrations F C K, any a (P, K)-semimartingale which is also an F-adapted
process is necessarily a (P, F)-semimartingale. Therefore, in order to prove that the hypothesis (H')
holds for a filtration F and its progressive enlargement G, it suffices to show that the hypothesis
(H'’) is satisfied by F and any filtration K such that G C K. A typical choice of K in this context is
the initial enlargement G*.

The hypothesis (H') should be contrasted with the stronger hypothesis (H) for F and K under
P, which is also frequently referred to as the immersion property between F and K. This hypothesis,
which stipulates that any (P, F)-local martingale is also a (P, K)-local martingale, was first studied
in the paper by Brémaud and Yor [20]. In the case of the progressive enlargement G of a filtration
F through a random time 7 defined on the underlying probability space (2, G,P), the immersion
property for F and G is well known to be equivalent to the hypothesis (H) introduced in Definition
5.2.2 below (see, e.g., Elliott et al. [36]) and thus no confusion may arise. Note also that the hypoth-
esis (H), unlike the hypothesis (H’), is not invariant under an equivalent change of a probability
measure. However, as shown in Jeulin and Yor [66] (Proposition 2), if the hypothesis (H) is satisfied
under P by F and an arbitrary enlargement K and a probability measure Q is equivalent to P on F
then the hypothesis (H') necessarily holds for F and K under Q.

The main hypotheses examined in the present work are the hypothesis (HP) and the extended
density hypothesis (the hypothesis (ED), for short), as specified in Definitions 5.2.2 and 5.2.5, re-
spectively. The corresponding classes of random times are termed pseudo-honest times and pseudo-
initial times. The hypothesis (HP) is clearly weaker than the hypothesis (H) and it is known to
hold, in particular, when a random time is constructed using the multiplicative approach (see Li and
Rutkowski [74]), as well as for the alternative construction of a random time developed in Jeanblanc
and Song [59]. It was also shown in [74] that, under mild technical assumption, the hypothesis (HP)
is equivalent to the separability of the (P, F)-conditional distribution of 7 (see Definition 5.2.4). The
hypothesis (ED) extends the density hypothesis; it is introduced in order to avoid the awkward
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assumption on strict positivity of (P, F)-conditional distribution of the random time 7. It is worth
to point out that most results obtained for initial times can be extended to this new setting.

This chapter is organized as follows. In Section 5.2, we recall some basic properties of (P,F)-
conditional distributions of random times and enlarged filtrations. In particular, we provide an
alternative characterization of the progressive enlargement G. This alternative characterization of
G is used in Section 5.3 in computations of conditional expectation of G-adapted processes under
the hypothesis (HP) and the extended density hypothesis. Subsequently, in Section 5.4, we provide
sufficient conditions for a G-adapted process to be a (P, G)-martingale. Explicit computations of the
G-compensator (that is, the (P, G)-dual predictable projection) of the indicator process Hy = (<4}
are provided in Section 5.5. Main results of this chapter are established in Section 5.6 in which the
validity of the hypothesis (H') is studied for the progressive enlargement of the underlying filtration
F through either a pseudo-honest or a pseudo-initial random time. We extend there several related
results from the existing literature. First, in Theorem 5.6.2, we compute a general semimartingale
decomposition of a (P,F)-martingale with respect to the progressively enlarged filtration G when
T is assumed to be a pseudo-honest time. Particular examples of this decomposition are subse-
quently examined in 5.6.1 in which we postulate that a random time was constructed using the
multiplicative approach developed in [74] using either a predictable or an optional multiplicative
system associated with a given in advance Azéma submartingale F'. Finally, in Section 5.6.2, we
deals with the corresponding results for a pseudo-initial time. It is worth stressing that results
on a (P,G)-semimartingale decomposition of a (IP,F)-local martingale are crucial for applications
in financial mathematics, especially in credit risk models, where a random time 7 represents the
moment of occurrence of some credit event (e.g., a default). Two examples of applications of our
results to problems of financial mathematics are outlined in Section 5.7.

5.2 Random Times and Filtrations

In this section, we deal with the most pertinent properties of random times and the associated
enlargements of a reference filtration F. For more details, we refer to [74] where, in particular,
various constructions of a random time are examined. The interested reader may also consult
papers by Jeanblanc and Song [59, 60] for closely related results.

5.2.1 Properties of Conditional Distributions

Let us first introduce the notation for several pertinent characteristics of a finite random time 7
defined on a filtered probability space (2, F,F,P). The (P,F)-supermartingale Gy = P(r > ¢ | F)
is commonly known as the Azéma supermartingale of 7. We will sometimes refer to the (P,F)-
submartingale F = 1 — G as the Azéma submartingale of 7. The (P, T)-conditional distribution of T
is the random field (Fy,¢), cp, given by

Fui=P(r <ul|F), YuteR,. (5.1)

The following definition characterizes the class of all conditional distributions of a random time.

Definition 5.2.1. A random field (Fy,¢), cr, on a filtered probability space (2, F,F,P) is said to
be an (P,TF)-conditional distribution if it satisfies:

(i) for every u € Ry and t € Ry, we have 0 < F,; < 1, P-ass.,

(ii) for every u € Ry, the process (Fut)ier, is a (P,F)-martingale,

(iii) for every t € R, the process (Fu,t)ucr, is right-continuous, increasing and Fio; = 1.

Note that for every u € R, conditions (i)-(ii) in Definition 5.2.1 imply that F, o = lim ;o0 Fi
and F,; = Ep(F, | Fi) for every t € Ry. Since (iii) yields F,; < Fs, for all u < s, the (non-
adapted) process (Fy,o0)ucr, 18 increasing and thus it admits a cadlag version. It is known that for
any random field (Fy ), cr, there exists a random time 7 on (2, F,F,P) such that (5.1) holds.
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Let us examine some pertinent properties of conditional distributions of random times. Through-
out this section, by a (P, F')-conditional distribution, we mean any random field (Fy,¢),, g, satisfying
Definition 5.2.1. We first recall the classic hypothesis (H), which was studied in numerous papers
(see, e.g., Brémaud and Yor [20] or Elliott et al. [35]), and its generalization termed the hypothesis
(HP) (it is obvious that the hypothesis (H) implies (HP)).

Definition 5.2.2. A (P, F)-conditional distribution (Fy,¢), g, is said to satisfy:
(1) the hypothesis (H) whenever for all 0 <u < s <t

Fu,s == Fu,t7 (52)
(ii) the hypothesis (HP) whenever for all 0 <u < s <t

Fu,st,t = Fs,sFu,t~ (53)

It was shown in [74] that any honest time satisfies the hypothesis (HP) and, in fact, an Feo-
measurable random time 7 is an honest time if and only if it satisfies the hypothesis (HP). This
motivates us to say that a random time is a pseudo-honest time with respect to F whenever the
(P, F)-conditional distribution of 7 satisfies the hypothesis (HP).

Remark 5.2.1. Let us observe that if F, ; satisfies the hypothesis (HP) then, for all 0 <u < s <t,

Fu,s
Fss

Sy

Fs,t = Fu,t' (54)

Note that the inclusion {F; s =0} C {F, s =0} is valid for all 0 < w < s and, by convention,
0/0 = 0. More generally, the inclusion {F, s = 0} C {F,,, = 0} is known to hold for all u < s <¢
(see the proof of Lemma 2.2 in [74]).

Let us recall the concept of separability property of a (P, F)-conditional distribution (see [59, 74]).

Definition 5.2.3. We say that a (P, F)-conditional distribution (Fy ), (g, is completely separable
if there exists a positive, F-adapted, increasing process K and a positive (P, F)-martingale L such
that F,,+ = K, L; for every u,t € Ry such that 0 <u <t

It is easily seen that the complete separability of F), , implies that the hypothesis (HP) holds.
Indeed, we have that F, sFs; = (K, Ls)(KsLt) = (KsLs)(KyLt) = Fs sFy forall 0 < u < s < t.
It appears, however, that the property of complete separability is too restrictive, since it does not
cover all cases of our interest. This motivates the weaker concept of separability (termed partial
separability in [59]).

Definition 5.2.4. We say that a (P, F)-conditional distribution (Fy,t),cr, is separable at v > 0
if there exist a positive (P,[F)-martingale (L{)icr, and a positive, F-adapted, increasing process
(K3)uelv,00) such that the equality F,;, = KL} holds for every v < u <t. A (P,F)-conditional
distribution F, ; is called separable if it is separable at all v > 0.

Remark 5.2.2. It is known that if the (P, [F)-conditional distribution of 7 is separable and Fy = 0
then the hypothesis (HP) holds, and thus 7 is a pseudo-honest time. Conversely, if 7 is a pseudo-
honest time and its (P, F)-conditional distribution (Fy),cr, is non-degenerate then the random
field F,; is separable. For proofs of these properties and more details, the interested reader is
referred to [74].

The next definition gives a natural extension of the density hypothesis, which was introduced by
Jacod [50] and subsequently studied by numerous authors (see, e.g., [36, 57]). Since random times
satisfying the density hypothesis are called initial times, we find it natural to say that a random
time is an pseudo-initial time whenever it satisfies Definition 5.2.5. From [50], the hypothesis (H')
is known to hold for the initial (and thus the progressive) enlargement of F with an initial time.
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Definition 5.2.5. A (P,F)-conditional distribution F, ; is said to satisfy the extended density hy-
pothesis (or, briefly, the hypothesis (ED)) if there exists a random field (ms )s>0,¢>s and an F-
adapted, increasing process D such that, for all 0 < u <,

Fut = msths (55)

and, for every s € Ry, the process (ms)¢>s is a positive (P, F)-martingale.

As one might guess, the results obtained under the extended density hypothesis are similar
to those proven under the usual density hypothesis, that is, for initial times. Nevertheless, it is
convenient to introduce it here, since it will allow us to circumvent an awkward non-degeneracy
condition of the (P, F)-conditional distribution of a random time, which will be needed, for instance,
in the proof of Proposition 5.4.1. Moreover, it is worth noting that the extended density hypothesis
is also satisfied when a pseudo-honest time is constructed through the multiplicative construction,
as shown in Remark 2.1 in [75] (for a special case, see also Theorem 5.2 in Jeanblanc and Song [59]).
Hence the study of pseudo-initial times is related to our main goal which is to examine pseudo-honest
times.

5.2.2 Enlargements of Filtrations

We will now analyze the basic properties of various enlargements of F associated with a random
time 7. When studying semimartingale decompositions of processes stopped at 7, it is common to
use, at least implicitly, the following concept, formally introduced by Guo and Zeng [47].

Definition 5.2.6. An enlargement K of a filtration FF is said to be admissible before T if the equality
Ken{r >t} =F,N{r >t} holds for every t € R.

In the case of a general (i.e., not necessarily honest) random time, we find it convenient to
introduce the following notion, stemming from a remark in Meyer [86]. Recall that the initial
enlargement G* was introduced in Definition 5.1.2.

Definition 5.2.7. The family G= (é\t)t@h is defined by setting, for all ¢t € R,
G = {A € G|3A; € Fi and A} € G/ such that A= (A, N{r >t} U(A;n{r <t}h}.
We note that, for all t € Ry,
Gn{r>tt=Fn{r>th Gn{r<tl=g n{r<t}. (5.6)

It can be checked that the o-field C?t is uniquely characterized by conditions (5.6). The next elemen-
tary result shows that the family G coincides in fact with the progressive enlargement G, which was
introduced in Definition 5.1.3 (for the proof of the lemma, we refer to [75]).

Lemma 5.2.1. For any random time 7 the progressive enlargement G coincides with the filtration G.

Proof. Recall that Gy = Nysi(o(T A s) V Fy) and Gf = Nyse(0(7) V Fy). To show that Gy = Gy, it

suffices to check that conditions (5.6) are satisfied by G;. The following relationship for all t € R

is immediate _
Fn{r>t}cgn{r>ttcGgn{r>t}=Fn{r >t}

This shows G, N {7 >t} = F, N {7 > ¢}, while also
G A7 <t} =Nest(o(TAs)VF) {1 <t} = Nesi(o(r) VF)N{T <t} =G/ n{r <t}

since (7 A s)N{T <t} =o(r)N{r <t} for every s > t. O
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It is easy to see that the filtration G is admissible before 7. When dealing with a semimartingale
decomposition of an F-martingale after 7 we will use the following definition.

Definition 5.2.8. We say that an enlargement K is admissible after 7 if the equality IC; N {r <
t} = G N{r <t} holds for every t € R.

It is clear that the filtration G (and thus also G) is admissible after 7 for any random time. Note
also that if an enlargement K is admissible before and after 7 then necessarily K = G. For the proof
of the next elementary lemma, we refer to [75].

Lemma 5.2.2. For any integrable, G-measurable random wvariable X and any enlargement K =
(Kt)e>0 admissible after T we have that, for any t € Ry,

Ep (]l{rgt}X | ,Ct) = lleI,Itl Ep (]l{rgt}X | o(t)V fg) . (5.7)

Proof. 1t suffices to show that
Er (L<y X [Ki) = Ep (i< X [G7) - (5-8)

The second equality in (5.7) will then follow from Corollary 2.4 in [97] since G} = Ng>t (o(7) V Fs).
To establish (5.8), we will first check that, for every A € Ky,

Ep (Lalr<nX) = Er (Lal < Br (X[ G7))

Since, by assumption, KC; N {7 <t} = GF N {7 <t}, there exists an event B € G; such that AN
{r <t} = Bn{r <t}. Consequently,

Ep(L1al(r<pyX) =Ep(Lplir<nX) = Bp(Lplir<nEp(X |G7)) = Ep(Lalr<nEp(X | G7)).

Hence
Ep(Lir<n X |Ki) = Bp(Lr<gEp(X | G) | Ki) = Lr<y Ep(X | G)),

since the random variable 1<, Ep (X | G ) is KCt-measurable. O

5.3 Conditional Expectations under Progressive Enlargements

In the rest of the chapter, we work under the assumption that the (P, F)-conditional distribution of a
random time 7 satisfies either the hypothesis (HP) or the hypothesis (ED), which were introduced in
Definitions 5.2.2 and 5.2.5, respectively. In addition, the special case of the complete separability will
be examined as well. We will need the following auxiliary result, which ensures that the processes
Il{7>t}(Gt)_1 and IL{TSt}(Ft)_l are well defined (for its proof, see [75]).

Lemma 5.3.1. The following inclusions hold, for every t € Ry: (i) {T >t} C {G; > 0}, P-a.s.,
and (i1) {7 <t} C {F} > 0}, P-a.s.

Proof. Let us denote A = {F; =1} = {P(r <t|F) = 1}. Since A € F;
P(A) = / FydP = / P(r < t|F)dP = / ey dP = P(AN {7 < t}).
A A A

Hence A = {F; = 1} = {G: = 0} C {7 < ¢}, P-a.s,, and thus {7 > ¢} C {G; > 0}, P-a.s. For part
(ii), let us denote B = {G; =1} = {P(r > t|F:) = 1}. Since B € F;

]p(B):/Batdn»:/Bp(T>t\ft)dpz/Bn{T>t}dP:P(Bm{T>t}).

Hence B = {G, =1} = {F, =0} C {7 > t}, P-a.s., and thus {7 <t} C {F, > 0}, P-as. O
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Remark 5.3.1. Part (i) in Lemma 5.3.1 can also be demonstrated as follows. Let 79 = inf {t €
R, : Gt =0 or G;— = 0}. Since G is a supermartingale, it is equal to zero after 7o and thus

]P(TQ < T) = EP(1{70<T}) = E]P’(G‘ro]l{‘ro<oo}) =0.
This in turn implies that {7 >t} C {G; > 0}, P-a.s.

Remark 5.3.2. Let us set, by convention, 0/0 = 0. Hence, by Lemma 5.3.1, the quantities
150Gyt and 1< Fy' are well defined for all ¢, P-a.s.

5.3.1 Conditional Expectations for Pseudo-Honest Times

For a fixed T' > 0, we consider the map Ur : Ry x Q — R and we use the notation (u,w) — U, 1(w).
We postulate that Ur is a B(Ry) ® Fp-measurable map, so that U, is a o(7) V Fpr-measurable
random variable. The following result corresponds to Theorem 3.1 in El Karoui et al. [36], where
the case of the density hypothesis was studied.

Lemma 5.3.2. Let U.p : Ry X Q — R be a B(R}) ® Fr-measurable map. Assume that T is a
pseudo-honest time and the random variable U, 1 is P-integrable. Then:
(i) For every t € [0,T), we have that

Ep(Urr|Ge) = ]]-{7'>t}fjt,T + ]l{TSt}ﬁT,t,T
where

ﬁt,T = (G) " Ep(LiranyUrr | F) = (Go) 7! EP(/ UprdFy 1 ’]:t> (5.9)
(t,00]

and, for all0 <u <t<T, R
Unir = (F) ' Ep(FyrUnr | Fr). (5.10)

(i) If, in addition, F, , is completely separable so that F, , = K, L, for u <t then (5.9) yields

)

Ep(Lirs>r>yUrr | Fi) = Ep (LT/ ] Uy, dK,
(t.T

and (5.10) becomes
Unir = (L) " Ep(LrU, 1 | Fi).

Proof. The derivation of (5.9) is rather standard. Note that the hypothesis (HP) is not needed here
and we may take ¢t € [0, T]. It suffices to take U, r = g(u)1 4 for a Borel measurable map g : Ry — R
and an event A € Fp such that the random variable U, = ¢g(7)1 4 is P-integrable. Using part (i)
in Lemma 5.3.1 and the well-known formula for the conditional expectation with respect to G;, we
obtain

Ep (1> Urr | F)
P(T >t | ]:t)

= ]1{T>t}(Gt)1]EIP<]1A /( }9(”) dFU,T‘]:t> =13 (Gy) ™" EIP’(/
t,00 (

t,00]

Lo Ee(Unr |Ge) = Lirsyy = Lroy (G) 7 Ee (14 Be (L (7) | Fr) | )

g(w) L4 dF, 1 ‘]—"t>

= 1{T>t}(Gt)71 ]E[p( \/( | UyrdFy 1 ‘ ft) = ]l{-r>t}(7t,T
t,00

where (~ft7T is given by (5.9). We observe that on the event {7 < ¢} any G,-measurable random
variable can be represented by a o(7) V F;-measurable random variable H,;. Let us take any
t € [0,T). Toestablish (5.10), we need to evaluate Ep (Uy,r | G;) on the event {7 < t}. An application
of Lemma 5.2.2 yields

Er (Lir<yUnr [ Ge) = limEe (Lir<nUnz [o(r) V F) -
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We first compute the conditional expectation Ep (ﬂ{rgt} Urr ’ o(T)V fs) for 0 <t < s<T. Recall
that the hypothesis (HP) means that the equality F, sFs 1 = Fs +F, r holds for all 0 <u < s < T,
which implies that Fy v dF), s = Fs dF, r for any fixed s < T and all u € [0, s].

Hence, for any bounded, o(7) V Fs-measurable random variable H, s, we obtain
Ep(1{r<yHr,sUrr) = Ep <EP(H{T§t}HT,SUT,T \ ]:T)) =Ep (/ Hy, Uy dFu,T)
(0,¢]
= EP(/ Hu,s(Fs)ilFs,TUu,T dFu,s) IEIP(/ Hu,s(Fs)ilEIP(Fs,TUu,T |-7:s)dFu,s>
[0,] [0,]

= E]P’ </ Hu,sﬁu,s,T dFu,s) = EIP (]l{'rgt}H'r,sij,s,T)7
0,2]

since {7 <t} C {7 < s} C {Fs > 0}, P-a.s. (see part (ii) in Lemma 5.3.1). This in turn yields
Er (1r<yUrr |Ge) = lim Ep (Ur<yUrr|o(r) V Fs) = tim U< Unor
- lsl.ﬁl ]I{Tgt} (Fs)_l ]EP (FSvTUu»T ‘ fs)u:r

= 1<y (F) " Ep (FyoUnr ’]:t)u:_,_ = 1{T§t}ﬁr,t,T

where the penultimate equality holds by the right-continuity of the filtration F and the right-
continuity of processes F' and F. p. This completes the proof of part (i). For part (ii), we observe
that if, in addition, the random field F), ; is completely separable then the asserted formulae follow
from equations (5.9) and (5.10). O

Remark 5.3.3. Let us observe that for ¢ = 0, we first obtain, on the event {7 = 0},
Ep (1 (o) Hr.sUr,r) = Bp (1 rmoy HrsUr,s.1) = Be (1 (r—0y Ho o Uor)
where, on the event {7 =0} C {r < s} C {F, > 0},
Uo,s,r = (Fo) ™ Be(Fy U, | F).
In the second step, we get, on the event {7 = 0} C {Fy > 0},
Ep (L{r—0}Ur,r | Go) = 1&1&)1 1{7:0}[70,51 = 1{7:0}(70,0,T
where (see (5.10))

Ep(P(r = 0| Fr)Uo,r | Fo)
P(T =0 | ]:0)

ﬁ0,0,T = (Fo) ' Ep(ForUor | Fo) =

where Fyr =P(7 = 0| Fr). We conclude that

1
Ep(Ur 1 |Go) = ﬂ{7>0}m E]P(/(O ] Uu,r dP(T < u|Fr) ‘fo)

1
1lfrcpn———E UuprdP(T <u|Fr)|Fo ).
10 ary = ( f Ver < u120)| 7)

Remark 5.3.4. For t = T, we have that
Ee(Urr | Gr) = LipsryUrr + Liz<ryUrr, (5.11)
where formula (5.9) in Lemma 5.3.2 yields

G Ep(Lir>7yUrr | Fr)
T = IP(T >T | ]:T)

= (Gr)™! / Uur dFy 1. (5.12)
(T7w]
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Remark 5.3.5. Assume that F, ; satisfies the hypothesis (H). Then formula (5.10) simplifies as
follows

fju,t,T =(1- Gt)_l Ep(FyoUur | Ft) = (Ft)_l Ep(F Unr | Fi) = Ep(Uy,r | Ft)-

7).

In particular, if ('_77.7T = g(7), we have that ﬁ%t,T = g(u) and

U = (Go) " Be(Lirsyg(7) | Fi) = (Gt)_lEP(/(t ]Q(U) dFy

5.3.2 Conditional Expectations for Pseudo-Initial Times

Under the extended density hypothesis, we establish the following counterpart of Lemma 5.3.2.

Lemma 5.3.3. Let U.pr : Ry x Q — R be a B(Ry) ® Fr-measurable map. If T is a pseudo-initial
time and the random variable U, 1 is P-integrable then, for every t € [0,T),

Ep(Ur 1 |Gt) = ]l{r>t}ﬁt,T + ]l{Tgt}U'r,t,T
where

Upr = (Gy) ™! Ep(LiranyUrr | Fi) = (G) ™ E]P‘(/ UyrdFy ‘E)
(t,00]

and, for every 0 <u <t <T,

~

Unr = (mue) ™ Ep(muy,rUnr | Fr). (5.13)

Proof. Tt suffices to revise the proof of Lemma 5.3.2 on the event {7 < ¢}. Let us first observe that,
by Definition 5.2.5, for every u € R, the process (my, ;)i>y is a positive (P, F)-martingale and thus
{myu+ =0} C {my,s =0} C {myr =0} for all u <t < s <T. Recall also that, by convention,
we set 0/0 = 0 and thus fju,s,T is well defined. Therefore, for all t < s < T and any bounded,
o(7) V Fs-measurable random variable H, , we obtain

Ep (1 ¢r<y Hr,oUr,r) = Bp (Ep (1 r<ty Hr oUrr | Fr) ) = Ep ( /[

0,00]

]l{ugt}Hu,sUu,T dFu,T)
= EIP (/ Hu,smu,TUu,T dDu) = EIP’ </ Hu,s(mu,s)_lEP(mu,TUu,T | ]:s)mu,s dDu)
[0,] [0,¢]

=Ep (/ Hu,sﬁu,s,T dFu,s) =Ep (1{T§t}HT,s(7T,s,T> .
[0,¢]
By taking limit, and using similar arguments as in the proof of Lemma 5.3.2, we get
Ep (Lir<iyUrr |Ge) = lim Ep (Lir<tyUrr |o(r) vV Fy) = lim Lr<tyUsrom
= lsl?tl ]l{Tﬁt} (mu,s)71 IE]P’(Tnu,TUvu,T ‘ fs)u:f

= H{Tﬁt}(mu,t)il EP(mu,TUu,T |~Ft)u:T = I{TSt}ﬁT,t,Tv
which proves (5.13). O

5.4 Properties of G-Local Martingales

We consider the map U: R?2 x © — R and we use the notation (u,t,w) ﬁu,t(w). We say that U
is an F-optional map when it is B(Ry) ® O(F)-measurable, where O(F) is the F-optional o-field in
R, x Q. In that case, the map ﬁ.,t is B(R) ® Fi-measurable and the process (ﬁt,t)tzo is F-optional,
in the usual sense. We will sometimes need an additional assumption that the process (ﬁt,t)tzo is
F-predictable.



90 RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS

5.4.1 G-Local Martingales for Pseudo-Honest Times

Consider an arbitrary random time 7 such that G = 1 — F' is the Azéma supermartingale of 7.
We denote by G = M — A the Doob-Meyer decomposition of G. Then the dual (P, F)-predictable
projection of the indicator process Hy = 1., satistfies HP = A.

The following result, which corresponds to Propositions 5.1 and 5.6 in El Karoui et al. [36],
is an important step towards establishing a (P, G)-semimartingale decomposition of a (IP,F)-local
martingale.

Theorem 5.4.1. Assume that T is a pseudo-honest time and 0 < F,,; <1 for every 0 <u <t. Let
U be a G-adapted and P-integrable process given by the following expression

Uy = 1oy Us + ey Uns (5.14)

where U is an F-adapted, P-integrable process and U is an F-optional map such that for everyt € Ry
the random variable U, is P-integrable and the process (U := Uy 1)i>0 s F-predictable. Assume, in
addition, that the following conditions are satisfied:

(i) the process (Wi)i>o is a (P,F)-local martingale where

W, = U,G, +/ U, dF,, (5.15)
©0.1]

(ii) for any fized u,s > 0, the process (Fs,tUS,t)tqus is a (P,F)-local martingale where we denote
[707t = ﬁw - ﬁuu for every 0 < u < t.

u

Then the process (Up)i>o is a (P, G)-local martingale.

Proof. Since the proof proceeds along the similar lines as the proofs of Propositions 5.1 and 5.6 in El
Karoui et al. [36], we will focus on computations and for the details regarding suitable localization
and measurability arguments we refer to [36]. We start by noting that the following decomposition
is valid

Ut = Ut1{7'>t} + UT]l{Tgt} + (Ut - UT)]l{TSt} = ﬁt]l{r>t} + ﬁT,Tﬂ{TSt} + (fj'r,t - ﬁT,T)]]'{TSt}'
It is thus enough to examine the following two subcases, corresponding to conditions (i) and (ii),
respectively:

(a) the case of a process 12 stopped at T,
(b) the case of a process U such that U;r = 0 for all t > 0.

Case (a). We first assume that a G-adapted process U is stopped at 7, specifically,
U = 1pronyUs + 1y Uy (5.16)

where (ﬁt)tzo is an F-adapted process and (ﬁt = ﬁt,t)tzo is an F-predictable process. We start by
observing that, for every 0 < s < t,

E]P’(]l{‘rgt}fjr | gs) = EP(1{5<T§t}ﬁT | gs) + EP(H{TSS}ﬁT ‘ gs)

= ]]‘{T>S}(GS)71 EIF’(/ ﬁv de ]:9> + ]l{fgs}ij
(s,t]

]1{T>s}(Gs)1Eﬂ»</( ](AL, dA,
s,t

fs) + ]l{Tgs}ﬁT

= ]1{7.>S}(Gs)*1 EIP(/ (71, dF, .7‘—5> + H{TSS}ﬁT'
(s:t]
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Hence, for every 0 < s < t,

EP(Ut | gs) = ]]‘{T>S}(GS)71 EP(ﬁth |fs) + ]]'{T>S}(G5)71 Ep </ ﬁv dF,
(5.1

s) + ]l{TSS}ﬁT

= ]]‘{T>S}(GS)71 EP(Wt - Ws | -7:9) + ﬂ{T>S}(GS)71 E]P’(ﬁsGs |F9) + 11{7'§s}l//\v'r

= ]1{7'>s}6s + H{Tgs}ﬁT = Us
where we used the assumption that the process W given by (5.15) is a (P, F)-martingale. We conclude
that the process U given by (5.16) is a (P, G)-martingale.

Case (b). Let us denote ﬁf}t = (71, t— ﬁv » for 0 < v < t. Consider a G-adapted process U given by

U, = ]l{rgt}U where U ++ = 0. We need to show that the equality Ep(1(r<4} O,t |Gs) = ]l{TSS}07('J7s
holds for every 0 < s < t. From part (i) in Lemma 5.3.2, we obtain, for every 0 < s < t,

Ep(1(r<yU%; | Ge) = 1{T>s}(Gs)_1EP(/ ]Uf,t dFy ‘ fs>
s t

+]l{7'§s}(Fs)_1]E]P’(FstU t|]:)\u T_I1+‘[2

Let us examine I;. We first assume that s > 0. Recall that we assume that the hypothesis (HP)
holds and O < Fy: <1 for every 0 < v < t. Hence, for 0 < s < v < t, we can write dFy,; =
Fsi1d(FyoF}) = Fs+dD$ where the process (DS = F, oFy, L)u>s is increasing and F-adapted.

Consequently,
%)

7)o

where we first used condition (ii) and subsequently the equality US .

case s = 0. We denote Uot —max(UEt, 0) and UOt = max (— UTt, 0). Then, for all ¢t > 0,

I :ﬂ{7>s}(GS)_1EP(/( | ( 5tU0t|]: )dDS
s,t

=15 (G Ep</( Y FMUS,U dD?

= 0. It remains to examine the

I = 1{T>O}(GO)1E]P’</ 00, dF,, J—'0> _ ]1{T>0}(G0)1]Ep<li£8Ep (]1{8579}&;3 | Ft) ‘}'0>
(0.4 s
— 1(,-01(Go) ' Ep( limEp (]1 ey ﬁ0+|Ft) )fo — Ep( limEp (]1 ey LATO*\Ft) ‘]—'0 .
{r>0} 510 {s<r<t}Yrt <10 {s<r<t}Yrt

By the monotone convergence theorem for conditional expectations, we obtain

)
7a) =0

=1(,50(Go) ™! limEp(/ Ep(F, U0, | Fu)dDs
540 (s,1]

where we used condition (ii) and the equality [73)1) = 0. For I, using again condition (ii), we obtain,

for0 <u<s<t,

I = 1{7’55}( ) EP( s tUu t |f )Iu =T — ]1{7'<s}( ) ! FS,S(US,s)Iu:T = II‘{TSS}U‘I('),S'

Il = 1{T>0}(G0 hm EP(/ dFv,t
540 (s,t]

We conclude that the process (]l{rét}ﬁvq,t>t20 is a (P,G)-martingale and thus the proof of the

proposition is completed. O

The following corollary to Theorem 5.4.1 deals with the special case when the process U given
by (5.14) is continuous at 7. It is easy to check that under the assumptions of Corollary 5.4.1 the

process (Ut = Ut +)t>0 is F-predictable.
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Corollary 5.4.1. Under the assumptions of Theorem 5.4.1 we postulate, in addition, that the equal-
ity Uy— = Uy holds for every t € Ry. Then the process U is continuous at T and condition (i) in
Theorem 5.4.1 can be replaced by the following condition:
(') the process (Wy)i>o is a (P,F)-local martingale where

W, = U,Gy +/ U,_ dF,. (5.17)
0.1]

To establish another corollary to Theorem 5.4.1, we assume that F, ; is completely separable.

Corollary 5.4.2. Under the assumptions of Theorem 5.4.1 we postulate, in addition, that the (P, F)-
conditional distribution of T satisfies F,+ = Ky, L for all0 < u < t, where K is a positive, F-adapted,
increasing process and L is a positive (P,F)-martingale. Then condition (ii) in Theorem 5.4.1 can
be replaced by the following condition: R

(ii’) For every u > 0, the process (Wyy = LiUS ,)i>w is a (P,F)-martingale.

Proof. We observe that the computations for case (b) in the proof of Proposition 5.4.1 can be
simplified. Using part (ii) in Lemma 5.3.2, we obtain, for every 0 < s < t (note that L; = 0 on the
event {L; = 0})

Eo(Lir<ny UL, |Gs) = Lirssy(Gs) ™ ]EP(/ ]Ltﬁg,t dKy fs) + L gray (Le) T Bp (LU, | Fo)jumr
(s,t

= H{T>S}<G8)_1 Ep (/ | EP(Wu,t |~7:u) dKu
(s,t

]:S> + 1{T§s}(Ls)_1 EP(Wuat I ]:5)‘“:"'

= ]1{T>s}(Gs)_1 EIP’(/ | Wu,u dKu f.s) + ﬂ{rgs}(Ls)_l(Wu,s)W:‘r = H{Tgs}ﬁgs
(s,t

where we used condition (ii’) in the penultimate equality and the equality W, = Lu[/]\fj!u =0 in
the last one. O

5.4.2 G-Local Martingales for Pseudo-Initial Times

It was necessary to assume in Theorem 5.4.1 that the (P,F)-conditional distribution F),; is non-
degenerate, since the random measure D; := Fu,u(FS,u)_1 is not always well defined when the
(P, F)-conditional distribution F), ; is degenerate. In order to circumvent this technical assumption,
one can postulate instead that F), ; satisfies the hypothesis (ED). In the next result, we work under
the setup of Theorem 5.4.1, but we no longer assume that 0 < F,,; <1 for every 0 < u < t.

Proposition 5.4.1. Suppose that T is a pseudo-initial time and (5.5) holds with a positive random
field (ms4)t>s and an F-adapted increasing process D. Then condition (ii) in Theorem 5.4.1 can be
replaced by the following condition: R

(ii*) for every u > 0, the process (my UL )e>y is a (P,F)-local martingale.

Proof. We only need to adjust the proof of Theorem 5.4.1 in case (b). Let U; = ]l{TSt}(/]\S’t where
ﬁgt = 0. Using Lemma 5.3.3, we obtain, for every 0 < s < ¢ (recall that {m, s =0} C {m,+ = 0})

%)

+ ]I{Tgs} (mu,s)ilEP(m%tﬁS,t |]:S)|u:'r =1+ I

Be(Lrc 0216 = 1o () Be [ D8Py
(s,t]
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The integral I; satisfies
L = IL{T>S}(GS)_1 E]p(/ (737t dFu)t ’]:s> = ]1{T>S}(GS)_1 ]E]I”( mu,tﬁg,t dDu
(Svt]

(Sat]
%) -

where to obtain the last equality we first used assumption (ii*) and next the equality ﬁgu = 0. The
integral Is simplifies to

%)

= 1{T>s}(Gs)_1Em(/ Bz (mu,:U3 ;| Fu) dD.,
(.1

I = ﬂ{rﬁs}(mu,s)il EP(mu,tﬁg,t |fs)|u=7— = ]l{rgs}(mu,s)il mu,s(ﬁg’sﬂu:T = ]l{rgs}fjf,s~
We conclude that the process U is a (P, G)-martingale, as was required to show. O

5.5 Compensators of the Indicator Process

Our next goal is to compute the (P, G)-dual predictable projection of the indicator process H; =
1¢;<¢ where, as usual, we denote by G the progressive enlargement of F with a random time 7.
Recall that the Doob-Meyer decomposition of G is denoted by G = M — A. Then the (P,F)-
dual predictable projection (i.e., the (P, F)-compensator) of H, denoted as H?, coincides with the
F-predictable, increasing process A. To find the (P, G)-dual predictable projection (i.e., the (P, G)-
compensator) of H, it is enough to apply the following classic result, due to Jeulin and Yor [65] (see
also Guo and Zeng [47]), and to compute explicitly the (P, F)-compensator of H.

Theorem 5.5.1. Let 7 be a random time with the Azéma supermartingale G. Then the (P,G)-
compensator of H equals

1
HPC = / dHP, (5.18)
(0,tAT] Gu-

meaning that the process H — HPC is a (P, G)-martingale.

5.5.1 Compensator of H under Complete Separability

Let us first examine the case where the (P,F)-conditional distribution of 7 under P is completely
separable, that is, F,,; = K,L;. We assume, in addition, that the increasing process K is F-
predictable. It is worth noting that both assumptions are satisfied in the construction of 7 based on
a predictable multiplicative system, provided that Gy < 1 for all ¢ > 0 (see [74]). By applying the
integration by parts formula to F' and using the assumption that K is an F-predictable process, we
obtain
Fy, =KL, = KoLg + K,dL, + / L, dK,.
(0,¢] (0,¢]

Hence, by the uniqueness of the Doob-Meyer decomposition, we conclude that dA, = L,_dK,.
Consequently, using the Jeulin-Yor formula (5.18), we obtain

Ly
HPE = / — K,
¢ ©O,tnr) 1 — Lu_K,

5.5.2 Compensator of H for a Pseudo-Initial Time

Assume now that 7 is a pseudo-initial time, that is, the hypothesis (ED) holds. Let the process m
be given as (my := my ¢ )i>0 and let Pm denote the (P, F)-predictable projection of m.
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Proposition 5.5.1. Assume that 7 is a pseudo-initial time and the increasing process D in formula
(5.5) is F-predictable. Then the (P, F)-compensator of H is given by

HP = / Pin dD,,. (5.19)
(O7t]

Proof. Tt suffices to compute the Doob-Meyer decomposition of F. From the hypothesis (ED), it is
easy to see that

Ft = m07tADQ + / (mu,t — mu7u) dDu + My, dDu (520)
(0,¢] (0,¢]

The process D is F-predictable and increasing, and thus

P
< My, dDu> = / Pmy, dD,,.
(0,t] (0,t]

We claim that the Doob-Meyer decomposition of F' is given by

Ft = m07tAD0 +/
(0,2]

= M} + M} + M} + A,

(mu,t - mu,u) dD, + /

( ](mu —pmu)dDu+/ Pmy, dD,,
0.t

(0,t]

where A is an F-predictable increasing process given by (5.19) and the processes M for i = 1,2,3
are given by

M} =mgADy, M7? = /

(© ](mu,t - mu,u) dD,, Mt3 = / (mu - pmu) dD,,.
,t

(0,t]

Since the processes M! and M3 are clearly (P, F)-martingales, it remains to show that M? is a
(P, F)-martingale as well. We have, for all 0 < s <,

E]p (]\4,52 ’]:s> - EIP (/ (mu,t - mu,u) dDu ’]:S>
(0,t]

= E]P’ (/ (mu,t - mu,u) dDu | ]:s> + E]P’ </ (mu,t - mu,u) dDu {]:s>
(0,s] (s,t]

= / E]P’ (mu,t — Muy,u | -FS) dDu + EIP’ (/ E]P’ (mu,t — My, | —Fu) d-Du ’]:s>
(0,s] (s,t]

= / (mu,s - mu,u) d-Du = Ms27
(0,s]

and thus the process M? is a (P, F)-martingale. O

In the next result, we no longer assume the process D is predictable. We impose instead some
additional conditions on the process m. Without loss of generality, we may and do assume that D
is an F-optional process. This is because D can always be regularized to be cadlag and F-adapted,
since the filtration F is right-continuous and D is non-decreasing.

Proposition 5.5.2. Assume that 7 is a pseudo-initial time and the process m is a special semi-
martingale with the canonical decomposition m = N + P. If the predictable covariation of N and D
exists then the (P,F)-compensator of H is given by the formula

HP = (N, D), +/ P, dDP (5.21)
©.4]

where Pmy,, = Ny_ + P,.
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Proof. Once again, we compute the Doob-Meyer decomposition of F' starting from (5.20). Using
the canonical decomposition of m, we obtain

Fy =mg ADy +/
(0,1]

(mu,t - mu,u) dDu - /

(N, — N,)dD,, + Ny Dy + / P,dD,
(0,1

(0,2]

= M} + M? _]\’4\3 + [N, D], +/(0 ](Nu_ + P,)dD,
R

where the second equality is obtained by an application of the integration by parts formula to the
product ND and upon setting

M} = mo,ADy, M2 = / (M — M) dDu,
(0,]

and
MP = / (N; — N,)dD, + Dy_ dN,.
(0,¢] (0,t]
From the proof of Proposition 5.5.1, we know that the processes M! and M? are (P, F)-martingales.
Similar arguments as used for M? show that the process M3 is a (P, F)-martingale as well. Using
the dual predictable projection of D, we can write

/ (Nu_ + P,)dD, = / (Nu_ + Pu)d(D, — D) + / (N + P.) Dn.
(0,t] (0,¢] (0]

Finally, the F-predictable covariation of N and D is assumed to exist and, obviously,
[N,D] = [N,D] - (N,D) + (N, D).

We conclude that the F-predictable, increasing process A in the Doob-Meyer decomposition of F' is
given by

A, = (N, D), +/ (Nu_ + P,)dDE.
(0,1

To complete the proof of equality (5.21), it suffices to observe that Pm, = N,_ + P,,. O

5.6 Hypothesis (H') and Semimartingale Decompositions

The aim of this section is to analyze the validity of the classic hypothesis (H’) for progressive enlarge-
ments associated with pseudo-honest and pseudo-initial times. We establish here the main results
of this work, Theorems 5.6.2 and 5.6.6, and we study the case of the multiplicative construction of
a random time associated with a predetermined Azéma submartingale.

Let us first recall the general definition, in which K stands for any enlargement of I, that is, any
filtration such that F C K.

Definition 5.6.1. The hypothesis (H') is said to hold for F and its enlargement K whenever any
(P, F)-semimartingale is also a (P, K)-semimartingale.

For exhaustive studies of the hypothesis (H’) the interested reader is referred to Jeulin [63], who
examined a general case as well as honest times, and Jacod [50], who worked under the density
hypothesis and covered the initial times. The latter study was recently extended by Kchia and
Protter [71], who dealt with the progressive enlargement with a general stochastic process, and not
only the indicator process of a random time.

As is well known, to establish the hypothesis (H') between F and any enlargement K, it suffices
to show that any bounded (PP, F)-martingale is a (P, K)-semimartingale (see Yor [107]). This crucial
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observation follows, for instance, from the Jacod-Mémin decomposition of a (P, F)-semimartingale;
X = Xo+ K+ B+ N where K represents large jumps, B is predictable of finite variation and N is a
local martingale with jumps bounded by 1 (see, e.g., page 3 in Jeulin [63]). One can then show that,
under the hypothesis (H'), any bounded (P, F)-martingale is in fact a special (P, K)-semimartingale
and this in turn implies that, more generally, any special (P,F)-semimartingale remains a special
(P, K)-semimartingale. Therefore, assuming that the hypothesis (H’) holds for F and K, the natural
goal is thus to find the canonical semimartingale decomposition with respect to the enlarged filtration
K of a bounded (P, F)-martingale. In addition, if the hypothesis (H') for F and K fails to hold then
the goal is to describe the class of (P, F)-semimartingales that remain also (P, K)-semimartingales.
For an exhaustive study of these problems, the reader may consult Jeulin [63].

Let us now focus on the case of the progressive enlargement of a filtration F with a random time.
It is well known, in particular, that for any random time 7 with values in R, and any (PP, F)-local
martingale U, the stopped process U7 is a (P, G)-semimartingale (see Yor [107] and Jeulin and Yor
[65]). For the future reference, we first state a theorem, which recalls and combines results from
papers by Jeulin and Yor [65] (for part (i), see Theorem 1 in [65]) and Jeulin [63] (for part (ii), see
Proposition 4.16 in [63]).

Let us quote a result from Section 2.3

Theorem 5.6.1. Let G be the progressive enlargement of F with an arbitrary random time 7. If U
is a (P,TF)-local martingale then the stopped process U™ is a (P, G)-special semimartingale.
(i) The process

1 o
Usnr — / a((U, M), + U7) (5.22)
0,tn7] Gu—

is a (P, G)-local martingale, where UP stands for the dual F-predictable projection of the process
Ut = AUT]]'{TSt}'
(ii) The process

1 _
Uinr — / d(U, Y., (5.23)
(0,tAT] GU—

is a (P, G)-local martingale, where M is the unique BMO martingale such that Ep(N,) = Ep(Noo M)
for every bounded (P,F)-martingale N.

Observe that (5.22) and (5.23) yield alternative representations for the canonical decomposition
of the special (P, G)-semimartingale U”. Hence, from the uniqueness of the canonical decomposition
of a special semimartingale, we deduce the equality

| godwan,run = [ awo (524
(0,tAT] Gu- (0,tAT] Gu- “

which necessarily holds for an arbitrary (P, F)-local martingale U.

Remark 5.6.1. It is known that G = M — A where A = H? is the dual F-optional projection of H.
Under the assumption (C) (that is, when all F-martingales are continuous) and/or the assumption
(A) (that is, when the random time 7 avoids all F-stopping times), we have that M = M and thus
also HP = H° or, equivalently, A = A.

We will also need the following auxiliary result (see Lemma 4 in Jeulin and Yor [65]).

Lemma 5.6.1. Let U be a (P, F)-local martingale. Denote by UP the dual (P,F)-predictable projec-
tion of the process

U, :/ AU, dHy = AU 1 (<.
(0,t]
Then the process

1 o 1 .
/ AU, dH, — —— dU? = AUT]l{Tq} — / — dU? (5.25)
(0,t] 0,tnT] Gu— - (0,tAT] Gu-



L. L1 97

is a (P, G)-local martingale.

5.6.1 Hypothesis (H') for the Progressive Enlargement

Our goal is to show that if a random time 7 given on some filtered probability space (2, F,F, P) satis-
fies the hypothesis (HP) and its (P, F)-conditional distribution is positive then the G-semimartingale
decomposition of a (P, F)-semimartingale can be computed explicitly. From Theorem 5.6.1, we know
that for any (P, F)-local martingale U, the stopped process U™ is a (P, G)-special semimartingale with
explicitly known canonical decomposition. Therefore, it will be enough to focus on the behavior of a
process U after 7. It should be stressed that we do not claim that the hypothesis (HP) implies that
the hypothesis (H') between F and the progressive enlargement G holds, in general, since certain
additional assumptions will be imposed when deriving alternative versions of G-semimartingale de-
compositions of a (P, F)-local martingale. Theorem 5.6.2 furnishes an explicit (P, G)-semimartingale
decomposition of a (P, F)-local martingale U when 7 is a pseudo-honest time. This result can be seen
as a counterpart of Proposition 5.9 in El Karoui et al. [36] who dealt with the case of an initial time
(see also Jeanblanc and Le Cam [57] who examined both initial and honest times). In the special
case of the multiplicative construction (see Corollary 5.6.3 and Remark 5.6.5), it is also related to
Theorem 7.1 in Jeanblanc and Song [59].

Theorem 5.6.2. Assume that T is a pseudo-honest time such that, for every s > 0, the bounded
(P,F)-martingale (Fs.y)u>s s strictly positive. If U is a (P,F)-local martingale then the process U
is a (P, G)-local martingale where

0, = U, — /(O’W](Gu_)— d((U, MY, + 0P — / (Fow ) d(U, Fy )| . (5.26)

(tAs,t] s=T

Hence U is a (P, G)-special semimartingale and equality (5.26) yields its canonical decomposition.

Note that (¢t A 7,¢] = 0 on the event {7 > ¢}, since manifestly (¢ A s,t] = §) for all s > t. Before
proceeding to the proof of Theorem 5.6.2, we make some pertinent remarks and prove a preliminary
lemma.

Remark 5.6.2. Recall that any local martingale is locally in the space H!. If N is a BMO martingale
then, by Fefferman’s inequality (see Revuz and Yor [97]), there exists a constant ¢ such that for any
local martingale U

Ep ( |, NM) < Ul [N o
0

Consequently, the process [U, N] is locally of integrable variation and its compensator (U, N) is well
defined.

Remark 5.6.3. The Azéma’s supermartingale G is generated by the F-predictable, increasing pro-
cess A, in the sense that, for every ¢ > 0,

Gt:EP(Aoo|-Ft)7At:Mt7At'

This implies that the process M; = Ep (AOQ | ft) is a BMO martingale since G < 1 (see Proposition
10.13 in [48]). It is also known that any bounded martingale is a BMO martingale (see Proposition
10.11 in [48]).

As a first step towards the proof of Theorem 5.6.2, we establish the existence of the integrals
appearing in right-hand side of (5.26).

Lemma 5.6.2. Under the assumptions of Theorem 5.6.2, the integrals in the right-hand side of
equality (5.27) are well defined.
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Proof. The process (G¢) ™' 1,4 is known to have, with probability 1, finite left-hand limits for all
t € Ry (see Yor [107]) and thus it possess a finite left-hand limit at 7. Hence the first integral in
(5.26) is a well defined G-adapted process of finite variation. Next, let us check that for all u < ¢ the
integral Z,, ; = f(u)t] (Fy—)"td (U, Fy,.), is well defined. We proceed as follows. Under the standing

assumption that (Fy )¢>, is a strictly positive process, the stochastic logarithm

L:(Fu,):/ (Fuw—) tdF,,
(u,t]

is well defined. For the existence of the predictable bracket (U, L(F,..)), it is sufficient to check that
the cadlag process L(F, ) is a locally bounded martingale and for this purpose it is enough to show

)

that the jump process AL(F,.); = (Fut—) ' AF, is locally bounded for ¢ > u. The latter property

is clear since the left-continuous process (F, ;—)~! is locally bounded (we use here the property that
(Fut)t>u 1s a strictly positive (P, F)-martingale) and the jumps of F, . are obviously bounded by 1.

We conclude that the integral Z,, ; is well defined since

Dt = /(uyt](Fu,v)_ AU, Fy Yy = / AU, L(Fy. ).

(u7t]

Moreover, the process (Zy ¢)i>y is of locally integrable variation, since

e ([ 00.L(F.N) < WUl £ oo,

where the local martingale U is locally in H' and the locally bounded martingale £(F),.) is locally
in the space BMO. O

We are now in a position to prove Theorem 5.6.2. Note that Theorem 5.6.1 is not employed in
the proof of Theorem 5.6.2, although we use Lemma 5.6.2 to compensate the jump of U at 7.

Proof of Theorem 5.6.2. Although the present set-up is more general than the one studied in El
Karoui et al. [36], some steps in our proof are analogous to those employed in the proof of Proposition
5.9 in [36]. We start by noting that we may and do assume, without loss of generality, that U is
a uniformly integrable (P, F)-martingale. In view of Lemma 5.6.1, it suffices to show that if U is a
(P, F)-local martingale then the process U is a (P, G)-local martingale where

7, :Ut—/ (Gu) "L d(U, MYy — AU <y —/ (Fou ) YdUF)] . (5.27)
(0,tNAT]

(tAs,t] s=T
We note that U satisfies the equality U = U — B* where the process B* is defined by
B = Bl oy + ET,t]l{TSt}

where in turn the F-predictable process B equals
B, = / (Gu_)~td(U, M), (5.28)
(0,2]
and the map B is given by, for all 0 <wu <,

Eu,t = Eu + AUu + / (Fu,v—)il d<U7 Fu,->v

(u,1]

where AU, = U, — U,_. We need to show that the process

U = LrsiyUs + LipanyUnie = (U = B)lirsy + (Ur = Bro)Lr<yy
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is a (P, G)-local martingale. We observe that U%t =U; — §u7t is an F-optional map and the process
Uiy = U;— — B, is F-predictable. Hence the assumptions of Theorem 5.4.1 are satisfied.

Therefore, in order to show that U is a (P, G)-local martingale, it suffices to show that: (i) the
process

(U, — B))Gy — / (Uu— — By) dG., (5.29)
(0,2]
is a (P,F)-local martingale and (ii) for any fixed u,s > 0, the process (Fs,tﬁg’t)@s\/u is a (P,F)-
local martingale. For brevity, we will use the notation X "™ Y whenever the process X —Y is a
(P, F)-local martingale.
To establish (i), we observe that
d((U, — B))G,) = Ui dGy+ Gy—dU, +d[U,G), — By dGy — Gy dB,

et U, dGy + d[U, Gy — By dGy — Gy dB,
Consequently,
d((Uy — By)Gy) — (Us— — By_)dGy ™" d[U, G); — d(U, M),, = d[U, B; + d[U, M]; — d{U, M),.
Hence the process given by (5.29) is a (P, F)-local martingale since, by Yoceurp’s lemma, the process

[U, B]; is a (P,F)-local martingale and the process [U, M| — (U, M) is a (P, F)-local martingale as
well. We conclude that the property (i) is valid in the present setup.

For (ii), we fix u > 0 and we observe that, for every ¢t > u,
ﬁg,t = Uy — Buy — Uuu = U — Zuy — Vi (5.30)

where we denote V,, = Eu + AU, + ﬁuu and (Zy.¢)e>v is the F-predictable process given by
Zu,t = / (Fu,v—)_l d<U7 Fu,->v- (531)
(u,t]

We fix u, s > 0. By applying the integration by parts formula, we obtain, for ¢t > s,
d(F.s,tﬁS,t) =Ui_dFs; +Fsy— dU, +d[U,Fs .|y — ZydF sy — Fsy—dZ, — V, dFs

where we used the fact that the process (Z, ¢)i>. is F-predictable. Recall that U and (Fi¢)¢>s are

(P, F)-martingales. Therefore, to show that the process (Fs7t[73)t)t2u\/s is a (P, F)-local martingale,
it is enough to check that, for all u < s <t and s < u < ¢,

AU, Fy )y — Fup dZy; "2 d (U, Fy.), — Foy— dZy; ™= 0. (5.32)

Since we assumed that 7 is a pseudo-honest time, using Remark 5.2.1, we obtain, for all u < s <'t,

E@,t—

Fe,t— dZu,t = r
u,t—

Fst— Fus Est—Fus
), === S RL) =2 g R ) = d (U, FL, .
HOFu b= d<U’ Foo'™ >t Fur P, (O Fede = A0,

Similarly, for all s < u <t, we get

Fo
Fyi—

_ Fs,uFu,tf
A
Fu,uFu,t—

Fs,u
Fu,u

Foy dZy, = d(U,F,.) d(U,F,.), =d <U, Fu> = d(U,F,),.
t

This shows that d (U, F;.), — Fs s dZ,; = 0 and thus the second equality (5.32) is trivially satisfied.
This means, of course, that the property (ii) is satisfied. Using Theorem 5.4.1, we thus conclude

that the process U given by (5.27) is a (P, G)-local martingale. This in turn implies that the process
U given by (5.26) is a (P, G)-local martingale, as was required to show. O
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The next result is borrowed from Kchia et al. [70] who examined the case of any two enlargements
that coincide after a random time 7. However, for simplicity of presentation, their result (see
Theorem 3 in [70]) is stated here for the special case of the progressive enlargement G and the initial
enlargement G*, which are known to coincide after 7. For brevity, we write hereafter C' = (U, M)+U?
where UP is the dual F-predictable projection of the process U, = AU (r<py-

Theorem 5.6.3. Let U be a (P, F)-local martingale. Suppose that B is a G*-predictable process of
finite variation such that U — B is a (P, G*)-local martingale. Then the process

1 -
Uf—/ mz—:/ B, (5.33)
(0,tAT] Gu- (tAT,t]

is a (P, G)-local martingale. Hence U is a (P, G)-special semimartingale.

Special Cases of Pseudo-Honest Times

From Theorem 5.6.2, we know that the hypothesis (H") holds for a pseudo-honest time with a strictly
positive (P, F)-conditional distribution. Moreover, this result furnishes also a general expression for
the canonical decomposition with respect to G of an arbitrary (P, F)-local martingale. Of course,
any [F-predictable process of finite variation is also a G-predictable process of finite variation and
thus it suffices to focus on the canonical decomposition with respect to G of a (P, F)-local martingale,
rather than a (P,F)-special semimartingale. Our next goal is to examine some useful consequences
of Theorem 5.6.2 under alternative additional assumptions imposed on a pseudo-honest time under
consideration. In particular, we will compare various semimartingale decompositions for pseudo-
honest times with their classic counterparts established for honest times by Barlow [6], Jeulin and
Yor [65], and Jeulin and Yor [66].

For the readers’s convenience, we first recall the most pertinent results regarding the case of
an honest time. It was shown by Barlow [6] (Theorem 3.10) and Yor [107] (Theorem 4) that the
hypothesis (H’) holds for F and its progressive enlargement with an honest time. The following
result summarizes the well known properties of the progressive enlargement for an honest time (see
Theorem A in Barlow [6], Theorem 2 in Jeulin and Yor [65], and Theorem 15 in Jeulin and Yor [66]).

Theorem 5.6.4. Let G be the progressive enlargement of F with an honest time 7. If U is a (P,TF)-
local martingale then U is a (P, G)-special semimartingale.
(i) The process
U, — / (Gu_)"1dC, + / (F,_)~'dC,, (5.34)
(0,¢tNT) (tAT,t]
is a (P, G)-local martingale.
(i) The process
m—/ (@g*ﬂaMn+/ (Fy) ™t d(U, M), (5.35)
(0,tAT] (tAT,]
is a (P, G)-local martingale, where M is the (P,F)-martingale of class BMO introduced in part (ii)
of Theorem 5.6.1.

Completely Separable Case

As a first special case of a pseudo-honest time, we consider the situation where the (P, F)-conditional
distribution of a random time 7 is completely separable (see Definition 5.2.3). Then we obtain the
following immediate corollary to Theorem 5.6.2. Corollary 5.6.1 will later be exemplified through
the predictable multiplicative construction of a random time (see Corollary 5.6.3).

Corollary 5.6.1. Under the assumptions of Theorem 5.6.2, we postulate, in addition, that the
(P, F)-conditional distribution of T is completely separable, that is, Fy, s = KLy for every 0 < u <t
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where L is a strictly positive (P, F)-martingale. If U is a (P,F)-local martingale then the process U
is a (P, G)-local martingale where

Ut—Ut/(O’MT](Gu_) dCuf/ (Lo )"t d{U, L),. (5.36)

(tAT,1]

Proof. We note that under the assumptions of Corollary 5.6.1, formula (5.27) reduces to (5.36). [

Predictable Multiplicative Construction

The next corollary shows that if 7 is a pseudo-honest time with a non-degenerate (P, F)-conditional
distribution then, under certain technical assumptions, the (P, G)-semimartingale decomposition of
a (P, F)-local martingale is analogous to the one derived by other authors for an honest time and
reported in Theorem 5.6.4. It is worth stressing that the present setup is manifestly different from
the one covered by Theorem 5.6.4 and, in fact, our results do not cover the case of an honest time.

Let us observe that, under the assumptions of Theorem 5.6.2, for every s > 0, the process
(Csu = (Fu) ' Fsy)u>s is positive, decreasing, and F-adapted. Indeed, from (5.3) we obtain the
equality (F,) 'Fs, = (F,:) 'Fst, which holds for all 0 < s < u < t, where (Fy)u>0 is an
increasing process.

Corollary 5.6.2. Let the assumptions of Theorem 5.6.2 be satisfied. Assume, in addition, that, for
every s > 0, the decreasing process (Cs = (Fy) ' Fsu)u>s is F-predictable. If U is a (P,F)-local
martingale then the process U given by

0, = U, - / (G )L dC + / (PE) L d(U, M), (5.37)
(0,tAT] (tAT,t]
is a (P, G)-local martingale.

Proof. To show that the second integral in the right-hand side of (5.37) is a well-defined process of
locally integrable variation, we observe that 0 < F,_ < PF,, (since F is a submartingale) and thus

e ([ 1pen @R a0k ) =5 [ i) )

0
<Es ( | aw. M>t|) < Ul M 310
0

where we used Fefferman’s inequality in the last inequality.

To obtain (5.37) from (5.26), we start by noting that C,, is an F-predictable multiplicative
system associated with a positive submartingale F' (see Meyer [85]) or [74]). By assumption, the
process Fy is strictly positive for ¢ > 0 and thus, by Theorem 4.1 and Corollary 4.1 in [74], the
unique F-predictable multiplicative system Cj ,, associated with F' satisfies the following stochastic
differential equations

dCy = —Cyn_(PF,) " 'dA, = —C4 o(F,_)"'dA, (5.38)

where the second equality follows from the equality Cs P F,, = Cs—F,— (see formula (17) in [74]).
Since the decreasing process (Csy)u>s i assumed to be F-predictable, the integration by parts
formula yields, for any fixed s > 0,

dFs, =CsydF, + F,_dCs, = —Cs , dM,,

where the second equality follows from (5.38) and the Doob-Meyer decomposition dFy = dA; — dMs.
We only need to focus on the last term in formula (5.26). We have, for all s <¢

/ (Fjs,u—)il d<U, E@,~>u = */ (EL—CSJL—)ilCS,U d<U7 M>u = *\/ (pFu)il d<U, M>ua
(s,t] (s,t]

(s,t]

as was required to show. O
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Remark 5.6.4. Let us consider the situation of Corollary 5.6.3 and let us assume, in addition, that
the avoidance property (A) holds, that is, 7 avoids all F-stopping times. Then PF = F_ and the
(P, F)-local martingale U is continuous at 7. Hence (5.37) becomes

0, = U, _/ (G )~ d(U, M) +/ (Fu )~ d(U, M) (5.39)
(0,tAT) (tAT.t]

since, under assumption (A), the martingales M and M are known to coincide as well. Note that
under assumption (A) alternative semimartingale decompositions (5.34) and (5.35) obtained for an
honest time reduce to (5.37) as well.

We will now describe a particular instance where the assumptions of Corollary 5.6.3 are satisfied.
For the reader’s convenience, we will first summarize the main steps in an explicit construction of
a random time associated with an arbitrary Azéma submartingale F', as developed in [74]. We now
assume that we are given a predetermined Azéma submartingale F', that is, an arbitrary submartin-
gale F' = (Fi),cp, , defined on a filtered probability space (2, F,F,P), satisfying the inequalities
0 < F; <1 for every t € Ry and with F,, = 1. The predictable multiplicative construction of a
random time 7 associated with F' runs as follows:

e We start by establishing the existence of an F-predictable multiplicative system éwt associated
with a positive submartingale F' (see Meyer [85] and Theorem 4.1 in [74]).

e Subsequently, using a (possibly non-unique) F-predictable multiplicative system @L?t, we define
the unique (P,F)-conditional distribution ﬁu)t by setting (see Theorem 4.2 and Lemma 5.1 in
[74])

ﬁut:{@P(Fum), t e 0,u),

’ CutFy, t € [u,00].

e Finally, we construct a random time 7 on the extended probability space (ﬁ, F , ﬁ, @) such that
P(r <t|F) = F, for all t € R} (see Theorem 5.1 in [74]).

Recall that P is chosen in such a way that the probability measures P and P coincide on the
filtration F. It is also worth noting that if G = M — A is the Doob-Meyer decomposition of G
then, using the uniqueness of the Doob-Meyer decomposition, we deduce that M, = Es(HE, | F;)
and A = HP. It is clear that Corollary 5.6.2 can now be applied to the random time 7 constructed
as above. Specifically, we are in a position to establish the following result, in which we use the
fact that, under stronger assumptions on F', the unique [F-predictable multiplicative system C,, ;
associated with F' is known explicitly (see [74]).

Corollary 5.6.3. Assume that Fy > 0 and Fi— > 0 for every t > 0 and a pseudo-honest time
7 _1is constructed using the unique F-predictable multiplicative system associated with F. If U is a
(IP’ IF)-local martingale then the process U given by (5.37) is a (P, G)-local martingale.

Proof. The statement follows immediately from Corollary 5.6.2. Alternatively, it can also be deduced
from Corollary 5.6.1. To see this, we start by noting that Proposition 5.1 in [74] implies that F, ; is
completely separable with L = F€ where & is the Doléans exponential (see formula (30) in [74])

& = &(/ (”Fs)ldAs>,
(0"]

so that d& = —&_ (PF;)~ 1 dA;. Tt is also known that &PF; = &_F;_ = L;_ (this is a consequence
of formula (17) in [74]). Since £ is an F-predictable process of finite variation, by applying the
integration by parts formula, we obtain

dL; = & dFy + Fy_d& = (PF) 'L dF, — F,_&_(PF;) ' dA,.
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Consequently, we also have that
(L)~ YdL, = —(PF) " dM, + (*F) Y dA, + (L, ) 'F,_&_(PF) ' dA, = —(PF) "t dM,

and this in turn implies
(L)t (U, L)y = =(PF) ™1 d(U, M),

To conclude the proof, it suffices to apply Corollary 5.6.1. O

Remark 5.6.5. Corollary 5.6.3 corresponds to Theorem 7.1 in Jeanblanc and Song [59] who work
under the assumption that G; = Ny,e ™™ where N is a positive local martingale and A is a continuous
increasing process. Consequently, the martingale part M in the Doob-Meyer decomposition of G
satisfies dM, = e~ dN,. Moreover, they postulate that that Gy < 1 and G;_ < 1 for every ¢ > 0.
It is shown in [59] that one may construct a random time 7 on the product space  x R, and with
respect to a suitably defined probability measure Q such that the equality Q = P is satisfied on F
and Q(7 > t|F;) = Gy for all t € R,. Jeanblanc and Song also show (see Theorem 7.1 in [59])
that if a process U is a (P, F)-local martingale then the process U given by (5.39) is a (P, G)-local
martingale. More precisely, under their assumptions, formula (5.39) becomes

_ efA“ e’A“
U, =U, - / € AU, Ny, + / (U, N,
(0,tAT] Gu— (tAT,t] Fy-

For a more general result in this vein, see also Theorems 4.2 and 4.4 in Jeanblanc and Song [60].
It is worthwhile to observe that, in the setup considered in [59], the canonical solution 7 satisfies
the ‘local density hypothesis in canonical form’ or in another words, the hypothesis (ED) is satisfied
(see Theorem 5.1 in [59]). This implies that for any F-stopping time T' (for the definition of & (u),
see Corollary 3.1 in [59])

Qr=T|Fx) = Nuboo(u)e ™ dA, = NpEoo(T)e " AAr = 0,
[T]

where we also used the assumption made in [59] that the process A is continuous. We conclude
that the avoidance property (A) holds. As a consequence, the dual F-predictable and F-optional
projections of H coincide and thus also M = M. In our general setting, the assumption that A is
continuous is equivalent to the assumption that the F-predictable process A which generates G is
continuous. Under this assumption, Theorem 7.1 in [59] can be recovered from Corollary 5.6.3.

Optional Multiplicative Construction

In the next special case, we assume that a pseudo-honest time 7 is constructed using an F-optional
multiplicative system associated with a predetermined Azéma submartingale F'. We suppose that
we are given an Azéma submartingale F. In order to construct an F-optional multiplicative system
associated with F', we proceed as in Section 4.3 in [74]. Specifically, we start by assuming that F
is given as F; = P(7 < t|F;) for some random time 7. Next, an F-optional multiplicative system
associated with F' is defined. We may assume, without loss of generality, that an auxiliary random
time T was constructed using an F-predictable multiplicative system (Cl )y >0 associated with F.
Hence this additional requirement is not restrictive.

More formally, to construct an F-optional multiplicative system associated with F, we set H=
LTES oof and we define A = H° and Mt ]E]p(HO | 7¢). Asin Remark 5.6.1, we note that the equality

G=M-A4 yields an F-optional decomposition of G. We define the random field (Cy.t), cr, by
setting C', + = 1 for all w > ¢ and, for all ¢ > u,

dCyy = —Cyy_ (F) "' dA,. (5.40)
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Then, from Corollary 4.2 in [74], the random field (Csu), yer, is an F-optional multiplicative system
associated with F. The (P, F)-conditional distribution of a random time is now defined by

F _ ]EIP’(Fu{-Ft)a tE[O,’LL),
Wt Cu,tFt; te [U,OO}

Finally, the random time 7 can be constructed using once again Theorem 5.1 in [74]. It is then
not difficult to check that 7 is a pseudo-honest time. It is important to emphasize that we do not
claim that the equality A = H holds where, as usual, we write H = 1, . Therefore, the -
optional decomposition of G = M — A, which is obtained for a random time 7 as outlined in Remark
5.6.1, does not coincide with the F-optional decomposition G = M — A, which is associated with an
auxiliary random time 7.

Corollary 5.6.4. Let the assumptions of Theorem 5.6.2 be satisfied by a pseudo-honest time T con-
structed using the F-optional multiplicative system given by (5.40). If U is a (P,F)-local martingale
then the process

v /<o,mT](G“)_ HU, M) +/ (Fu-)™" d(U, M) (5.41)

(tAT,E]

is a (P, G)-local martingale.

Proof. The first integral in (5.41) is dealt with as in part (ii) of Theorem 5.6.1. For the second
integral in (5.41), we start by noting that it is a well-defined process of locally integrable variation,
since

Er ( / Ty (Rl m) —Ep ( / T RL(R) m)

<E ( | aw. m) < Ul 13 o
0

where the local martingale U is locally in H! and M is the BMO martingale. Since the process
(Csu)u>s is decreasing, the integration by parts formula yields, for any fixed s > 0,

dF,y = Cy_ dF, + F, dCy,, = —Cy . dM,

where the second equality follows from (5.40) and the decomposition G = M- A Hence, for all
s < t,

| e AU E == [ (B Con) Mo dV I =~ [ (Fu) d(U D).
(s,t] (s,t]

(s,t]

To conclude the proof, we combine Theorem 5.6.1 with Theorem 5.6.2. O

5.6.2 Hypothesis (H’) for Pseudo-Initial Times

In this subsection, we examine the case of a pseudo-initial time. The first result is that useful
result showing that the hypothesis (H') is met, that is, any (P, F)-semimartingale is also a (P, G)-
semimartingale. Note that Theorem 5.6.5 is an extension of the classic result due to Jacod [50], who
dealt with the case of an initial time (i.e., the density hypothesis) and the initial enlargement G*.

Theorem 5.6.5. If 7 is a pseudo-initial time then the hypothesis (H') is satisfied by F and and the
progressive enlargement G.
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Proof. Given a F-semimartingale X, we will prove the claim by contradiction. Suppose X is not
a G-semimartingale, then there exists t > 0, € > 0 and a sequence of simple G-predictable process
{€"}, en converging uniformly to zero, such that

irelfN Ep (LA |(€" 0 X)|) > ¢ (5.42)

and for large enough n, the process (£0')s>0 is bounded F7-predictable.

The F-conditional distribution of 7 is absolutely continuous with respect to a F-adapted non-
decreasing process. Therefore we have

Ep(l/\’(é'n.X)tD:E]P (/[0 [min(l, El(uNs)dX

(0,1]

) Ft(du)>

=Ep (/ min (1 El(uNs)dX ) Moy ¢ dDu>
[0,00[ (0,t]

- / Es <min (1, €M(Cy A s)dX,
[0.00(

(0,¢]

) mCu,,t]l{Cu<oo}> du

The process C, A s is continuous in s and is F-adapted, since for any k € R,

s <k

(Cuns >kt ={Cy>kh{s >k = { PHEF =
{Cu>k}eFL CFs s>k

This implies the map (s,w) = Cy(w) A s is F-predictable and therefore o(C,, A -) C P(F).

By assumption, for every n € N and u > 0, the process (£7(u))s>o is P(F) ® B(R) measurable.
This implies the map
(s,w) — & (Cu(w) A s)(w)

is P(F) A a(Cy A -) measurable. We have just shown that o(Cy, A -) € P(F) and this implies for all
n € N, the process ({7(Cy A 8))s>0 is F-predictable.

By an application of dominated convergence theorem, We only need to show that the intergrand
converges to zero. That is

lim Ep <min (1,
n—oo

To see this, one first define a measure Q; by dQ; = mc, +1{c, <o0}dP and then we apply Theorem
2.1.1 with the fact that the class of semimartingale is invariant under an absolute change of measure.
O

ENCL Ns)dXs
(0,¢]

) mCu,t]l{Cu<oo}> = 0.

We will now derive the G-semimartingale decomposition for a progressive enlargement with a
pseudo-initial time. Note that the G-semimartingale decomposition established in the literature
under the density hypothesis by Jeanblanc and Le Cam [57] (see also Kchia et al. [70] who employed
their Theorem 5.6.3) can be obtained as a special case of equality (5.43) by postulating that the
increasing process D in Definition 5.2.5 is non-random. Our proof of decomposition (5.43) is based
on Theorem 5.6.2.

Theorem 5.6.6. Let 7 be a pseudo-initial time. If U is a (P,F)-local martingale then the process
U is a (P, G)-local martingale where

U, =U, —/ (Gu_)~tdC, +/ (M)~ AU Mg Y|, (5.43)
(0,tAT]

(tAs,t]
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Proof. We maintain the notation introduced in the proof of Theorem 5.6.2. In view of Proposition
5.4.1 and the arguments used in the proof of Theorem 5.6.2, it suffices to show that, for any fixed

u > 0, the process (mu,tﬁ;”t)tZu is a (P, F)-local martingale, where we set ﬁg,t =Up—Zyt— Vi (see

(5.30)), where in turn V,, = Eu + AU, + ﬁu,u, with the process B defined by (5.28) and Z,; given
by the following expression (see (5.31))

Zut :/( }(mu,v—)71 d<Uvmu,~>v~
u,t

By applying the integration by parts formula, we obtain

d(mu,tﬁgt) = Ut_ dms,t + Mg t— dUt + d<Uv7 ms7.>t — th_ dms’t — Myt dZ%t — Vu dm%t
=Ui—dmgss +mg— dUy — Zyp— dmy, . — Vi dimy 4,

which is clearly a (P, F)-local martingale for ¢ > w. O

Let us assume, in addition, that there exists a positive (P, F)-martingale L and a positive, F-
adapted process a such that the equality m,; = Lias holds for all s <¢. Then

Fur= [ mesdD =L [ a.dD. =KL
[0,u] [0,u]
where K, = f[o ] @s dDg and thus the (P, F)-conditional distribution of 7 is completely separable.

Then formula (5.43) can also be deduced from Corollary 5.6.1.

Corollary 5.6.5. Let T be a pseudo-initial time. Assume that there exists a positive (P, F)-martingale
L and a positive, F-adapted process a such that ms; = Lias for all s < t. Then the (P,F)-conditional
distribution Fy 4 is completely separable. Moreover, if U is a (P,TF)-local martingale then the process
U given by (5.43) is a (P, G)-local martingale.

Proof. It suffices to apply Corollary 5.6.1 and observe that, for any fixed s, the equality m, . = asL,
holds. Hence formulae (5.36) and (5.43) are equivalent. O

5.7 Applications to Financial Mathematics

In this final section, we present two applications of some of our general results established in preceding
sections to specific problems arising in the context of financial modeling.

5.7.1 Arbitrage Free Markets Models

In the recent paper by Coculescu et al. [27], the existence of an equivalent probability measure
under which the immersion property holds was shown to be a sufficient condition for a market model
with enlarged filtration to be arbitrage-free, provided that the underlying market model based on
the filtration F enjoyed this property. In Proposition 5.7.3, we will show that if 7 satisfies the
hypothesis (HP) (or, more precisely, the complete separability of the conditional distribution F, ;
holds) then, under mild technical assumptions, the result from [27] can be applied to the progressive
enlargement G.

Immersion Property under an Equivalent Probability Measure

Before studying the case of a progressive enlargement, we first summarize briefly some results from
Coculescu et al. [27] and make pertinent comments. Suppose that a probability space (Q, F,P) is
endowed with arbitrary filtrations F and K such that F C K. Let Z(P) stand for the class of all
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probability measures Q equivalent to P on (£2, F) such that F and K satisfy the immersion property
under Q. Recall that the immersion property for F and K under Q stipulates that any (Q,F)-local
martingale is a (Q, K)-local martingale. The following lemma was established in [27].

Lemma 5.7.1. Assume that Q € Z(P) and Q is a probability measure equivalent to Q on (Q,F)
such that % is Foo-measurable. Then Q belongs to Z(PP).

Proof. Let M be an (F,Q)-martingale. We wish to show that M is also a (Q, G)-martingale. This

is equivalent to the property that M7 is a (Q, G)-martingale where 7, := %br Since M and 7

are F-adapted processes and Q € Z(P), it suffices to show that M is a (Q, F)-martingale. To this
F

end, we observe that 7 is an F-adapted (Q, G)-martingale and thus an (Q, F)-martingale. Hence the
Bayes formula yields, for all 0 <t < s,

E@(Msns | F1) = Eq (M, |]:75)E@(775 | Fi) = My,

so that M is a (Q, G)-martingale. By the usual localization argument, the proof can be extended to
local martingales. 0

Lemma 5.7.2. Assume that the class I(P) is non-empty. Then for every Q € I(P) there eists a
probability measure Q equivalent to Q on (2, F) and such that the following conditions are met:
(i) the Radon-Nikodym density process n; := %bt is F-adapted,

(i) the probability measures Q and PP coincide on F,
(iii) Q belongs to Z(PP),
(iv) every (P,TF)-local martingale is a (Q,K)-local martingale.

Proof. (i) Let poe = dP/dQ and let 1. = Eg (P | Foo). We define the probability measure Q
equivalent to Q on (2,G) by setting

dQ
a_ 5.44
dQ ! | |
Then dQ e
S @ . _ E~(77c>o ‘ gt) = E@(T]oo |.7:t) = E@(poo ‘]:t) = % Fi

where the third equality holds since Q € Z(P) and 1 is Fao-measurable. We thus see that (i) holds.
(ii) Furthermore,

_RlF Eglow | F)
Fi %bﬁt Eg(poc | 1)

dQ

=1
dP

and thus (ii) is satisfied.
(iii) The third statement follows from (5.44) and Lemma 5.7.1. It is also worth noting that

dl
Q) Rlo  Eglpw<|F)
dFlo. ~ Lo " Eglp|Gr)’

where the right-hand side can be checked to be a (P, K)-martingale.

(iv) Since Q = P on F, any (P, F)-local martingale is a (Q,F)-local martingale. From part (iii),
we know that Q € Z(P) and thus any (Q,F)-martingale is also a (Q,K)-martingale. Hence any
(P, F)-local martingale is also a (Q, K)-martingale. O

Note that the probability measure P in Lemma 5.7.2 can be replaced by any probability measure
equivalent to P. This means that the assumption that the class Z(P) is non-empty is fairly strong; it
implies that for any probability measure P’ there exists a probability measure Q" equivalent to P’ on
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(Q, F), coinciding with P’ on F, and such that the immersion property between F and K holds under
Q'. Tt is thus natural to ask under which (non-trivial) circumstances the class Z(IP) is non-empty. A
partial answer to this question for the progressive enlargement is provided in Proposition 5.7.3.

Remark 5.7.1. The property that the class Z(P) is non-empty is not satisfied by F and the progres-
sive enlargement G when 7 is an F,-measurable random time (e.g., an honest time with respect to
IF), unless it is an F-stopping time (so that F = G and the immersion property is trivially satisfied).

The next result, also borrowed from [27], provides a complete characterization of non-emptiness
of the class Z(PP).

Proposition 5.7.1. The following conditions are equivalent:

(i) the class Z(P) is non-empty,

(1) there exists a probability measure Q equivalent to P on (Q, F) such that every (P, F)-local mar-
tingale is a (Q,K)-local martingale.

Proof. (i) = (ii) This implication is an immediate consequence of part (iv) in Lemma 5.7.2.

(ii) = (i) Assume that there exists a probability measure Q equivalent to P on (€2, G) such that any
(F,P)-local martingale is a (Q, K)-local martingale. We claim that the hypothesis (H) holds under
Q. To this end, it suffices to show that @ = P on F. Then any (Q, F)-local martingale is obviously
an (P, F)-local martingale and thus, by assumption, it is also a (Q, K)-local martingale. This means
that the hypothesis (H) holds under Q.

It remains to show that (ii) implies that @ = IP on F. For this purpose, we note that the process
N = %\}; is an (P,F)-martingale. Hence, by assumption, it is also a (Q, K)-martingale. Since n
is an F-adapted process, we see that it is a (Q,F)-martingale. By the usual argument (see Lemma
5.7.1), this in turn is equivalent to the property that n? is an (P, F)-local martingale. Since 7 and
n? are (P, F)-martingales, we conclude that 7 is constant process: n = 1, and thus the probability
measures Q and P coincide on F. O

Martingale Measures via the Hypothesis (H)

Suppose now we are given a (P, F)-semimartingale X defined on a probability space (2, F,P). Let
M(P,F) stand for the class of all F-local martingale measures for X, meaning that a probability
measure Q belongs to M(PP,F) whenever (i) Q equivalent to P on (2, F) and (ii) X is an (Q, F)-local
martingale. Let K be any enlargement of the filtration F. We denote by M (P, K) the class of K-local
martingale measures for X. In [27], the authors assumed that the class M(PP,F) is non-empty and
they searched for sufficient conditions ensuring that the class M(PP,K) is non-empty as well.

One possibility is to postulate that the immersion property holds under some probability measure
Q equivalent to P and to infer that it is also valid under some F-local martingale measure. Obvi-
ously, any F-local martingale measure under which the immersion property holds is also a K-local
martingale measure. A particular example of an F-local martingale measure under which the the
immersion property holds can be produced using Lemma 5.7.2; leading to the following result, also
due to Coculescu et al. [27] (see Corollary 4.6 therein).

Proposition 5.7.2. (i) The classes M(P,F) and Z(P) are non-empty if and only if the set M(P,F)N
Z(P) is non-empty.
(ii) If the classes M(P,F) and Z(P) are non-empty then the class M(P,K) is non-empty.

Proof. (i) Assume that M(P,F) and Z(P) are non-empty. Let Q € Z(P) and let P’ € M(P,F). Let Q
be defined as in Lemma 5.7.2 with P replaced by P’ (of course, Z(IP) = Z(P’) since P is equivalent to
P"). Then Q € Z(P) by part (iii) in Lemma 5.7.2. Also, by part (ii) in Lemma 5.7.2, the probability
measures Q and P’ coincide on F and thus Q € M(P,F). Hence Q € M(P,F) N Z(PP) and thus the
class M(P,F) N Z(P) is non-empty. The converse implication is trivial.
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(ii) In view of part (i), it suffices to show that any probability measure Q belonging to M(PP, F)NZ(P)
is in M(K,P). Indeed, any (Q, F)-local martingale is a (Q, K)-local martingale (since the immersion
property holds under Q) and X is an (Q,F)-local martingale (since Q is an F-local martingale
measure), so that X is a (Q, K)-local martingale, as required. O

Remark 5.7.2. An inspection of the proof of Proposition 5.7.2 (i.e. Corollary 4.6 in [27]) shows that
the process X plays no essential role (except, of course, for the assumption that the class M(P,TF)
is non-empty). Note also that the probability measure Q constructed in this proof has the property
that every (P, F)-local martingale is also an (Q, F)-local martingale (since P’ and Q coincide on F)
and thus a (Q, K)-local martingale (since Q € Z(P")).

Remark 5.7.3. The class M(P,F) can be replaced in part (i) of Proposition 5.7.2 by any subset P
of probability measures equivalent to P and such that: if P’ € P and P” =P’ on F then P € P.

To summarize the conclusions from Coculescu et al. [27], the following conditions are equivalent:
(1) M(P,F) and Z(P) are non-empty,
(2) M(P,F) N Z(P) is non-empty,
(3) M(P,TF) is non-empty and there exists a probability measure Q equivalent to P on (€2, F) such
that every (P, F)-local martingale is a (Q, K)-local martingale.

In view of Proposition 5.7.2, any of conditions (1)—(3) implies that the class M(P,K) is non-
empty. It is thus natural to refer to any of conditions (1)—(3) is the no-arbitrage condition for the
market model with an enlarged filtration K.

Martingale Measures for the Progressive Enlargement

We now consider the case where K = G is the progressive enlargement of F. Suppose that the
hypothesis (H) is not satisfied by the (P, F)-conditional distribution F,; of a random time 7. It is
then natural to ask whether there exists a probability measure P, which is equivalent to P on (€2, F)
and such that the (P, F)-conditional distribution F, ; of 7 satisfies the hypothesis (H). Equivalently,
we ask whether there exists a probability measure P equivalent to P and such that, for all 0 < u < ¢,

Fyq = P (T <u | Fu ) (7’ <u | .7-',5) =:F,,. (5.45)

Under the density hypothesis, the answer to this question is known to be positive (see El Karoui et
al. [36] and Grorud and Pontier [46]). By contrast, when 7 is assumed to be an honest time then
this property never holds, unless 7 is an F-stopping time (see Remark 5.7.1).

In this subsection, we work under the standing assumption that the (P, F)-conditional distribution
of 7 is separable and Fj = 0, so that 7 is a pseudo-honest time (see Remark 5.2.2). Note, however,
that the case of the classic honest time is not covered by foregoing results, since we also assume from
now on that F, ¢ > 0 for all 0 < u < t. Recall also that the complete separability implies that 7 is
a pseudo-honest time.

Lemma 5.7.3. Assume that (P,[F)-conditional distribution of T is completely separable, so that
Fui= KLy for 0 <u<t. Let the process (ZZ)i>0 be given by

Z8 = Zl(roiy + Zryl (<) (5.46)

u,u

> F,
where Zy s = & = and
u,

Zy=(Gy) ™! (1 - /( ] Zoy dFu,t> =(Gy)! (1 —Ep (Z\T,t]l{fgt} ‘]:t) )
0.t

Then the process Z© is a (P, G)-local martingale.
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Proof. The proof relies on an application of Corollary 5.4.2 and Theorem 5.4.1. First, ’Z\uu =1 and
thus it is trivially an F-predictable process. Next, we need to check condition (i) in Corollary 5.4.2,
which now reads: the process (W;)¢>o is a (P, F)-local martingale where

W, = Z,G, +/ ZuwdF, = Z,Gy + Fy. (5.47)
(0,4]
We observe that
Zth+Ft = 1+Ft—/ Zu,tdFu,t
(0,t]

=14+ LK, — / L,dK, =1+ LyKy +/ K,_dL,,
(0,t] (0,t]

so that the process W is indeed a (P,F)-local martingale. Finally, we need to check condition
(ii) in Corollary 5.4.2, which takes here the following form: for every w > 0, the process (W, ; =

~

L(Zy, — Z\u,u))@u is a (P, TF)-local martingale. To this end, we note that

F, ~ K,L
Wyt =Ly Fu’u —LyZy = Ly e

u,t w4t

—LtZuy = Ly — Lt Zy o, (5.48)

which is, obviously, a (P, F)-local martingale for ¢ > u. In view of Theorem 5.4.1, we conclude that

Z% is a (P, G)-local martingale. O
We will also need the following simple lemma.

Lemma 5.7.4. Assume that 7 is a pseudo-honest time. Then for any F-adapted, P-integrable process

X we have that, for every s <t,

Fs,t IE]P’()(‘r]l{'rgs} |~7:s) = Fs,s EP(XT]I{TSS} |~7:t) (549)

Proof. Note that for X = 1 equality (5.49) is trivially satisfied. In general, it suffices to consider an
elementary F-adapted process of the form X; = 141}, o)(t) for a fixed, but arbitrary, « > 0 and
any event A € F,,. Obviously, both sides of (5.49) vanish when u > s. For any u < s, we obtain

Fs,t IEIP(]IA]I[u,oo) (T)]l{rgs} |]:s) = ]lAEe,t E]P’(]I{TSS} - ]1{T<u} |-7:9) = ﬂAEs,t(Es,s - Fu—,s)
= ILA(F‘s,tF‘s,s - Fu—7th,s) = ILAFS,S(FS,t - Fu—,t) = IlAFs7s E]P’(Il{rgs} - IL{'r<u} |]:t)
= Fs,s EP(]IA]l[u,oo) (T)]l{‘rgs} | ]:t)

where we used condition (5.3) in the third equality. O

Proposition 5.7.3. Assume that:

(i) the (P, F)-conditional distribution of a random time T is completely separable and Fy =0,

(ii) the process ZC given by formula (5.46) is a positive (P, G)-martingale such that Ep(ZF | F;) =1
for every t € Ry.

Then there exists an equivalent probability measure P such P =P on F and the hypothesis (H) holds
under P.

Proof. 1t suffices to show that (5.45) holds under P, where the probability measure P is defined on
G: by dP|g, = ZF dP|g,. We observe that, for all 0 < u < t,

Fuw=P (2510 | Fa) = P (Zralircuy | Fu) = (X) T B (X Lircy | )
= (X) TP (X Lircwy | ) =P (Zrilircuy | F) = P (271 rcuy | F2) = P

where the fourth equality is an immediate consequence of Lemma 5.7.4. O
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An important conclusion from Proposition 5.7.3 is that if 7 is a strictly positive random time
such that the complete separability of the (P, F)-conditional distribution holds then, under technical
conditions of Proposition 5.7.3, we have that Z(P) # (). Therefore, part (ii) in Proposition 5.7.2 can
be applied in these circumstances to the progressive enlargement G.

5.7.2 Information Drift

For simplicity of presentation, we assume in this subsection that all (IP,F)-local martingales are
continuous, that is, assumption (C) is valid. Our aim is to apply the semimartingale decompositions
developed in Section 5.6 to utility maximization and information theory associated with continuous
time models of financial markets, as studied, in particular, by Ankirchner and Imkeller [2]. We will
need the following definition borrowed from Ankirchner and Imkeller [2] (see Definition 1.1 in [2]).
In what follows, the process X can be interpreted as the discounted price of a risky asset. The
interested reader is referred to [2] for the compelling rationale for this definition in the context of
maximization of the expected logarithmic utility from a portfolio’s wealth when trading in X.

Definition 5.7.1. A filtration F is said to be a finite utility filtration for a process X whenever X
is a (P, F)-semimartingale with the semimartingale decomposition of the form

X =U + G0 AU, Uy, (5.50)
(0,¢]

for some (P, F)-local martingale U and an F-predictable process ¢.

Remark 5.7.4. It was shown by Delbaen and Schachermayer [29] that for a locally bounded semi-
martingale X, the existence of an equivalent local martingale measure for X (or, equivalently, the
property that X satisfies the No Free Lunch with Vanishing Risk (NFLVR) condition) implies that
the decomposition of the process X must be of the form given in equation (5.50).

From now on, we work on a filtered probability space (Q, F,F,P) with a filtration F satisfying
the usual conditions and such that F is a finite utility filtration for a given process X so that de-
composition (5.50) holds for some (P, F)-martingale U. The following definition comes from Imkeller
[49] (see also Definition 1.2 in [2]).

Definition 5.7.2. Let K be any enlargement of the filtration F. The K-predictable process ¥ such
that the process

Ut - wu d<U7 U>u
(O7t]

is a (P, K)-local martingale is called the information drift of K with respect to F.

Remark 5.7.5. It was shown in [2] (see Proposition 1.2 therein) that the difference of the maximal
expected logarithmic utilities when trading in X is based on two different filtrations F C K depends
only on the information drift of K with respect to F.

Under the standing assumption (C) all (P,F)-local martingales encountered in what follows
are locally bounded, and thus locally square-integrable, so that we are in a position to apply the
Kunita-Watanabe decomposition theorem (see, for instance, Protter [96]). We aim to show that the
progressive enlargement of F with a pseudo-initial time 7 is once again a finite utility filtration for
X. We will also compute the information drift of the progressive enlargement G with respect to F.

Proposition 5.7.4. If F is a finite utility filtration for X and 7T is a pseudo-initial time then the
progressive enlargement G is a finite utility filtration for X. Furthermore, the information drift of
G with respect to F is given by the following expression

Py = ﬂ{rZu}(Gu)ilnu + ]l{T<u}(m.,.7u)71§T,u (5.51)
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where the F-predictable processes (&su)s<u are defined by the Kunita- Watanabe decompositions

Mst = gs,u dUu + Lf (552)

(5,1]

where L® is a family of (P, F)-local martingales strongly orthogonal to U for all u.

Proof. By the standing assumption, the filtration I is a finite utility filtration for the process X.
Therefore, the process X admits the (P, F)-semimartingale decomposition (see (5.50))

X =Us + Gu d(U, U),,
(0,t]

where U is a (P, F)-local martingale and ¢ is an F-predictable process. To establish the first assertion,
it suffices to show that the process X is a (P, G)-semimartingale with the following decomposition

(0,t]
where U is some (P, G)-martingale and ¢* is some G-predictable process. Using Corollary 5.6.5 and

the assumption that all (P, F)-local martingales are continuous (so that C = (U, M)), we deduce
that the process U, which is given by the expression

Ut:Ut—/
(0,

)

]l{TZu}(Gu)*ldw,M)u—/ (M)~ AU, Mg Y|, (5.54)

(tAs,t]

is a (P, G)-local martingale. Recall that we denote by M the (P, F)-local martingale appearing in the
Doob-Meyer decomposition of G. An application of the Kunita-Watanabe decomposition theorem
to M and U, after suitable localization if required, gives

M, = / N dUy + Ly (5.55)
(0,1]

where 7 is some F-predictable process and a square-integrable (P, [F)-martingale L is strongly or-
thogonal to U. It thus follows immediately from (5.55) that

AU, MYy, = 1, d(U, U)y,.

In the next step, we focus on the (P,F)-martingale (ms;);>s, for any fixed s € R;. Using once
again the Kunita-Watanabe decomposition theorem, we deduce that (5.52) holds for all s < ¢ where
(€s,u)u>s is a family of F-predictable processes parametrized by s and L° a family of (P,F)-local
martingales strongly orthogonal to U for every s. Consequently, by combining (5.52), (5.54) and
(5.55), we arrive at the following equalities

Ijt =U; — / ]l{Tzu} (Gu)ilnu d<U7 U>u + / ]l{r<u} (mr,u>71£~r,u d<Ua U>u
(0,t]

3

=U; — A : (]l{rzu}(Gu)ilnu + ]1{T<u} (mT,u)ilgr,u) d<U7 U>u
0,t

It is clear that the equality (U,U) = (U,U) holds. Therefore, the canonical (P, G)-semimartingale
decomposition of U reads
Uy =Us + Y, d(U, Uy, (5.56)
(0,t]
where the G-predictable process v is given by the following expression

Yy = ]]‘{TZU}(GU)ilnu + ]1{7—<u}(m'r,u)71§'r,u~

It is now easy to see that the (P, G)-semimartingale decomposition of X has indeed the desired form
(5.53) with ¢* = ¢ + 9. To derive equality (5.51), it is enough to employ Definition 5.7.2. The
asserted formula follows directly from representation (5.56) and the fact that (U,U) = (U,U). O



Chapter 6

Stability of Random Times under
Min and Max

This chapter was developed during my visit to Université d’Evry in 2011 and is based on the working
paper with the same title by Jeanblanc, Li and Song [58]. I would like to point out that, although
this result is not included here, it was shown by Song and Aksamit at the time that the minimum
and maximum of two honest time is again an honest time.

6.1 Introduction

In this chapter, we work on the usual filtered probability space (Q, F,P) endowed with a filtration
F = (F)i>0 satisfying the usual conditions. Suppose T; and T are F-stopping time, then it is well
known that 713 AT and Ty V Ts are F-stopping times. Inspired by this observation, working under
the context of progressive enlargement of filtrations, we examine in this chapter the stability of the
hypothesis (H), the hypothesis (H'), the class of honest times and pseudo stopping times under
minimum and maximum. More specifically, given two finite random times 7; for i = 1,2 we address
the following question: if the hypothesis (H) or (H') is satisfied between F and the progressive
enlargements of F with 7; for ¢ = 1,2, then under what conditions are the hypothesis (H) or (H')
satisfied between F and the progressive enlargement of F with either the random time 7 A 7 or
1 vV T2.

Perhaps hidden in the investigation of the above mentioned question is the relationship between
the Cox construction, the hypothesis (H) and pseudo-stopping times. It is well known (see, for
example, Bielecki et al. [14]) that if a random time is constructed through the Cox construction
then it satisfies the hypothesis (H). It was also shown in Nikeghbali and Yor [92] that if a random
time 7 satisfies the hypothesis (H) then it is a pseudo-stopping time (see Definition 6.4.1). That is,
the following implications hold:

Cox construction = Hypothesis (H) = Pseudo-stopping time.

Parts of this section are aimed to provide some partial converses to the above implications. First,
Lemma 6.2.6 (an extension of Norros lemma; see Gapeev and Jeanblanc [43] and the references
therein) demonstrates that if a random time 7 satisfies the hypothesis (H) and the dual optional
projection of H = 1|, [ is continuous, then 7 can be obtained through the Cox construction.
Second, we show in in Lemma 6.4.3 that, under assumption (C), if 7 is a pseudo-stopping time
satisfying the hypothesis (HP) then 7 satisfies the hypothesis (H).

For the reader’s convenience, we recall the definitions of hypotheses (H) and (H').

113
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Definition 6.1.1. We say that the hypothesis (H) is satisfied by the filtrations F and K under P
if any (P,F)-martingale is also a (P, K)-martingale. We sometimes write F — K or say that F is
immersed in K.

Definition 6.1.2. We say that the hypothesis (H') is satisfied by the filtrations F and K under P

if any (PP, F)-semimartingale is also a (P, K)-semimartingale.

Let us introduce the notation used throughout the section. Given a filtration F and two finite
random times 7; and 72, we set H* = 1, o and we denote the progressive enlargements of IF by
FTi = (F")i>0 and F™™ = (F/"™);>¢ for i = 1,2. To be more specific, we set

Fii= ﬂ]:s\/a(ri/\s),

s>t
Frm = m FI'Vo(raAs) = m F2Vo(r As).
s>t s>t

For an arbitrary filtration IF, the F-optional projection of the process 1—H? is given by P (TZ‘ >t ‘ ]—'t) =
G and dual F-optional projection of H' is denoted by A*¥. If there is no confusion with the random
time and the filtration, we shall often omit the superscript “F.

Definition 6.1.3. For a random time 7, by the F-conditional distribution of 7 is the random field
Foi=P(r <ul|F), YuteRy,
and by the F-conditional survival distribution of T is the random field
Gui=P(r>u|F)=1—F,;, VYuteR,.

Definition 6.1.4. A random time 7 is said to satisfy the hypothesis (HP) whenever for all 0 < u <
s <t
Fu,st,t = Fs,sFu,t~ (61)

We also recall the following result (see Brémaud and Yor [20]).

Lemma 6.1.1. Assume that F C K, that is, a filtration F is a sub-filtration of K. Then F — K if
and only if any of the following equivalent conditions holds:

(i) for any t € Ry, the o-fields Foo and KC; are conditionally independent given F; under P, that
is, for any bounded, Fo-measurable random variable £ and any bounded, Ki-measurable random
variable 1 we have

Ep (§n| Fi) =Ep (€| F2) Ep (0] F2) (6.2)

(i) for any t € Ry and any u > t, the o-fields F,, and K; are conditionally independent given F,
(iii) for any t € Ry and any bounded, Fu-measurable random variable &

Ep (£ |K:) =Ep (€] F), (6.3)
(iv) For any t € Ry and any bounded, K¢-measurable random variable 7
Ep (n|F:) =Ep (0] Fso) (6.4)

(v) In particular, if K is the progressive enlargement of F with T, then for any t € Ry

P(r>t|F)=P(r>t|Fxu). (6.5)

6.2 Hypothesis (H) under Min and Max

In the following, we work under the setting of progressive enlargement. The basic assumption is
that the filtration F is immersed in both F™ and F™ and the aim is to find conditions so that F is
immersed in F71A™2 or F71V72,
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6.2.1 Preliminary Results
We first present several conditions under which F is immersed in F*A™2, These conditions appear
to be difficult to check and thus their applications are limited, however.
Lemma 6.2.1. Assume that the filtration F is immersed in both F™ and F™2. Then F is immersed
in BT if and only if F is immersed in F71V72.
Proof. Tt is clear that

P(nVrn>t|FR)=P(n>t|FR)+P(n>t|F)-P(nAn>t|F),

and thus the claim follows from part (v) of Lemma 6.1.1. O

In view of Lemma 6.2.1, it suffices to work with 71 A 75.
Lemma 6.2.2. Let 11 be random time such that F is immersed in F™. If 7o is an F™ -stopping time
then F is immersed in F™72.
Proof. The claim is obvious, since if 75 is an F™-stopping time then F™ = F7172, O
Lemma 6.2.3. IfF is immersed in F™™ then F is immersed in F™, F™2, F1V7™2 gnd FTiA™2,
Proof. Since 71 and 79 are F™"2-stopping times, 7 A 7 is a F™"2-stopping time and the set
{m1 A1a >t} is F;{"™-measurable. Therefore, the result follows immediately by the assumption
that F — F772, O
We give some necessary and/or sufficient conditions to have F immersed in F™:72.
Lemma 6.2.4. The filtration F is immersed in F™™2 if and only if for allt e Ry, ¢ <t and k <,
P(n<c,m<k|F)=P(n<cn<k|F) (6.6)
Proof. The ‘only if’ part is clear in view part (iv) of Lemma 6.1.1. Therefore, to see that the

immersion holds between F and F7"2 it is now sufficient to notice that for any bounded, F;-
measurable random variable x;

Ep (mtg(ﬁ ANt)h(ra A T) | ]-'t) = / zeg(u At)h(s At) dP (7'1 <u,»<s ‘ .7:,5)
[0,00]2

:/ zig(u A t)h(s At)dP (11 S u, 72 < 5| Fuo)
[0,00]?

=Ep (209(r1 At)h(T2 A t) | Fuo)
where the second equality holds by (6.6). O

Proposition 6.2.1. Let 7, and 1o be random times such that:

(i) the filtration F is immersed in both F™ and F™2,

(ii) the random times 11 and To are conditionally independent given Fu.
Then the filtration F is immersed in F™72.

Proof. By condition (ii), we have, for all ¢ < ¢ and k < ¢,
P(Tl > ¢, Ty >k’]—"t) :P(P(Tl >, Ty >k‘]:oo) |]:t) zEp(IP(Tl >C‘]:OO>IP)(TQ > k‘]:oo) |.7-"t).
Since both 7 and 7o satisfy the hypothesis (H), we obtain
Ep (P (11> | Foo) P(12 > k| Foo) | F2) =P (11 > ¢| F) P (12 > k| Fe)
=P (11 >c|Fu)P(r2 > k| Fux)
:]P’(Tl > ¢, Ty > k|]:oo)
where the last equality holds again by conditional independence of F™* and F™2 given F. O
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6.2.2 Extended Canonical Construction

Let us recall the extended canonical construction (see Li and Rutkowski [74]), which assumes that
we are given the following probabilistic data: (i) a (non-adapted) non-decreasing, cadlag stochastic
process (Dy);>0, (i) a random variable U uniformly distributed on (0,1) and independent of Fi.

A random time 7 can then be constructed by setting
=inf{t:D; >U} =Cy-_ (6.7)

with the process C' is the generalized right inverse of D. If the probability space is not rich enough
to support the existence of such U in (ii), one can always extend the original space to ensure such
U exists. Obviously, any random time 7 given on {2 can be trivially represented in this way without
extending the original space, since it is enough to select D; = 1 ;<4 in (6.7).

If we impose the rule that in (i), the non-decreasing random function D is a F-adapted process,
then we recover the canonical construction and the random time constructed in this way necessarily
satisfis the hypothesis (H).

Let us first state the Norros lemma in the form given by Proposition 3.1 of Gapeev and Jeanblanc
[43]. In the following, A denotes the F7-predictable compensator of H = 1, o[-

Proposition 6.2.2. Let the process Gy = P (T >t | .7-}) be continuous and such that Gy = 1. Then:
(i) the random variable A, has the standard exponential law (with parameter 1);
(ii) if F is immersed in F™ then A, is independent of Foo

In the following, we provide an extension to the Norros lemma stated above. Our method is
based on stochastic calculus and the time change formula. For an arbitrary random time 7, we set
Dt =P (T <t ‘ Foo ) and we define C' as the generalized right inverse of D.

Proposition 6.2.3. The random variable DT is independent from F if and only if the random
function h(z) :=sup{t: Dg < x} is deterministic.

Proof. We have, for every x > 0,

~

15, <oy @Du

P(f)Tgx\foo)z/

[0,00]

= 1,5 1,5 du
/[0,00] {Dcugw} {Cu<oo}

- /[0,00] {Dcu <‘r}]l{u<1} du
=sup{t: D@ <z}AL
Hence if h is deterministic then ]P’(D <z Fs) = (D < z) for all z > 0. O

Corollary 6.2.1. If process (ﬁt)tzo is continuous then the random variable ﬁT s uniformly dis-
tributed and independent from F

Proof. If the process D is continuous then
P(D, <@ |Foo) =sup{t it <a}Al=xzAl
since C is the right inverse of D so that ﬁ@ =t for all t > 0. O

Corollary 6.2.1 be seen as an extension of the result proven in [43]. Indeed, if 7 satisfies the
hypothesis (H), then D, =P (T <t ‘ }"OO) =P (T <t | ]—'t) = F} and thus we recover the result from
[43]. Let us now give an example where ET is independent from F.,, but fails to be continuous.
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Example 6.2.1. Consider the probability space Q@ = {w;,ws} with a filtration F such that the
strictly increasing process D, which is given by

ﬁt(wl) =1—e =) apd Bt(WQ) —1_ e—(t2+n{t21}),

is F-adapted. One can then construct a random time 7 by setting 7 := inf {¢ : Dy > U} where U is
uniformly distributed and independent of F.,. In this situation, the filtration F is immersed in F”

~

and the dual optional projection A is equal to D. One can easily check that h(z) = sup {t : ﬁ@ <z}
is deterministic.

The canonical construction is frequently referred to as the Cox construction in the literature.
This terminology motivates the following definition.

Definition 6.2.1. A random time 7 is called an F-Coz-time if there exists a cadlag F-adapted
non-decreasing process X and a random variable U independent of F., such that

T=inf{t: X; >U} =Cyp_
where C' and X are the generalized right-inverses of one another.

Proposition 6.2.4. If the random times 71 and 1o are F-Cox-times then F is immersed in F™ 72,

Proof. The fact that the random times 7; are F-Cox-times implies the existence of F-adapted and
non-decreasing processes X* such that

n =inf{t: X} >U'} and 7 =inf{t: X? > U?},
where the random variables U? for 4 = 1,2 are both independent of F,,. Therefore,
P(r < ¢, 7 <k|Foo) =PU' < X!, U? < X7 | Fuoo),
P(r < ¢, m < k|F) =P(U < X}, U? < X2|F).
Then, as U® for i = 1,2 are independent from F., (so from F; as well), we have, for all ¢, k < t,
P(r1 < ¢, 7 < k| Foc) = W(XL, X2) = P(m1 < ¢, 72 < k| Fy)
where ¥(z,y) = P(U' < z,U? <vy). O

We know from Bielecki et al. [14] that a Cox-time satisfies the hypothesis (H). Therefore, if one
could show the converse then, by Proposition 6.2.4, the filtration F is immersed in F™72.

Let us first make the following two observations:

e If 7 is a Cox-time and X is continuous then X is also the left inverse of C' and we can recover
U from (6.7) by U =X oCy_ = X, and 7 =inf {t : X; > X, }.

e If X is a strictly increasing process then a random time (not necessarily a Cox-time) 7 can
always be represented as 7 = inf {t : X; > X,} and Cx_ = 7 holds.

As already mentioned, we denote the F-dual optional projection of H := 1, o by A. The next
lemma shows that, in view of above observations, it is in some sense natural to study the random
variable A,.

Lemma 6.2.5. Let 7 = inf {¢ : Xt > X, } for some F-adapted non-decreasing cadlag process X with
X independent from Fo. Then A, is independent from F.
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Proof. One can easily check that F; = P (Xt > X, |]-'OO) since the random time 7 satisfies the
hypothesis (H) and X is independent from F.,. On the other hand,

P (Xt > XT }-Foo) = ]P)(XT < u)|u:Xt = \I/(Xt)

where W is the distribution function of X,. The hypothesis (H) tells us that F; = A;, which implies
that for every t € Ry, B
At = P(XT S u)|u=Xt = \I’(Xt)

The processes (F'(X¢))¢>0 and (A4)i>0 are indistinguishable, since both are cadlag processes. This
implies that A, must be independent from F,, as for any bounded, Borel function h, we have

Ep (h(fL) ’]—"OO) =Ep (h(\II(XT)) |_7-"OC) =Ep (h(¥(X,))) =Ep (h(AT))
where the third equality holds by the assumed independence of X, from F.. O
Lemma 6.2.6. If the random time T satisfies hypothesis (H) and avoids all F-stopping times then
A, = A, = F, is uniformly distributed and independent of Foo.

Proof. If T avoids all F-stopping times then the process F' is continuous. Hence in Proposition 6.2.3
the process C' is in fact the right inverse of F', which implies

P(F, <k|Fs)=sup{t:t<k}AN1=EkAL
Therefore, A, is uniformly distributed on (0,1) and it is independent of Fo.. O

Lemma 6.2.7. If 7 is a random time that satisfies hypothesis (H) and A, is uniformly distributed
on (0,1) and independent from Fy, then 7 is a Cozx-time.

Proof. Given a random time 7, we first define another random time 7* by setting
T =inf{t: A, > A} (6.8)
where A is the dual F-optional projection of L r oo It is easy to see that 7 < 7. It is sufficient to

show that {7* < 7} is of measure zero.

For this purpose, we note that for all t € Ry we have {7 <t} C {r* < t}. Since A, is uniformly
distributed, the F-conditional distributions of 7% and 7 are the same. This implies that, for all
t € Ry, the set {7 <t} is almost surely equal to {7* <t} or, equivalently, the set {7* > t} is almost
surely equal to {7 > t}. Therefore, almost sure we have

Lrocry €O Mrogylirecgy = O Lresgylizcg = 0.
q€Q q€Q

This implies the set {7* < 7} has measure zero. O

Corollary 6.2.2. If 7 is a random time such that the filtration F is immersed in F™ and it avoids
all F-stopping times then T is a Cox-time.

Proof. By Lemma 6.2.6, A, is uniformly distributed and independent from F.,. The result follows
from Lemma 6.2.7. O

6.3 Hypothesis (H') under Min and Max

In this section, we investigate the invariance of hypothesis (H’) under the operations A and V. To
simplify language, we say that a random time 7 satisfies the hypothesis (H') when the hypothesis
(H') is satisfied between F and F7. We start the investigation with the following result based on
the deep results of Stricker [106].
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6.3.1 Preliminary Results

The following lemma is an immediate consequence of Definition 6.1.2.

Lemma 6.3.1. Assume that the filtrations F, G and K are such that F C G C K. If the hypothesis
(H') is satisfied by F and K then the hypothesis (H') also holds between F and G.

Proposition 6.3.1. If 7 satisfies the hypothesis (H'), then for any F™-stopping time 9, the random
time T A9 and TV 9 also satisfies the hypothesis (H').

Proof. We shall give the proof for 7 A% only, since the proof for 7V ¢ is similar. We note that 7 A 9
is an F7-stopping times. This implies F™? C F7 and the result now follows from Lemma 6.3.1. [

6.3.2 General Case

Let us consider any two random times 71 and 72 defined on the probability space (2, F,P) endowed
with a filtration F satisfying the usual conditions.

The aim in the following is to show that if 71 and 75 satisfy the hypothesis (H’) then the
hypothesis (H') is also satisfied by the random times 71 A 72 and 71 V 75. We shall only give an
outline of this approach for 71 A 7o, since the method is similar for 7 V 75.

Remark 6.3.1. Before proceeding, let us point that the technique developed in the following is
inspired by the following observation: if V; is F;/'"™-measurable then there exists a o(7; A 7o) V Fi-

measurable map V(u,t) and V; € F; so that

Vi = ‘//\vt]l{n/\m>t} T ISIEIV(Tl N T2, S)]l{ﬁ/\mgt}

= (m{wt} +1im V(Tl75>]l{ﬁ<t}) Lir<ry + (m{mt} +1im V(72 5)]1{72<t}) Liri>m)
= V;Tl‘ﬂ{ﬁﬁw} + ‘/;TZI[{T1>7'2}
where for ¢ = 1,2, the process V7 is F}*-adapted.

Intuitively, Remark 6.3.1 appears to be telling us that the progressive enlargement of F with
71 A T2 can be viewed as F™ on {7 <7} and F™ on {r; > 7o}. This motivates the following
construction.

Suppose that D = {Dy,..., Dy} is a family of F-measurable sets which covers Q and F* for
i=1,...,k is a family of filtrations satisfying the usual conditions. We define, for every ¢ > 0, the
following auxiliary family of sets

Fi:={A € G|Vi, 3A! € F} suchthat AN D; = Al N D;}.

Our goal is now to show that F = (ﬁt)tZO is a right-continuous filtration and the hypothesis (H')

is satisfied between F and F if it is satisfied between F and all Fi. Without loss of generality, we
may and do assume that the sets from D are pairwise disjoint. Otherwise, one can always define for
i=1,...k, the disjoint sets D} := D; N (Ug<;Dy)¢ and D* = {Dj,...,D;} is a partition of Q. One
can then define the family of sets

Fi:={AeG|Vi, Al € Fi suchthat AN D} = AN D}}

and it is easy to see that Fy is contained in F;. If we can show that the hypothesis (H') is satisfied
between F and F*, then by Lemma 6.3.1, the hypothesis (H’) is satisfied between F and F.

The above construction and the subsequent semimartingale decomposition formula derived in
Lemma 6.3.6 can be viewed as an extension of the idea used in the study of initial enlargement by
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Meyer [84] and Yor [109]. In fact, if we assume that for all i = 1,...,k, the filtrations F* = F then
we can recover from Lemma 6.3.6 the semimartingale decomposition result given in [84] and [109].

We first show, using Lemma 6.3.2 and Lemma 6.3.4, that F := (]?t)tzo is a right-continuous
filtration.

Lemma 6.3.2. For every t > 0, the family of sets ]?t s an o-algebra.

Proof. Tt is obvious that the empty set and {2 belong to ft. To see that .7/-:t is closed under countable
unions and intersections, we simply apply the distribution law. We will now check that it is closed
under complements. Suppose A € F; then there exists by definition a set A¢ € F; such that
AND; = AN D;.
Take the complement of both sides in the above and by De Morgan’s law
AU DS = (AD)°U DS,
Next, by taking intersection with the set D? on both sides of the above, we arrive at
A°ND;=(A)°ND
and this concludes the proof. O

Proposition 6.3.2. The inclusion D; C {P (D; |]-"§) > 0} holds P-a.s.
Proof. We prove the inclusion D; C {P (D; | F{) > 0}. Let us consider
P(AY) :/vd]P’:/_]P’(Dﬂ]-‘f)dIP’:IF’(DfmAi)

which implies that the inclusion {P (D; | 7;) = 0} C D¢ holds, P-a.s. This implies that the inclusion
D; C {P(D;| F}) > 0} holds, P-a.s. O

Lemma 6.3.3. Let 1 be any integrable random variable. Then, for everyi=1,...,k,

B ( ) (6.9)

Ep (77]1D1 |]‘/:t) = ]lDi(T’}_tZ

for every t > 0.
Proof. Let F, € Fy, then there exists F} € F} such that

]EIP’(n]lDi]lﬁt> Ep 77]1D ]lFl)
(Ds | Fi) P(Ds| F) g
D P(Di|F) "
Ep ( 77]113 ).
( E(D]H) )

(“” ) Mﬂ)

where the first and last equality follow from the definition of ]?t. O

/) 1F:>




L. L1 121

Example 6.3.1. As a simple check of equation (6.9), let us suppose Q = D;UDs and the o-algebras
F¢ and F§ are trivial. Then

j':O = {{¢}’ {Q}’DhDQ}'

For any integrable random variable 7, we have

= Ep (nlp,) Ep (nlp,)
P (77’.7:0) D1 g, (D1) +1p, Ep(Dy)

which agrees with the result of Lemma 6.3.3.

Lemma 6.3.4. The filtration F is right-continuous.

Proof. Tt is easy to see that (.7?,5)1520 is an increasing family of o-algebras. Therefore, we only need
to check the right-continuity.

Suppose A € ﬂs>t]?s, we show that Ep (]lA ’ ]?t) = 1 4. By linearity of conditional expectations,

we only need to work with A N D;, which has the representation

AND; =lim A, ND;
qlt

where Afl € .7-'; for i = 1,...,k. Using Lemma 6.3.3 and the dominated convergence theorem, we
obtain

o - _ P(ALnD;|F)
]P’<hmAgﬂDi|ft> =lim ——1 =
qlt

2 P (D[ F)
= lim lim —(Aq nD; },]:s)
qlt sit P (D;|F})

=liml:1p,
glt b

D;

where the second equality holds by the right-continuity of F? and the last equality holds by picking
§>q. O

Lemma 6.3.5. Let £ be a bounded predictable @—adapted process. Then, for everyi =1,...,k, there
exists an Fi-predictable process £ such that

=Y &lp, (6.10)
i=1
and the processes €, i =1,...,k can be bounded by the same constant as &.

Proof. The @T—predictable o-algebra 73(@) is generated by

PF)={Ax {0} : Ac Fo} U{Ax]s,1] :0<s<t s,t€Qq, Ae\/ F}.

r<s

We need only to prove the claim of the lemma for generators of ’P(IAF) For the family of sets
{Ax {0} : Ae Fy} with A € FJ, we have, by Lemma 6.3.3,

n
Aoy = > Ajlolp,

i=1

and thus we may set &} := Aé]l{o}. Again by Lemma 6.3.3, any bounded, fs—measurable random
variable A, has the form A, = 7" | A’1p, where AL € F!. The generator of P(@) takes the form

Ay =Y Al ylp,.
=1
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It is obvious that 1), is a left-continuous process in ¢. All that remains to see is that for each i
the process A% is F'-measurable which implies A{1},, € P(F*). Therefore, it is sufficient to take

5; = Aze]l]s,t] 0
. . p.F?
Corollary 6.3.1. For everyi=1,...,n, the process & in (6.10) takes the form, & = %.
F(1p,
Proof. Tt is enough to observe {1 p, = 1 p, and thus
PE(eLp,) =P (€'1p,) =P (1p,)¢,
since the process ¢* is Fi-predictable. O

To show that the hypothesis (H’) holds between F and F, we follow the idea of Protter [96].

Proposition 6.3.3. If for everyi = 1,...,k, the hypothesis (H') is satisfied between F and F?, then
the hypothesis (H') is satisfied between F and F.

Proof. Given a F-semimartingale X, we will prove the claim by contradiction. Suppose that X is
not an F-semimartingale. Then there exists ¢ > 0, ¢ > 0 and a sequence of simple F-predictable
process {£"}, o converging uniformly to zero, such that

irelfN]EP (LA|(E 0 X)|) > e (6.11)

Firstly, the process (£7')s>0 is bounded ﬁ—predictable. Direct computations give

k
lim Ep (1A (€ 0 X)|) = nlLH;OEp(l A |(.Z £ p, o X))
. i=1 |
< nan;o;Ep(l A(E™ 1, 0 X))
k .
< Jim D2Ex(1A i€ 0 X)]) =0
where the limit is zero, since for all i = 1,..., k the process X is assumed to be a Fi-semimartingale.
This contradicts (6.11) and thus shows X is an F-semimartingale. O

Since we now know that the hypothesis (H') is satisfied between F and F, the next step is to
compute the ﬁ—semimartingale decomposition of F-martingales. As was mentioned, if we assume
that F* = F for all i = 1,...,k then we retrieve the semimartingale decomposition result obtained
in [84] and [109] for the initial enlargement of filtration.

Lemma 6.3.6. Assume that M* is a bounded F'-martingale, for i = 1,...,k. Then the following
process

k
—~ ) 1 .
M, = 1p, M’—/ — d[N*, M|,
; ( 0 0,9 N,
is an @—martingale, where we set, fori=1,...,k,

N} =P (D;| F}). (6.12)
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Proof. Let us define for i = 1,... k, the following F™ adapted processes
B} := —/ (NO~td[M*, N,
(0,t]

where N* are given by (6.12). To show that M is an F-martingale, it is sufficient to show for every
i=1,...,k,
Ep (1p, (M] + B}) | 7,) = 1p,(M: + BY). (6.13)

To this end, we note that Lemma 6.3.3 yields

Ep ((M{ + Bi)1p,
P (D; | Fi)

Fi)

B (10,0 + B | %) =,

and we proceed by computing the numerator of the right-hand side. We obtain
Ep (M] + B))1p, | FL) = Ep ((M{ + B})N} | F%)

= (M!+ B)N! + N!dB! +/ d[M* N,
(s.t] (s,1]
= (M + B{)N;

where the second equality holds by integration parts formula. Therefore, equality (6.13) is valid and
the claim of the lemma follows. O

Remark 6.3.2. As a special case, if the immersion holds between F and F? for every i = 1,...,k,
then M is an F-martingale and

k
— 1 .
M; =M, ~ > 1p, (/ Nid[NaM]u>

is an F-martingale.

In the following, we apply the above results to show that the hypothesis (H') is closed under
minimum and maximum. The idea is to decompose the space Q into {71 < 72}U{m > 72} and define
the following family of sets

FPN = {A€G|3AT € F[', 3AP € F? st A= (AP N {n > n}) U(A] N{n <))}

ﬁtﬁv” ={AeG|IAT e F[*,FAP € F2 st. A= (A]* N{n > ) UAP2 N{n <})}
for every t > 0.

Lemma 6.3.7. The families F1V™ := (]?tﬁ\/Tz)tZO and F1/™2 .= (]?tnATz)tzo are right-continuous
filtrations.

Proof. For i = 1,2, we set F! = F™. For the case of IAF”AT?, we set D; = {1 <7} and Dy =
{m1 > 7»}. For the case of F™'V™2 we set D1 = {11 > 72} and Dy = {1y < 1»}. It is then sufficient
to apply Lemma 6.3.4 O

Corollary 6.3.2. (i) The filtration F*"™ is strictly contained in F1 2.
(1) the filtration FTV7™2 s strictly contained in FTV7™2,

Proof. Tt is easy to see that {r] Ao >t} € ]?JIAT% therefore 71 A1y is a ﬁ””z—stopping time. Recall
that F7A™2 is, by definition, the smallest right-continuous filtration for which 73 A 72 is a stopping
time. Hence, by Lemma 6.3.7, the filtration F™/\™2 is contained in F71AT2, To see that the inclusion
is strict, we notice that the set {3 < 72} is an element of F;" AT2 for all ¢ > 0, but not an element
of F/*™ for all t > 0. A similar argument applies to 71 V To. O
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Lemma 6.3.8. If 7y and 72 are two random times satisfying hypothesis (H') then:
(i) the hypothesis (H') is satisfied between F and FT1/\™2,
(i) the hypothesis (H') is satisfied between F and FT1V™2,

Proof. Tt is sufficient to apply Proposition 6.3.3. O

Corollary 6.3.3. If 1, and 1 are two random times satisfying hypothesis (H') then:
(i) the hypothesis (H') is satisfied between F and FT/™2,
(#1) the hypothesis (H') is satisfied between F and F™V™.

Proof. By Corollary 6.3.2, the filtration F7*A™ (resp. F™V™) is a sub-filtration of Frin (resp.
F7V™) and from Lemma 6.3.8, the hypothesis (H') is satisfied between F and F™™2 (resp. F7tV72).
Therefore, the claims follow from Lemma 6.3.1. O

Remark 6.3.3. From Lemma 6.3.8, we notice that if 7y and 75 are two random times satisfying

the hypothesis (H) then, in general, 71 A 72 may not satisfy the hypothesis (H). More explicitly, the
F71AT2_semimartingale decomposition of a F-martingale M is given by

k
1 .
‘/—_'2'1/\7'2> + Ep (E ]lDi (/ Ni [szM]u> |‘7:tTl/\T2>
=1 u

where Dy = {1} <12}, Dy = D§ and Ep (MTMTQ | .FTlA”) is an FT " 2_martingale. It is easy to see

that if the random times 71 and 75 are ordered then the second term in the right-hand side vanishes.

Mt — Ep (lefﬂm-z

6.4 Pseudo-Stopping Time and Min and Max

As usual, we denote by F” the progressive enlargement of F with a random time 7. The main goal
of this section is to examine the class of F-pseudo-stopping times. Let us remind that when we say
that 7 satisfies the hypothesis (H), we mean that the filtration F is immersed in F”. The following
definition was introduced in Nikeghbali and Yor [92].

Definition 6.4.1. A random time 7 is a said be an F-pseudo-stopping time if the equality Ep (M) =
Ep (Mp) holds for any bounded F-martingale M.

The following lemma is taken from page 186 of [31]. It will be used to give in Lemma 6.4.2 an
alternative proof of Theorem 1 in [92].

Lemma 6.4.1. For any random time T and any F7-stopping time p, there exist an F-stopping
stopping T such that TANp=71NT.

Lemma 6.4.2. A random time 7 is a F-pseudo-stopping time if and only if M- xs is an F™-martingale
for any bounded F-martingale M .

Proof. Suppose that M, is a bounded F"-martingale. Then, by the dominated convergence theo-
rem, we obtain

Ep (M) = lim Ep (M)
which is equal to Ep (M) by the fact that M, A; is an F™-martingale. Therefore, 7 is an F-pseudo-

stopping time. To prove the converse, for every bounded F7-stopping time p, by Lemma 6.4.1, there
exists an F-stopping time T such that 7 A p = 7 A T. Therefore,

Ep (M7np) = Ep (M7a7) = Ep (J\//.TT>
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where Z\/Zu := Myar is a bounded F-martingale. Since 7 is an F-pseudo-stopping time, we have
Ep (MT> = Ep (Mo) = Ep (Mo)
and (Mrat)e>o0 is a FT-martingale. O

An F-pseudo-stopping time does not in general satisfy the hypothesis (H). However, it is known
from [92] that if a random time 7 satisfies the hypothesis (H) then it is a pseudo-stopping time
and it satisfies trivially the hypothesis (HP). This observation leads to the next lemma, where we
establish the partial converse to the above mentioned implication.

Lemma 6.4.3. Assuming that all F-martingales are continuous then the following are equivalent:
(i) the random time T is an F-pseudo-stopping time and it satisfies the hypothesis (HP),
(ii) the random time T satisfies the hypothesis (H).

Proof. We only need to show that (i) implies (ii). Since all F-martingales are continuous, the optional
and predictable o-algebras coincide. Therefore, the process F,, ; is a continuous martingale for ¢ > w.
We also know, from Theorem 1 in [92], that the process F} := P (T <t ‘ }"t) is non-decreasing and
predictable. Furthermore, since the random time 7 also satisfies the hypothesis (HP), for every u,

the process
Fyt
Cur=—22, t>u,
u,t Ft =

is decreasing in t. Therefore, for every t > u, the process

Fut=FCyy

is a continuous martingale of finite variation and thus F, ; = F,, . O

The following result is borrowed from [27] (see Lemma 4.6 therein).

Lemma 6.4.4. Let 7 be a random time which is an Fo.-measurable random variable. Then the set
of probability measures equivalent to P for which the hypothesis (H) holds is non-empty if and only
if T is an F-stopping time (in this case, the equality F™ = F holds).

Corollary 6.4.1. Given a random time T and suppose all F-martingales are continuous then the
following are equivalent:

(i) T is an honest time and an F-pseudo-stopping time,

(i) T is an F-stopping time.

Proof. We only need to show (ii) follows from (i), as the converse is obvious. It is known that an
honest time satisfies the hypothesis (HP). Therefore, by Lemma 6.4.3, the random time 7 satisfies
the hypothesis (H) and the claim then follows from Lemma 6.4.4, since an honest times is Foo-
measurable. O

Proposition 6.4.1. Let 7 and p be two F-pseudo-stopping times. Then TV p is an F-pseudo-stopping
time if and only if T A p is an F-pseudo-stopping time.

Proof. We observe that the following relationship holds
Mpy: + Mopnr = M, + M.
This immediately shows that
Ep (Mrvp) + Ep (Myar) = Ep (M, + M,) = 2Ep (M) ,

which concludes the proof. O
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Let us remind the reader that for an arbitrary filtration, the dual K-optional projection of 1, o[
is denoted by A™K.

Lemma 6.4.5. Let 7 be a random time and p an F-pseudo-stopping time. Then T A p is an F-
pseudo-stopping time if and only if the equality

Es (MPA;F”) = Ep (M,) (6.14)

holds for all bounded F-martingales M. The process AT is the FP-dual optional projection of
Lr<ty-

Proof. We compute directly Ep (M-5,). Using the properties of the dual predictable projection, we

obtain
Ep (Myp,) = Ep ( / Mppy dAT )
[0,00]

and, by Theorem 1 of [92], the process M\u = M,y is a bounded FP-martingale. Therefore,

- </[o,oo} o Mﬁp) - (ﬁ” o dAﬂp) = Ep (Mo AZ") = B (34, 47)

and thus 7 A p is an F-pseudo-stopping time if and only if for every bounded F-martingale M the
equality
Ep (M, A% ) = Bp (M)

holds. O

Corollary 6.4.2. If p is an F-pseudo-stopping time and 7 is an FP-pseudo-stopping time then T A p
is an F-pseudo-stopping time.

Proof. If T is an FP-pseudo-stopping time then AZF” = 1 and the claim follows from Lemma 6.4.5. [

Corollary 6.4.2 can be seen as a generalization of Proposition 4 in [92] where T was assumed to
be an FP-stopping time.



Chapter 7

Admissibility of Generic Market
Models of Forward Swaps Rates

This chapter is based on the paper with the same title by Li and Rutkowski [76] accepted for
publication in Mathematical Finance.

7.1 Introduction

Our main goal is to re-examine the admissibility problem for an arbitrary family of forward swaps.
This issue was previously studied in Galluccio et al. [42] (see also Pietersz and Regenmortel [95] for
the related study of a special case) who attempted to provide necessary and sufficient conditions for a
family of forward swaps to have the ability to underpin an arbitrage-free model of the term structure
of interest rates with a finite tenor structure. Additionally, we will also examine an extension of
this problem to the situation when the payments dates of forward swaps are chosen to be only
some of the tenor structure dates between the start date of a swap and its maturity date. This
generalization is motivated by the case where some forward swaps (typically, of shorter maturities)
have quarterly payments, whereas for some other swaps (with longer maturities) the payments are
exchanged according to the semi-annual schedule.

Let T = {Tp,...,Tn} with 0 < Ty < Ty < -+ < T,—1 < T, be a fixed sequence of dates
representing the complete tenor structure for all forward swaps under consideration. For every
i=1,...,n, we write a; = T; — T;—1 to denote the length of the ith accrual period. Let B(¢,T;)
stand for the price of the wunit zero-coupon bond maturing at T;. Unless stated otherwise, it is
assumed that for every ¢ = 0,...,n the bond price B(t,T;), t € [0,T;], is governed by a positive
stochastic process with the obvious terminal condition B(T;,T;) = 1.

Let S = {S1,...,5} be an arbitrary family of [ distinct fixed-for-floating forward swaps associ-
ated with the tenor structure 7, in the sense that any reset or settlement date for any swap S; in
S belongs to 7. For concreteness, we assume throughout that the frequencies of fixed and floating
payments are the same. As commonly assumed, we postulate that the floating leg payments are
specified by the level of the LIBOR at each reset date and payments are exchanged at the next
settlement date. The forward swap rate r/ for the standard forward swap S;, which starts at T,
and matures at T, , is well known to be given by the following expression (see, for instance, Section
13.1 in Musiela and Rutkowski [90])

I{{ = /i:j7mj = B(t;nTéJ) _ B(t7ij) = Pt‘:w:? 5
Zi:Jst a;B(t,T;) Ay

Vtel[0,T,,], (7.1)

where we denote

P = B(t,Ty,) — B(t,Tn,), Vtel[0,Ts,], (7.2)

127
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and
m;

AP = N BT, Yt e[0Ty 4] (7.3)
i=5;+1

The process A% ™ is usually called the swap annuity or the swap numéraire for the forward swap
S, although some authors prefer the term level process. In practical applications, it is also referred
to as the present value of the basis point of the swap. The dates T, ,Ts;+1,...,Tm,—1 are then the
reset dates for the forward swap S;, whereas the dates Ts, 11,75, 12,...,Tin; are settlement dates.
Therefore, the collection of dates Ts;,Ts;415- -, T, represents the reset/settlement dates in the
forward swap S;. It is a simple observation that these dates are the only relevant dates for the
(standard) forward swap S;.

Remark 7.1.1. In what follows, we will consider a more general set-up, in which the start date 7T,
is the first reset date and the maturity date T;,; is the last settlement date in the forward swap Sj.
Other reset/settlement dates in a forward swap .S; can be chosen freely from the set of dates T; € T
that satisfy T, < T; < T),;. Then all reset/settlement dates in the forward swap S; will be simply
referred to as the relevant dates in S;. They can also be seen as the tenor structure generated by
the forward swap S;; this observation justifies the use of the symbol 7(S;). In the general case, we

write B(t. T P,
‘ ‘ ‘ B(t Ts‘) (t m~) Sj,Mm;
j Sj,m; ) J _ ? A t,_ - Vit e |0 js- 7.4
Ky = Ry §:i€Aj aiB(t,ji) A:wmy’ [ ’ J]’ ( )

where A; is the set of indices of all settlements dates in the swap S; and @; represents the ith

adjusted accrual period. For instance, if a forward swap S; has only one settlement date, specifically,
its maturity date, then 7(S;) = {T,, Tm, } and A; = {m;}. Furthermore, equation (7.4) becomes

550

B(t,T.,) — B(t, Tyn,)
&, B(t, T,

J _
Ky =

where p; = Tpn; —Ts; = Z?;jsﬁl a;; this corresponds to the forward LIBOR (see equation (7.10))

If all the dates from 7 between the start and maturity dates are the settlement dates for a given
forward swap, the contract is referred to as a standard forward swap.

Let us select the bond maturing at some date T, € T as a bond numéraire and let us denote by
B the family of the deflated bond prices

B’ :={B"(t,T;) = B(t,T3)/B(t,T;), i =0,...,n}.
In terms of the deflated bond prices B®(t,T}), for the standard forward swap we obtain

_ BYt,T.,) — BY(t,Ty,,) PP

Sj,m; ik = , Vtel0,Ts, ATy, 75
e Yiss, 41 @i Bb (¢, T;) ApST o "

where we write
PP = Bt Ty) — BY(t,T,), V€ [0,Ty, ATy, (7.6)

and
mj
A= NY G BT, V€ [0,Ty 1 ATh. (77)
i=s;+1

We call the process A%%>™i the deflated swap annuity or deflated swap numéraire. As we shall
see in what follows, the (deflated) swap numéraires are crucial objects in the specification of the
Radon-Nikodym densities for swap measures under which forward swap rates are (local) martingales.

Remark 7.1.2. Note that the choice of a bond numéraire is arbitrary, in the sense that one may
take the bond price B(t,Tp) for any maturity date T, € T to play this role. It will be rather clear
that the results presented in the sequel do not depend on a particular choice of a bond numéraire,
but only provided that all bond prices are either assumed or shown to follow positive processes.
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We are in a position to describe the main problems considered in this work. We are interested
in deriving the joint dynamics of forward swap rates associated with a family S = {S1,..., S} of
forward swaps, as well as in checking whether these dynamics are supported by the existence of a
(unique) family of deflated bond prices B® = {B®(¢,T;), i = 1,...,n} for some choice (or all choices)
of a bond numéraire.

We will thus deal with two related problems, which can be described as follows.

e Under which assumptions, a given swap rate model can be supported by the existence of an
arbitrage-free term structure model consistent with swap rates, where by a term structure
model we mean the joint dynamics of positive deflated bond prices?

e Under which assumptions, the joint dynamics for a given family of forward swaps is uniquely
specified under a single probability measure in terms of ‘drifts’ and ‘volatilities’?

The answers to the above two questions will be examined in Sections 7.2 and 7.3, respectively.
In both cases, the technique is to formulate a suitable inverse problem and to examine its solvability.
For the first question, we are able to provide both necessary conditions and sufficient conditions for
the existence of a unique and positive solution to the inverse problem for deflated bond prices (see
Inverse Problem (IP.1)), that is, for the (weak) T-admissibility of a family S (see Definition 7.2.6
and Propositions 7.2.2, 7.2.7 and 7.2.8).

It is worth stressing that our conditions differ from these provided in Galluccio et al. [42],
although it should also be acknowledged that a thorough analysis of their work was the original
motivation for this research. In fact, we show by means of counter-examples that the main result
in [42] is defective and thus the present research could also be seen as a partial correction to this
result. For the second question, we introduce the corresponding inverse problem for swap annuities
(see Inverse Problem (IP.2)) and the concept of the A-admissibility (see Definition 7.3.2). It will
be shown that the (weak) T-admissibility implies the (weak) A-admissibility, but the converse does
not hold. We then describe in Section 7.3.2 a general methodology for the computation of the
joint dynamics of forward swap rates, which covers all potentially interesting A-admissible cases.
For the sake of generality, we examine the set-up of a model driven by semimartingales; for most
practical purposes this abstract framework can be easily specified to the case of a model driven by
a multi-dimensional correlated Brownian motions (or jump-diffusion processes).

It should be acknowledged that that research presented in this work is by no means conclusive
and in fact several related problems remain still open. Firstly, various market models similar to
forward swap rate models can also be formally derived for certain families of forward CDS spreads
and LIBORs. For preliminary studies of market models of this kind, the interested reader is referred
to Brigo [23] and Li and Rutkowski [73]. To the best of our knowledge, the issue of admissibility of
a joint family of forward swap rates and forward CDS spreads was not systematically examined in
the existing literature, however, and thus this issue remains largely open.

Secondly, and more importantly, the recent credit crisis has changed to a large extent the way
in which practitioners discount future payoffs. The revised approach to the discounting convention
resulted also in an essential change in the way in which valuation of interest rate derivatives is
performed and, as a consequence, it also reignited interest in term structure modeling. The standard
formulae considered in this work can be extended to cover the new perception of the market, as
explained in recent papers by Bianchetti [9, 10], Bianchetti and Carlicchi [11], Fujii et al. [40, 41],
Kijima et al. [72], Mercurio [80], Moreni and Pallavicini [87], and Pallavicini and Tarenghi [94].
According to the new pricing paradigm for fixed-for-floating interest rate swaps and other related
contracts such as swaptions, a single discounting curve used in the traditional approach should be
replaced by (at least) two yield curves: the first one is used to specify the level of future floating
cash flows, whereas the second one (a proxy for the risk-free interest rate) is used for discounting
of fixed and floating cash flows. According to this extended swap valuation methodology, formula
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(7.4) should be modified as follows (see, for instance, formula (9) in [72] or page 15 in [80])

~ ~

, @ B(t, T L;(¢
R =Ry = Licd, (A L (7.8)

ZiE.Aj a'LB(t7 7"1)

where L (t) represents the forward LIBOR over the relevant accrual period, as computed from the
risky LIBOR curve, and E(t,Ti) is a judiciously chosen market risk-free yield curve, such as the
OIS (Overnight Index Swap) yield curve. The OIS is a fixed-for-floating interest rate swap which
pays periodically the daily compounded overnight rate, instead of the LIBOR. Since the overnight
(collateral) rate can be seen as risk-free, the forward swap rate corresponding to the OIS is still
given by expression (7.4), where B(t,T;) is interpreted as the price of a risk-free (for instance,
collateralized) zero-coupon bond. For more details on the choice of relevant market rates for each
currency, the interested reader may consult, for instance, Fujii et al. [40, 41] or Moreni and Pallavicini
[87]. Regarding the LIBOR, one can make the modeling postulate that the forward LIBOR Zi, as
seen at time ¢ for the period [T;_1,T;], can be formally given by the following expression

T = B(t,Ti_1) — B(t,T})
’ @B(t,T;)

(7.9)

where the quantities E(t, T;),i=0,...,n, are aimed to represent the implicit LIBOR yield curve.
It is worth noting that (7.4) can also be represented as follows

i memy _ 2iea, @B T)L)
o - ZieAj a;B(t,T;)

where the forward LIBOR L;(¢) is given by the traditional pre-crisis formula, that is,

B(t,T;—1) — B(t,T})
a;B(t,T;)

Li(t) = (7.10)

A comparison of (7.4) and (7.8) makes it clear that the two expressions coincide when the equality
E(t,Ti) = B(t,T;) holds and the forward LIBOR is given by (7.10), so that, as expected, the new
approach reduces to the classic one when all rates are non-risky. We do not deal with default-risky
rates here, so the issues related to admissible families of forward swap rates given by the generic

expression (7.8) are left for future research.

7.2 Admissible Families of Forward Swap Rates

In this section, we address the issue whether a given family of forward swap rates is supported by
the existence of the implied family of deflated bond prices. This corresponds to the inverse problem
examined by Galluccio et al. [42], which can be informally stated as follows:

e Provide necessary and sufficient conditions for a given family of forward swap rates S =
{S1,...,S;} and the corresponding (diffusion-type) swap rate processes {x1!, ..., x'} to uniquely
specify a family of non-zero deflated bond prices B® = {B®(t,Ty), ..., B*(t,T,)} for any choice
of be {0,...,n}.

7.2.1 Linear Systems Associated with Forward Swaps
Let us note that for a given family B™ = {B"(t,T;), i = 0,...,n} of stochastic processes representing

the deflated bond prices when B(t,T},) is the numéraire bond, we can uniquely determine the forward
swap rate x%"™ for any start T, and maturity 7}, dates from the tenor structure 7. This simple
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observation paves the way for the most commonly used direct approach to modeling of forward swap
rates, in which one starts by choosing a term structure model and subsequently derives the joint
dynamics of a family of forward swap rates of interest.

It is also clear that each forward swap rate k®°™/ generates a linear equation in which de-
flated bond prices can be seen as ‘unknowns’. Specifically, one obtains the following swap equation
associated with the forward swap S; and the numéraire bond B(t,T})

mjfl
=~ BYt,Ts))+ Y w7 a;BY(t,Ti) + (1+ k5, Yam, B*(t, Tpn,) = 0. (7.11)
i=8j+1

In this context, the following inverse problem arises in a natural may: describe all families of forward
swaps associated with the tenor structure 7 such that the corresponding family of forward swap
rates uniquely specifies the associated family of non-zero (and preferably strictly positive) deflated
bond prices.

To formally address the above-mentioned inverse problem, we identify a forward swap S; with
the corresponding swap equation, in which a generic value «; of the forward swap rate %™ plays
the role of a parameter. Let us now introduce some notation. For a fixed b, let x; stand for a generic
value of the deflated bond price B®(t,T;) and let k; be a generic value of the forward swap rate

ki =k, Since x; and k; are aimed to represent generic values of the corresponding processes
in a yet unspecified stochastic model, we have that (z,...,2,) € R"! and (k1,...,x;) € RY, in
general.

Since the bond B(t,Ty) is chosen to be the numéraire asset, it is clear, by the definition of the
deflated bond price, that the variable x; satisfies x;, = 1 and thus it is more adequate to consider
a generic value (zg,...,Tp—1,To+1,---,2Ln) € R™. Using this notation, we may represent equation
(7.5) as follows, for every j =1,...,1,

Ts. — T,
Kj = e (7.12)
2izs;+1iTi
For brevity, we write ¢;; = xja; and ¢, = (1 + k), so that equation (7.11) becomes
mjfl
— Isj + Z Cj iy + vajvmjl‘mj =0. (713)
i:s_ﬁ»l

Definition 7.2.1. For a given family § = {S1,...,.5;} of forward swaps and any fixed b € {0,...,n},

the associated linear system (7.13) parametrized by a vector (k1,..., ;) € R, is denoted as
Cb(ﬁl, R K;l)fb = Eb(fil, e Iil)
where Z° = (z0,...,Zp_1,Tpy1,.-.,Tn) is the vector of unknowns and the vector e°(ky, ..., ;)

belongs to R’

The matrix C®(k1,...,x;) and the vector € (ky,..., ;) depend on the vector (ky,...,#;) € R
To alleviate notation, we shall frequently suppress the variables k1, ..., x;, however, and we will
simply write C® and €.

As already mentioned in Remark 7.1.1, we will also consider more general forward swaps for
which the actual payment dates constitutes merely a subset of the collection of all dates between the
start and maturity dates. In that case, the sum in the denominator of (7.12) is taken over some dates
between T, 11 and T}, only. Furthermore, the coefficients a; are suitably adjusted to represent the
length of times between the consecutive payment dates, and a modified version of equation (7.13) is
easily derived, so that Definition 7.2.1 covers this general set-up as well. For instance, if a forward
swap S; settles at its maturity date only, then equation (7.12) becomes
Ts; — Ty

/43]' = —
Am; Tm
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where a; = Ty, — Ts; = Z?ljsj 4+1a;- The following definition is also tailored to cover the whole
spectrum of cases considered in this work.

Definition 7.2.2. A date T; € T is a relevant date for the swap S; whenever T; = Ty, T; = Ty,
or the term c;; is non-zero. We write 7(S;) to denote the set of all relevant dates for the swap .S;
and we set To(S;) = {Ts,, T, }-

The following notation will be useful:
To(S) — the set of all start/maturity dates for the forward swaps from a family S, that is,

Jj=1

! !
To(S) = |J To(85) = U{Ts, T, }
j=1
T(S) — the set of all relevant dates for the forward swaps from a family S, that is,
!
7(S) = J 7(5))-
j=1

It is clear that a date T; does not belong to 7(S) whenever the corresponding column of the matrix
C" has all entries equal to zero. Manifestly, the non-uniqueness of a solution to the inverse problem
holds in that case, since the deflated bond price B®(t,T;) cannot be retrieved. This is indeed trivial
since the variable z;; does not appear in any equation in the linear system C*z” = €°. In what follows,
we only consider families S that generate the tenor structure 7, in the sense that 7 = T(S).

7.2.2 Graph Theory Terminology

Before proceeding to the detailed analysis of the inverse problem, we need first to recall some basic
graph theory terminology, which will be employed in what follows. We also provide some preliminary
results concerning the existence of a cycle in a graph, which is formally associated with a family of
forward swap rates. For an in-depth introduction to the graph theory, the interested reader may
consult the monograph by Bollobés [17].

Definition 7.2.3. A graph G is an ordered pair of disjoint sets (V, E') such that E is a subset of
the set of unordered pairs of V. The set V is called the vertex set and F is called the edge set.

Definition 7.2.4. (i) Two vertices v; and vy are said to be adjacent if there exists an edge e € F
such that e is the unordered pair {vy,va}.

(ii) A path is a finite sequence of vertices such that each of the vertex is adjacent to next vertex in
the sequence.

(iii) A cycle is a path such that the start vertex and end vertex are the same.

(iv) A graph G is said to be connected if there exists a path between any two vertices.

(v) A graph G is acyclic if no cycles exist.

The next result is borrowed from [17]; it is in fact produced by combining Theorem 4 on page 7
and Exercise 9 on page 23 therein.

Theorem 7.2.1. The following statements are equivalent for a graph G with m wvertices:

(i) G is a minimal connected graph, that is, G is connected and if {x,y} € E then G — {z,y} is
disconnected,

(ii) G is a mazimal acyclic graph, that is, G is acyclic and if © and y any non-adjacent vertices of
G then the graph G + {x,y} contain a cycle,

(iii) G is connected and has m — 1 edges,

(i) G is acyclic and has m — 1 edges.
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Let S be a family consisting of [ swaps on the complete tenor structure 7 = {Tp,T1,..., Ty}
As previously introduced, the set 7o(S) is the set of all start or maturity dates of swaps in S. To
translate our set-up into graph theory terminology, we regard the set To(S) as a vertex set. A swap
S; € S which start at T, and matures at Ty, is characterized by the pair of elements {7, Ty, }.
This characterization allows us to regard S as the edge set. Note that we only need to deal here
with graphs that have finite number of vertices.

Definition 7.2.5. The graph of S is the vertex and edge pair given as (7o(S),S). It is clear that
the graph of S has [ edges and at most n 4+ 1 vertices.

As will be elaborated on in Section 7.2.4 (see, in particular, Remark 7.2.2), the (non-)existence
of a cycle in the graph of S does not seem to be of primary interest in the study of T-admissibility
of a family S. However, in order to re-examine Proposition 2.1 in Galluccio et al. [42], we will first
present some basic properties of the graph of S directly related to the (non-)existence of a cycle in
this graph. The first lemma in this vein is a straightforward consequence of Theorem 7.2.1.

Lemma 7.2.1. Let S = {S1,...,S} be any family of swaps with T(S) = T. If | > n then there
exists a cycle in the graph of S.

The next auxiliary result deals with the acyclic case.

Lemma 7.2.2. Let S = {S1,...,Su} be a family of n swaps with T(S) = T. If there are no cycles
in the graph of S then each date from the tenor structure T is either the start date or the maturity
date of some swap S; from S, that is, then the equality To(S) =T holds.

Proof. Let us assume that there exists a date T}, € T which does not belong to 7o(S). Then there
exists a family S comprising n swaps and such that 76(§) ={To < - <Tp1 <Tgy1 <--<Tp}
Indeed, to obtain S from S, it suffices to delete the date T}, from all swap equations. Hence, by
Lemma 7.2.1, a cycle necessarily exists in the family S and thus also in S. O

The last auxiliary result furnishes a simple, but useful, observation.

Lemma 7.2.3. Assume that | = n and the graph S is connected. Then To(S) = T and thus there
are no cycles in S.

7.2.3 Inverse Problem for Deflated Bonds

We are in a position to formalize the inverse problem for the deflated bond prices and the related
concepts of admissibility of a family S. Note that the term ‘almost every’ refers throughout to the
Lebesgue measure on the respective space R! (or RL)

Inverse Problem (IP.1) A family S = {S1,...,5;} admits a solution to the inverse problem (IP.1)
if for any b € {0,...,n} and for almost every (s, ...,#;) € R! there exists a solution Z° € R™ to the
linear system C®(k1,...,kx)Z" = €°(k1,..., k) associated with S.

Galluccio et al. [42] prefer to deal directly with the stochastic linear system C°B° = &® where C®
is the matrix of stochastic processes obtained by replacing the variables (k1, ..., k;) by diffusion-type
forward swap rate processes k/ = k%™ j =1,... [ and the unknowns (zg,...,Tp_1,Tps1,...,Tpn) €
R™ are replaced by the (unknown) deflated bond price processes B®(t,T;), i = 0,...,b—1,b+1,...,n.
To the best of our understanding, they work under the tacit assumption that for any ¢ € (0, Tp] the
random variable (x}, ..., x!) has a strictly positive joint probability density function on (R!, B(R!)),
so that the probability distribution of (k},...,x.) has the full support R!. In these circumstances,
the inverse problem (IP.1) introduced above appears to be equivalent to the inverse problem studied
in [42].
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The following definition reflects the idea of admissibility of a family of forward swaps, as proposed
by Galluccio et al. [42]. Tt is based on the inverse problem (IP.1), but it also refers to some additional
features of a solution to this problem, such as its uniqueness and positivity.

Definition 7.2.6. We say that a family S of forward swaps associated with T is weakly T -admissible
if for any choice of b € {0,...,n} the following property holds: for almost every (k1,...,k;) € R!
there exists a unique non-zero solution z° € R™ to the linear system C®(k1, ..., #x)Z° = € (k1,.. ., K1)
associated with S. If, in addition, the solution is strictly positive for almost every (ki,...,%;) € Rﬂr

then we say that a family S is T -admissible.

We write 2 to denote the class of all families of forward swaps that are weakly 7-admissible,
whereas 2l stands for the class of all families that are T-admissible.

Remark 7.2.1. The property of T-admissibility is the strongest form of invertibility, which appears
to be the most convenient from the viewpoint of further applications. If it holds then the Radon-
Nikodym densities for various swap measures can be computed from the family B° and expressed
in terms of the underlying forward swap rates. Consequently, in that case it will be easy to derive
the joint dynamics of forward swap rates under a single probability measure. In addition, these
dynamics will be supported by an arbitrage-free model of positive deflated bond prices.

Before proceeding, let us comment on the approach presented in the paper by Galluccio et al.
[42]. In [42], the authors formalize the concept of admissibility of a family S through the following
definition that corresponds to Definition 2.2 in [42]. For an overview of the relevant terminology
from graph theory, we refer to Section 7.2.2.

Definition 7.2.7. A family S of forward swaps associated with 7 is admissible if the following
conditions are satisfied:

(i) the number of forward swaps in S equals n, that is, | = n,

(ii) any date T; € T coincides with the reset/settlement date of at least one forward swap from S,
(iii) there are no cycles (also called degenerate subsets in [42]) in S.

The main theoretical result in [42] states that the admissibility of S, in the sense of Definition
7.2.7, is a necessary and sufficient condition for the following property: a set of non-zero deflated
bond prices associated with S exists and is unique, P-a.s., for any choice of the bond numéraire and
any generic process (k!,..., x') for forward swap rates.

In other words, the main result in [42] (see Proposition 2.1 therein) establishes the equivalence
between the admissibility of S and the existence of a unique solution to their inverse problem, P-a.s.

As we shall argue in what follows, however, this result is not true, in general. As a consequence,
we observe that Definition 7.2.7 of admissibility of a family S could be misleading, since it implicitly
hinges on the validity of Proposition 2.1 in [42]. It is our understanding that the method of proof
of Proposition 2.1 in [42] hinges on the following conjectures:

e If the number [ of forward swaps in § differs from n then either there is no solution to the
linear system C*Z” = € or the non-uniqueness of a solution holds. Therefore, the necessary
requirement is that C® should be a square matrix, so that [ = n.

e If | = n, but a cycle exists in S (see Section 7.2.2 below), then the rows in the matrix C®
are linearly dependent, and thus the rank of C? is less than n, at least for a certain choice
of b € {0,...,n}. Consequently, there is no guarantee that a solution to the linear system
Ctz® = @b exists, for almost all realizations of forward swap rates and for an arbitrary choice
of B(t,T}) as a numéraire bond.

e Otherwise, that is, when [ = n and there are no cycles in S then, for any choice of b € {0,...,n},
the rows in the matrix C? are linearly independent and thus the matrix C? is non-singular, for
almost all realizations of forward swap rates. Consequently, the unique solution to C*z° = &
exists with probability one for any diffusion-type dynamics of forward swap rates. Moreover,
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for almost all realizations of forward swap rates, the solution Z°

x; #0 for every i = 0,...,n (recall that x, = 1).

is non-zero, meaning that

We note that the proof of Proposition 2.1 in [42] suffers from the following shortcomings:

e First, the proof of the sufficiency clause is based on the argument that if the first column has
only one non-zero entry then the row vectors are linearly independent. This is, of course, not
true in general (it seems that the authors assume that the coefficients in the linear combination
should all be non-zero, whereas in fact it suffices that not all of them vanish). A similar
argument is used when there a several non-zero entries.

e Second, the proof of the necessity clause is based on the observation that the sum of equations
corresponding to the upper and lower paths in a cycle yields an equation of a special shape.
This fact does not prove, however, that the row vectors are linearly dependent, as was claimed
in [42]. To illustrate this point, we present below an example of a family S with a cycle for
which for any choice of b € {0,...,n} the corresponding matrix C® is non-singular, for almost
all (K]l, ey KZ[) e RL

Example 7.2.1. The following simple counter-example shows that a family S with a cycle can
be weakly T-admissible. Let n = 3 and let (s;,m;), 7 = 1,2,3 be given as (0,2),(2,3) and (0, 3),
respectively. The swaps S and Ss yield the path (Tp,T3) and this path is also given by the swap
Ss, so that a cycle (T, Tp) is present. For b = 0, we obtain the following linear system

c11 2 O 1 1
%70 = 0 -1 ’5273 o = 0 =¢ev.
€31 €32 C33 T3 1

One can check by direct computations that, for any choice of b € {0, 1,2, 3}, the following properties
hold: (i) for almost all (k1,K2,k3) € R®, the matrix C® is non-singular and (ii) for almost all
(K1, k2, k3) € R3, the unique solution Z? has all entries non-zero. We conclude that the considered
family S is not admissible, in the sense of Definition 7.2.7, but it satisfies the Definition 7.2.6 of the
weak T-admissibility. This example makes it clear that the necessity clause in Proposition 2.1 in
[42] is incorrect. We will later comment on the sufficiency clause in Proposition 2.1 in that paper.

Let us conclude this subsection by mentioning that although Galluccio et al. [42] examine the
admissibility of a family of forward swaps with respect the tenor structure 7 in the context of the
construction of swap market models, they remain silent on the joint dynamics of forward swaps,
and they focus instead on the dynamics of each forward swap rate under the corresponding swap
martingale measure. However, one can infer from the discussion in Section 2 in [42] that when
a family S is admissible then one can specify the model by choosing arbitrarily the volatilities in
formula (2.2) in [42]. The implicit goal is to obtain a generic arbitrage-free model supported by the
unique family of non-zero deflated bond prices. We will return to this issue in Section 7.3.2.

7.2.4 Weak Admissibility of Forward Swaps
The purpose of this subsection is to provide necessary and sufficient conditions for a family of forward
swaps to be weakly T-admissible. We postulate throughout that a family S of forward swaps is such

that the equality T(S) = T holds. Equivalently, for an arbitrary choice of b € {0,...,n} there is no
null column in the matrix C® associated with S.

Preliminary Results

Before examining various forms of admissibility, let us quickly note that the following property holds.
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Lemma 7.2.4. Let us fir (k1,..., k) € RL. The following properties are equivalent:
(i) the system C®(ky1, ..., k)T =& (k1,..., k) has a non-zero solution for some b € {0,...n},
(i1) the system C®(k1, ..., r))T° =€ (k1,...,k1) has a non-zero solution for all b € {0,...n}.

Proof. (i) = (ii) If a non-zero solution exists for a particular b, then for any b € {0,...n} the
solution to the system C*Z” = €° can be obtained by taking the ratios of the solution to the system
C*z® = €°. This argument corresponds to the simple observation that to obtain the deflated bond

prices for any other choice of a numéraire bond, one may use the equality

Bb(t,T;)

22520 £,
B(t,T3)’ Vb

B(t,T;) =
The implication (ii) = (i) is obvious. O

As we have already seen from Example 7.2.1, the non-existence of a cycle is not a necessary
condition for the weak T-admissibility of a family of swaps. We therefore introduce the concept of
(T, b)-inadmissibility, which will prove useful in the sequel.

Definition 7.2.8. Let us fix b € {0,...,n}. A subset S of a family S of swaps is said to be (T, b)-

inadmissible if the number of swaps in S is strictly greater than the number of dates in 7(S)\ {T}}.
We denote by 9y the class of all families of swaps that do not contain a (7, b)-inadmissible subset
for every b € {0,...,n}.

Note that the number of dates in 7(S) \ {T3} is equal to the number of all variables from the
set Tg,...,Tp—1,Tb+1,-- -, Ty that are associated with a given subset S.

The followinngroperties can be checked by inspection: B _
(a) if a subset S is (7,b)-inadmissible for some b such that T, € T(S) then it is also (7,b)-
inadmissible for any b such that eT(S S).
(b) if a subset S is (7,b)-inadmissible for some b such that T, ¢ 7(S) then it is also (T,b)-
inadmissible for any b € {0,...,n}.
Example 7.2.2. The family S introduced in Example 7.2.1 represents a cycle, denoted as S., which
is not a (7T, b)-inadmissible family for any choice of b € {0,...,3}. Indeed, we have here S. = S and
T(S.) = T(S) = T. Hence, for any b € {0,...,3}, the number of dates in the set T(S.) \ {Tp} is
equal to 3 and thus it always coincides with the number of forward swaps in S..

Remark 7.2.2. The existence a (7, b)-inadmissible cycle S for some b € {0,...,n} implies the
existence of a (77,b)-inadmissible subset S for some b € {0,...,n} (simply take b = b). Note,
however, that the existence of a (T, b)-inadmissible subset S for some b € {0,...,n} does not imply
the existence of a (T, b)-inadmissible cycle S, in general. This feature can be illustrated through
the following counter-example.

Example 7.2.3. The forward swaps that we will consider here are standard forward swaps, so
that all dates between the starting date and maturity date are settlement dates. Let S be equal to
S U S2, where

S ={Sy = {Ty, T3}, S1 = {To, Ts}, So = {15, Ty }}

and S2 = {S5 = {T1, Ty}, 84 = {T», T}, S5 = {T1, Ts}}. It is easy to see that S is a (7, b)-inadmissible
subset for every b = {0,...,5}. However, the only cycles S} and S? in the family S are clearly not
(T, b)-inadmissible cycles for any b = {0, ...,5}.

We denote by € (91, resp.) the class of all families of forward swaps that contain (do not contain,
resp.) a cycle.

Proposition 7.2.1. The existence of a (T,b)-inadmissible subset for some b implies the existence
of a cycle. In particular, the strict inclusion M. & My holds.
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Proof. By definition, there exists a subset of swaps S such that the number of relevant dates (vari-
ables) is strictly less than the number of swaps in the S. Now, let us consider the graph (75(S),S).
Since S is a (T, b)-inadmissible subset, the number of edges is strictly greater than the number of

vertices. By Theorem 7.2.1, there must exist a cycle (any other relevant date that is not in 7(S),
but falls between the smallest and largest date in 7 (S), manifestly stretches a cycle). We conclude
that the inclusion 91, C 91 holds. However, from Example 7.2.1, we deduce that the inclusion is in

fact strict. O

In view of Proposition 7.2.1, the condition of the non-existence of a cycle in S is stronger than
the assumption of the non-existence of a (7,b)-inadmissible subset, which will be shown to be a
necessary condition for the weak T-admissibility (see Proposition 7.2.2). Recall also that Example
7.2.1 describes a weakly T-admissible family S that contains a cycle. We thus see that the non-
existence of a cycle is not a necessary condition for the weak 7T -admissibility, that is, the class 2 is
not included in ..

The question whether the non-existence of a cycle is a sufficient condition for the weak T-
admissibility, that is, whether 9. & 2 (note that Example 7.2.1 shows that 9. # 2l) remains open
(see Question 7.2.1 below).

Necessary Conditions for the Weak 7-Admissibility

Our goal is to show that the property that a family S belongs to the class 91, is a necessary
condition for the weak 7T-admissibility of a family S. Unfortunately, it appears that this condition
is not sufficient for the weak T-admissibility and thus further studies will be needed.

We continue the study of the class 9y. By a vertical block in a matrix, we mean any collection of
its rows in which the number of non-null columns is less than the number of rows. According to the
standard terminology of linear algebra, a ‘vertical block’ represents an overdetermined subsystem.
However, for brevity, we prefer to use a more intuitive term vertical block. By a permutation of
the matrix C® we mean a finite number of either row or column swaps (or both) performed on the
matrix CP.

Lemma 7.2.5. Let us fix some b € {0,...,n}. The following properties are equivalent:

(i) there exists a (T,b)-inadmissible subset S,
(ii) there exists a vertical block in the matriz C® after some permutation.

Proof. Tt is clear that any (7, b)-inadmissible subset S corresponds, after a suitable permutation, to
a vertical block, so that (i) implies (ii). The converse follows immediately from the definition of a
(T, b)-inadmissible subset. O

The following result shows that the existence of a (7 ,b)-inadmissible subset in S implies the
non-existence of a unique solution to C’Z” = @°, at least for a certain b € {0,...,n}.

Proposition 7.2.2. If a family S contains a (T ,b)-inadmissible subset S for some b € {0,...,n}
then S is not weakly T -admissible. Consequently, the inclusion A C My is valid.

Proof. It suffices to focus on the variables corresponding to the dates from the set T(S) \ T, where
b is such that the subset S is (7, b)-inadmissible.

If Ty, ¢ T(S) then these variables need to satisfy an overdetermined homogeneous linear system.
We then deal with the following two subcases: (i) if the determinant of a square subsystem is a
non-zero rational function then the null solution is the unique solution to the particular subset of
unknowns, (i) the determinant of a square subsystem is zero and thus the solution either fails to
exist or is not unique. Therefore, we see that in both cases the family S is not weakly 7-admissible.

If, on the contrary, T, € T(S) then these variables need to satisfy a non-homogeneous linear
system in which the number of equations is larger than the number of variables. Then by changing
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the date T}, to some date T ¢ T(g ), we obtain a once again a homogeneous linear system, in which
the number of equations is at least equal to the number of variables. Therefore, we are back in either

case (i) or case (ii) (note that if all dates are already in 7(S), that is, when 7 = T (S), we can add
one more date to T in order to perform this step). O

It is important to observe that the inclusion 2 C 9 is in fact strict, that is, A & My, in general.
Specifically, for any n > 2 there exists a family S of forward swaps such that S € 24¢ N M, (e.g.,
it is fairly easy to produce an example of a family with a cycle, which is not weakly T-admissible).
We thus conclude that the property that a family S belongs to the class 9 is a necessary, but not
sufficient, condition for the weak 7-admissibility of a family S.

As a preliminary step towards identification of a sufficient condition for the weak T -admissibility
of a family S, we establish a simple result furnishing a stronger necessary condition.

Lemma 7.2.6. If for some b € {0,...,n}, the linear system C'Z® = € associated with S has a

vertical block after a finite number of row operations then the family of forward swaps S is not weakly
T -admissible.

Proof. Suppose that after a finite number of row operations there exists a vertical block and either:
(i) the vertical block forms a homogeneous overdetermined subsystem, or
(ii) the vertical block forms a non-homogeneous overdetermined subsystem.

In case (i), if any square subsystem has non-zero determinant then the null solution is the unique
solution to the subsystem. If, on the contrary, any square subsystem has zero determinant then the
original matrix is not invertible.

In case (ii), one can adjust the choice of a numéraire bond. By picking B(t,Tj) such that z; is
not in the overdetermined subsystem, the non-homogeneous overdetermined subsystem becomes a
homogeneous overdetermined subsystem and we are back in case (i) (similar argument applies if the
subsystem is square) and we conclude that the family S is not weakly T -admissible. O

An [ x n matrix (I < n) is said to be diagonalizable if there exists a permutation such that
the diagonal entries of an [ X [ sub-matrix are non-zero. In our set-up, we may also formulate the
following definition.

Definition 7.2.9. For a fixed b € {0,...,n}, we say that the matrix C® is diagonalizable if there
exists a permutation of C® such that all entries on the first diagonal of C® are non-zero. We denote

by ® the class of all families of forward swaps such that the matrix C? is diagonalizable, for all
be{0,...,n}.

The proof of the following result is deferred to the appendix.

Proposition 7.2.3. The following properties are equivalent, for any fixed b € {0,...,n}:
(i) the matriz C° is diagonalizable,

(ii) there is no (T, b)-inadmissible subset S in S.

Consequently, the equality © = My holds.

Recall that, by Lemma 7.2.5, the existence of a vertical block in the matrix C® is equivalent to
the existence of a (7T, b)-inadmissible subset S. Let us then suppose that for some b there exists a
vertical block in C? after some permutation of variables. It is worth noting that then it may still be
true that the matrix C® can by diagonalized for another choice of b.

Example 7.2.4. Unfortunately, it may also happen that the matrix C? is diagonalizable for every
b e {0,...,n}, but it fails to have a non-zero determinant for some b € {0,...,n}. To illustrate this
claim, let us consider the following family of standard forward swaps:

S = {51 ={Tv,Tu},S2 = {T0o, T}, Ss = {Tv, Ts}, Sa = {14, T5}, S5 = {T5,Ts}, Se = {11, T3} }.
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Then, for every b € {0,1,2,3,4,5,6}, the matrix C® associated with the family S can be checked to
be diagonalizable. However, the determinant of the matrix C® vanishes identically, since we have
that

—1 a1k asgski aski 1+ agkq 0 0
—1 a1k2 agke asko a4k 1+ asko 0

o5 — =1 aik3 agk3  ask3 a4k3 asK3 6 — 1+ agks
0 0 0 0 —1 1+askg |’ 0
0 0 0 0 0 -1 1+ agrs
0 1 aske 1+ askg 0 0 0

It is easy to see that the fourth column can be written as linear combinations of second and third
columns. This implies, of course, that the determinant of C® vanishes identically, and thus we
conclude that the diagonalizability of the matrix C? for every b is not a sufficient condition for the
weak T-admissibility of a family of forward swaps. Put another way, the property that S belongs to
® does not imply that S is in 2. Since we already know that 2 C 9%, (see Proposition 7.2.2) and
D =My (from Proposition 7.2.3), we conclude that A & M.

In what follows, by an internal date of a forward swap we mean a relevant date that is neither
the start nor the maturity date in a given swap.

Definition 7.2.10. A family of forward swaps S is said to have an inadmissible subset if it has the
following characteristics: there exist k dates for some k > 2 such that (i) they are internal dates to
at least two swaps and (ii) they are relevant to at most k — 2 other swaps. We denote by 9 the
class of all families of forward swaps that do not contain an inadmissible subset.

The next result furnishes a necessary condition for the weak T-admissibility of a family S.

Proposition 7.2.4. The non-existence of inadmissible subsets is necessary for a family of swaps to
be weakly T -admissible, so that 2 C 9.

Proof. Suppose a family of forward swaps S has an inadmissible subset. To show that S is not weakly
T-admissible, we pick b outside of those k internal dates and concentrate on those k internal dates
(as usual, represented by the columns in C?). Without loss of generality, we may pick one column
as the pivot column and perform column operations to eliminated other columns. As a consequence,
we will end up with the subsystem without the pivot column, which consists of £ — 1 columns
and at most k — 2 non-zero rows. This gives the linear dependence of the columns. The following
example will make this argument more explicit; a moment’s reflection will show the generality of
our reasoning. To illustrate the method, we focus on columns number two, three and four in the
matrix in Example 7.2.4

a1k1 QagK1 aski ai1kq 0 0
aika Qoko aska aiko 0 0
a1k3 Q2K3 asks ‘33:%’@753 ai1K3 0 0
0 0 0 ca=22c1—co 0 0 0
0 0 0 0 0 0
1 aske 1+ asksg 1 aske — ¢ l+4aske — 3>

It is now clear that the columns are linearly dependent. By definition, this implies this family of
swap is not weakly T-admissible. O

Proposition 7.2.5. The existence of an inadmissible subset implies the existence of a cycle, so that
M C €. Moreover, the strict inclusion N, & My holds, in general.

Proof. By definition of the class I, there exist k internal dates such that at most k — 2 swaps
either start or mature on those k internal dates. Therefore, there must be at least n — k + 2 swaps
starting and maturing outside the & internal dates. If one consider the graph of S without those k
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internal dates, it is a graph with n — k vertices and at least n — k + 2 edges and thus, by Theorem
7.2.1, a cycle necessarily exists in S. Hence, the inclusion 2§ C € is valid. For the second inclusion,
we also observe that Proposition 7.2.4 yields 2 C 91y, whereas Example 7.2.1 describes a family S
with n = 3 belonging to 2N €. This also means that M & €, in general. O

Sufficient Conditions for the Weak 7-Admissibility

Throughout this section, we set [ = n and we consider an arbitrary family & = {S1,...,5,} of
forward swaps. Our next goal is to provide a sufficient condition for the weak T -admissibility of a
family S, that is, the existence and uniqueness of a non-zero solution to the linear system C*z° = e,
for an arbitrary choice of b € {0,...,n}, for almost every (k1,...,k,) € R™.

Definition 7.2.11. We denote by D the class of all diagonalizable families S of n forward swaps such
that the diagonalizability property of the matrix C? is preserved under elementary row operations,
for all b € {0,...,n}.

Remark 7.2.3. From Example 7.2.4, we see that the diagonalizability of the matrix C? is not
preserved under column operations. Since the row rank and column rank of any matrix are the
same, for simplicity, we decided to work with row operations in the above definition.

It is fair to acknowledge that although the class ® is suitable to give a necessary and sufficient
condition for the weak 7-admissibility, it may be difficult to check whether a given family S does
indeed belong to the class © or not.

Proposition 7.2.6. (i) If a family S belongs to D then S is weakly T-admissible and thus the
inclusion ® C A is valid. -
(i) The converse inclusion 2 C D holds as well.

Consequently, the equality A =D is true.

Proof. We first prove (i), that is, we establish a sufficient condition for the weak 7-admissibility of S.
By assumption, a family S is in © and thus the matrix C? is diagonalizable for every b € {0,...,n}.
Therefore, for a fixed b € {0,...,n}, the matrix C® can be diagonalized. Next, we take the first
row as the pivot row and we eliminate the entries below the first diagonal and, by the assumption
that S belongs to D, the sub-matrix is again diagonalizable. The procedure then continues with the
second row becoming the pivot row, so that the entries below the second diagonal are eliminated.
At each stage, the assumption that diagonalizability is preserved is used to diagonalize the matrix
after each row operation. After completing this procedure, we obtain a matrix in row echelon form
with the diagonals consisting of non-zero rational functions in variables k1,..., k. It is then easy
to see that the determinant is non-zero, for almost all generic values of (k1, ..., x,) € R™. This ends
the proof of the inclusion ® C 2.

For part (ii), we need to show that 20 C D. We already know from Propositions 7.2.2 and 7.2.3
that the inclusion 2 C D holds. It thus suffices to show that @ N 2A = (. To this end, we will
argue by contradiction. Let us then assume that the diagonalizability property is not preserved
under elementary row operations for all b € {0,...,n}, but the linear system C*Z® = &° associated
with S has a unique non-zero solution for any choice of b. The first condition implies that for some
be {0,...,n}, the matrix C? is no longer diagonalizable (that is, there exists a vertical block) after
a finite number of elementary row operations. Using Lemma 7.2.6, we conclude that the family S is
not weakly 7-admissible. However, we also know that the solution of the linear system is invariant
under elementary row operations and thus we arrive at the contradiction. O

Remark 7.2.4. We emphasize once again that it is important to assume that, for all b € {0,...,n},
the matrix C? belongs to D, that is, the diagonalization property is invariant under elementary row
operations. The weaker assumption that for all b € {0,...,n}, the matrix C? is diagonalizable is
not sufficient for the weak 7T -admissibility, as was illustrated through Example 7.2.4.
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We will now summarize the results regarding the weak T-admissibility of a family S obtained
so far. For the reader’s convenience, we recall the notation for the relevant classes of families S of
forward swaps:

2 — weakly T-admissible families;

¢ — families that contain a cycle;

. — families that do not contain a cycle;

® - families such that the matrix C? is diagonalizable, for all b € {0,...,n};

My — families that do not contain a (7, b)-inadmissible subset, for all b € {0,...,n};

Iy — families that do not contain an inadmissible subset;

D — families from ® for which the diagonalization property of C? is preserved under elementary row
operations, for all b € {0,...,n}.

Theorem 7.2.2. Let T = {To,..., Ty} be a fized tenor structure. We consider the class of all
families S = {S1,...,Sn} of forward swaps associated with T. Then the following properties hold:
(i) A =D G D =My;

(’LZ) ACDNM CD =My,

(iii) M. & D =My and N, & My ;

(w) AN E £ (.

Proof. Tt suffices to put together the partial results established thus far:
(i) it suffices to combine Propositions 7.2.2, 7.2.3 and 7.2.6 with Example 7.2.4;
(ii) the first inclusion follows from Propositions 7.2.2 and 7.2.4; the second is obvious;
(iii) Propositions 7.2.1 and 7.2.3 yield the first part in (iii); the second part follows from Proposi-
tion 7.2.5;
(iv) Example 7.2.1 describes a family S with n = 3 belonging to 2N €.
O

Recall that we have argued that the (non-)existence of a cycle is not of primary interest, as
opposed to the (non-)existence of a (7, b)-admissible subset. As already mentioned, when analyzing
the necessity clause, Galluccio et al. [42] failed to realize that not every cycle is a (7, b)-inadmissible
subset. Unfortunately, the sufficiency clause in the main result in Galluccio et al. [42] remains still
unclear to us, since we were unable to either establish the inclusion 9. & 2 or invalidate it by means
of a counterexample. This motivates us to formulate the following problem which, to the best of our
knowledge, remains open.

Question 7.2.1. Is the non-existence of a cycle in a family of forward swaps S a sufficient condition
for S the weak T-admissibility of S, i.e., does the inclusion 9. & 2 hold true?

Alternatively, one may attempt to answer the following question.

Question 7.2.2. Is the diagonalizability property of a family of forward swaps &, when combined
with the non-existence of an inadmissible subset, a sufficient condition for the weak T-admissibility
of S, i.e., does the inclusion ® N Mi; C A hold true?

In view of part (ii) in Theorem 7.2.2, we see that if the answer to Question 7.2.2 is positive, then
one obtains in fact the equality 2 = © N M;. Hence, in view of part (iii) in Theorem 7.2.2, the
answer to Question 7.2.1 would be positive as well.

7.2.5 7T-Admissibility of Forward Swaps

We continue working under the assumption that [ = n. Recall that, by Definition 7.2.6, a family
of forward swaps is T-admissible, if it is weakly 7-admissible and the solution to the linear system
associated with that family is strictly positive for all generic values of (k1,...,k,) € R7. In this
section, we will give conditions for which a weakly T-admissible family is 7-admissible.
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The proof of Proposition 7.2.7 follows rather closely the proof of the sufficiency clause in Theorem
1 in Pietersz and Regenmortel [95]. It is important to point out, however, that their result furnishes
the sufficient and necessary conditions for the existence of deflated bonds when one is given a family
of swaps that enjoys the property that no two swaps start on the same date. The set-up examined in
[95] is thus different from ours and the positivity of the deflated bond prices their paper was simply
obtained as a by-product of the existence of deflated bond prices up to the bonds maturity dates.
One can observe that in fact the assumption of positivity of the deflated bond prices was not used at
all in the proof of the necessity clause in Theorem 1 in [95]. For this reason, we need to re-examine
the necessity clause. For the reader’s convenience, we first give the proof of the sufficiency clause.

Proposition 7.2.7. Assume that a family S of forward swaps is weakly T -admissible. If no two
swaps start on the same date then a family S is T -admissible.

Proof. 1t is sufficient to demonstrate that a positive solution exists for b = n. Assuming that no
two forward swaps start on the same date, one can arrange the rows of the matrix C™ so that it
becomes an upper triangular matrix with non-zero entries on the diagonal. It is thus clear that the
family S is weakly T-admissible. We will establish the positivity of solution by induction and back
substitution. By picking b = n, we have B"(t,T,,) = 1, which is strictly positive and greater or equal
to 1. Let us assume that B"(¢,T;) > 1 for all j > i. We would like to show B™(¢,T;) > 1 is positive
for all generic values of (k1,...x,) € R}. By the back substitution algorithm, we obtain

mg
BY(t,T;) = r; Y a;B"(t,T;) +B"(t,Tn,), a; >0, Vj={i,...,m;}. (7.14)
j=i+1

Next, by the induction hypothesis and the assumption that (k1,...x,) € R’} the following holds

mi
ki » a;B"(t,Tj) >0,  B"t,Ty,) > 1.
j=it1
It now follows easily from (7.14) that B™(t,T;) > 1 for almost all generic values of (k1,...,x,) € R,
Note that it was important to assume that the matrix was upper-triangular with non-zero diagonal,
since otherwise the back substitution algorithm would not apply. O

Our next goal is to establish a partial converse of Proposition 7.2.7. For this purpose, we need
to introduce an additional property of a family S.

Property (A). A family of forward swaps S is said to satisfy Property (A) if for any two forward
swaps S; and S from S such that T, = Ts, and Ty, < Tp,,, we have that T(S;) C T(S;).

The proof of the next result is relegated to the appendix.

Proposition 7.2.8. If a family S is T-admissible and satisfies Property (A) then no two swaps in
S starting on the same date exist.

Let us point out that Property (A) is crucial for the proof of the above proposition. Of course,
this assumption is satisfied in the case of standard forward swaps. We now give an example of a
family with two forward swaps starting at the same date, for which the solution is strictly positive.

Example 7.2.5. Consider the family S = {S1 = {Ty, Tz}, S2 = {T1, T3}, S3 = {T0, T3} }. Then the
associated linear system for b = 0 is given by

O 1—|—52/£1 0 X1 1
'z = | -1 0 1+4aske | |22 =] 0 | =2%
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It is easy to see that this family of forward swaps does not satisfy Property (A). By solving the
above system, we obtain the unique solution

1+aska
1+aszks

0= | (1+dgr1) "t

(1 +53f€3)_1

From the form of the solution, it is also readily seen that the deflated bonds prices are strictly
positive for all generic values of (k1, ko, k3) € Ri.

7.3 Admissible Market Models of Forward Swap Rates

In this section, we will examine the second issue mentioned in the introduction, that is, the problem
whether the joint dynamics of a given family of forward swap rates is uniquely determined. To this
end, we will focus on the Radon-Nikodym densities of the corresponding family of forward swap
measures. The crucial object in the study of forward swap measures is in turn the swap numéraire,
that is, the denominator appearing in the definition of the forward swap rate. For the detailed
analysis of some special cases of models considered in this section, such as: the LIBOR market
model and the market model for co-terminal swaps, we refer to Brace et al. [19], Davis and Mataix-
Pastor [28], Jamshidian [53, 54, 56], Musiela and Rutkowski [89], Rutkowski [98] (see also, Chapters
12 and 13 in the monograph [90] and the references therein). Due to space limitations, we will
not deal here neither with any particular examples of market models of forward swap rates, nor
with other related questions, such as the issue of positivity of rates whose dynamics are not directly
postulated, but are implicitly given by a specification of a market model for a certain family S of
forward swaps (that is, the out-of-sample swap rates).

7.3.1 Inverse Problem for Swap Annuities

Recall that by a forward swap, we mean the start date 7T},, the maturity date T}, as well a pair
P A%i™i of processes that are given by (7.2) and (7.3), respectively. The strictly positive
process A% is called the swap numéraire for the jth forward swap. The forward swap rate k7 is

defined as follows -~
] Sj,m; P(W !
ki =Ky = Y€ [0,Ty. ] (7.15)
At.l’ J J

As before, we consider a finite family S = {S1,...,S5;} of forward swaps.

Definition 7.3.1. For any j,d € {1,...,1}, the annuity deflated swap numéraire is given by

i A:‘jvm.f
Ay = W, Vte[0,T;, NTy,]. (7.16)
One should take note here that the annuity deflated swap numéraire process A7 is in fact the
process of our primary interest, since it will later on act as the Radon-Nikodym density process in
the specification of the joint dynamics of forward swap rates x',...,«! under a single probability
measure. This observation motivates us to formulate the following inverse problem for annuity
deflated swap numéraires: provide conditions under which the family of processes A%7, as specified
by equations (7.2), (7.3), (7.15) and (7.16), admit a unique representation in terms of forward swap
rates ', ..., x! only. In essence, we would like to eliminate bond prices from (7.2), (7.3), (7.15) and

(7.16) to express A%3 in terms of fixed, but arbitrary, parameters &', .., '

Recall that the deflated swap annuity is given by (see (7.7))

. Ay
Absimg . A EiBb(t,Ti) (7.17)
S B T X
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where A; is the set of all indices corresponding to settlement dates in the forward swap S;. Hence
(7.16) can also be represented as follows

qdi _ Dica, @B (6, Ty) AP
t

= S T~ e Vi e [0, Ty ATy, AT,], (7.18)
d

1S5

where the second equality is clear since the deflated swap annuity Af is defined by the equality
Af’sj’mj := A" | B(t,Ty), for any choice of b € {0,...,n}. In addition, we write
B Py Bt Ty) = B(t,Tm,) _ B°(t,Ts,) — B(t, Tim,)
Afd’md ZkeAd ak.B(t,Tk) ZkeAd aka(t,Tk) ’

so that (7.15) yields, for every ¢t € [0, Ty A Ts; A Ts,],

~d.j
Iij _ KSjva‘ _ Pt / _ Bb(t7T§j) - Bb(thmj)

t — "t - ~d.j - ~d,j — .
At J At J ZkGAd aka(t,Tk)

Using the notation for generic values of stochastic processes appearing in the formula above, we get

Ts; — Tm

Kj = AJ/ ) j:]-a“'al, 7.19
! Qad,j ZkeAd ATk ( )
and 5 N
ic A, Wiy
Qd,j :M%? d7]:177l (720)
ZkEAd rTE

Inverse Problem (IP.2): We say that a family & = {S1,...,5;} admits a solution to the in-
verse problem (IP.2) if, every d,j € {1,...,1}, the annuity deflated swap numéraire A%’ can be
uniquely expressed as a function of forward swap rates k;,...,k.. More formally, for any fixed
d € {1,...,1} and for almost all (ky,...,x;) € R, the system of equations (7.19)—(7.20) can be
solved for (&g 1, ..., q,) and a unique solution is given in terms of (k1, ..., ;) only, i.e., it does not
depend explicitly on variables xg, ..., x,.

The following definition describes the class of families of forward swaps possessing desirable
properties from the viewpoint of dynamical properties of a market model.

Definition 7.3.2. We say that a family S of forward swaps associated with 7T is weakly A-admissible
if for any choice of d € {1,...,1} the following property holds: for almost every (k1,...,#;) € R! there

exists a unique non-zero solution (g 1,...,0q,) € R! to the system of equations (7.19) associated
with S and it is given in terms of (k1,...,%;) only. If, in addition, the solution is strictly positive
for almost every (k1,...,K;) € Rﬂ_ then we say that a family S is A-admissible.

We will now examine the relationship between the concepts of the (weak) T-admissibility and
(weak) A-admissibility. Lemma 7.3.1 shows that the (weak) T-admissibility of a family S implies
its (weak) A-admissibility; the converse does not hold, however, as will be demonstrated by means
of a counter-example (see Example 7.3.1).

Lemma 7.3.1. The (weak) T -admissibility of a family S implies its (weak) A-admissibility.

Proof. 1If the family S is weakly T-admissible then the uniqueness of a solution to the inverse problem
(IP.1) holds and the unique vector of non-zero deflated bond prices Z° admits a representation in
terms of (k1,...,%;) € R, Consequently, in view of (7.18), we conclude that S is weakly .A-
admissible. Furthermore, if S is T-admissible then for almost every (k1,...,;) € R} the solution
to the inverse problem (IP.1) is strictly positive and thus aq; = aq j(k1,. .., /) is strictly positive
as well. O
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Example 7.3.1. It is worth stressing that the weak 7T-admissibility is not a necessary condition
for the weak A-admissibility of a family S, since it is possible to produce an example of a family
of forward swaps, which is weakly A-admissible, but fails to be weakly 7T-admissible. For this
purpose, we set n = 3 and we consider the standard forward swaps S1 = {7y, T4}, S2 = {70, 5}
and S5 = {T5,T3}. The linear system associated with the family S = {S, Sa, S5} for b = 0 reads

X

a1kl  Q2kK1 aski 1+ askq ! 1
2

ai1Ko aQoko 1+ agko 0 " =1

0 0 -1 1+ asks 3 0
T4

A general solution to the corresponding inverse problem (IP.1) is thus given by

_ (7a2n1'yfa2n1a4n37+a2/{2’y+a2n1n2a4'y)+a4l<¢37(13111+a3/127a3n1a4n3+a3a4n3n27a4n1
1 (—K1—kK1a4k3FhKo+R2a4K1)a1
—0 T2 Yy
T | T __ (+aars)(mi—ra)
—K1—K104K3+K2+tK204K1
T4 _ K1—K2

—K1—K1a4K3+Kot+KaaaK1

where 7 is a generic value of the deflated bond price B%(t,T3). It is thus clear that the family S is
not weakly 7-admissible, since the required uniqueness of a solution to the system CZ° = €° does
not hold.

We will now show that the family S is weakly A-admissible. To this end, we substitute a solution
into the deflated swap annuity equation (7.7) (or, equivalently, (7.17)), to obtain the following

. . . ,S5,my .
expressions for generic values ag s; m;, j = 1,2,3 of A, j=1,2,3

ayq (—K3 + K2)

Q0,s9,m1 —
DR —K1 — K1G4K3 + K2 + /<;2a4/<;1’
N B ay (—ks + K1)
0,82,mo —
2 —K1 — K1G4K3 + Ko + Koagky
K1 — R2
Q0,s3,m3 = —

—K1 — K104K3 + K2 + KoG4k1

We conclude that the deflated swap annuities can be uniquely expressed as functions of forward
swaps rates (K1, k2,k3) € R3 and thus, in view of (7.18), it is now easy to see that the considered
family of forward swaps is indeed weakly A-admissible.

Let us now consider a family of forward swaps & = {S1,...,S5;}, which admits a non-zero (but
possibly non-unique) solution to the inverse problem (IP.1) for some b. This means that the following

equalities hold for some functions g”* and gg’k

zr = g" (ke,... k) + Zg?’k(m, oy KTy, VTR €T, (7.21)
j=1

where the variables x,,,...,z,, correspond to the sub-family of deflated bond prices which param-
eterize the solution to the linear system associated with §. By substituting equation (7.21) into
equation (7.17), we arrive at the following equalities

i
e ~b ~b,j
absimi = GhI (kL k) + Z G (K, ooy K1) Ty, (7.22)
k=1
for certain functions g*7 and EZ’j . It is obvious that, independently of the choice of b, the annuity

deflated swap numeraire can now be expressed as follows

gb,j(ﬁla sy Hl) + 22:1 Fg]l;’j(ﬁla sy Hl)xnk

= i <bd
gbvd(fih...,lil) +ZZ:1 gy (Iil,...,lﬂ)xnk

Qg5 = (723)
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We observe that the family S is weakly .A-admissible, provided that equation (7.23) can be reduced
to obtain .
ag; =G (k1,... k) (7.24)

for some non-zero rational functions G%7 : R! — R. However, if the parameterizing family of bond
prices can not be completely eliminated from (7.23) for some annuity deflated swap numéraire ag ;
then the family of annuity deflated swap numéraires A%7, d,j =1,...,1 is not uniquely determined

by the forward swap rates, which in turn means the family S of forward swaps fails to be weakly
A-admissible.

7.3.2 Dynamics of Forward Swap Rates

We consider here a family of forward swap rate processes {x',...,x!}. Our goal is to show that,
under mild conditions imposed on a family of forward swap rate processes, their joint dynamics are
uniquely specified by a family of volatility processes with respect to some spanning martingales. We
first recall some results from stochastic calculus, which will be used in what follows.

Girsanov’s Transforms

Throughout this section, the multidimensional It6 integral should be interpreted as the vector
stochastic integral (see, for instance, Shiryaev and Cherny [105]). Let us first quote a general
version of the Girsanov theorem (see, for instance, Brémaud and Yor [20] or Theorem 9.4.4.1 in
Jeanblanc et al. [61]).

Proposition 7.3.1. Let P and P be equivalent probability measures on (0, Fr) with the Radon-
Nikodym density process B
dP

Zt = -

t T). 2
Lo VtelT) (7.25)

Suppose that M is a (P,F)-local martingale. Then the process

. 1
M, :Mt—/ — d[Z, M],
(0,8 Zs

is a (P, F)-local martingale.

Let Mioc(P) (M(P), resp.) stand for the class of all (P, F)-local martingales ((P, F)-martingales,
resp.). Assume that Z is a strlctly positive (P, F)-local martingale such that Zy = 1. Also let an
equivalent probability measure P be given by (7.25). Then the linear map Uy : M;,.(P) — Mloc( )
given by the formula

1

Uy (M) =M, f/ A dlZ,M]s, Y M € Mi,(P), (7.26)
(0,t] #s

is called the Girsanov transform associated with the Radon-Nikodym density process Z. By the

symmetry of the problem, the process Z~! is the Radon-Nikodym density of P with respect to P.

The corresponding Girsanov transform Wy-1 : Mjee(P) — Mee(P) associated with Z~1 is thus

given by the formula

U, (M) = M, _/ Z,d[Z7Y, M],, VM € My (P).
(0,t]

Proposition 7.3.2. Let P be a probabzlzty measure equivalent to P on (Q, Fr) with the Radon-

Nzkodym density process Z. Then for any (P F)-local martingale N there ezists a (P, F)-local mar-

tingale N such that

~ 1 ~
N, =N, — / —_d[Z,N),. (7.27)
(0.6 Zs
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The process N is given by the formula

~ ~ 1 L.
Ny = N + / AL, — / 25 47, (7.28)
0,4] Zs— (0.4 Z2-

where we denote L = NZ.

From Proposition 7.3.2, it follows immediately that the process N given by (7.28) belongs to the
set (¥z)~1(N). In fact, we have that N = (¥ z)~1(N), as the following well known result shows.

Lemma 7.3.2. Let N be any (IP’ IF) local martingale and let the process N be given by formula (7.28)
with L = NZ. Then the process N is also given by the following expression

N, = N, _/ Z,d[Z, N]s. (7.29)
0.4]

The linear map Yz : Mipe(P) — MZOC(IAEE) is bijective and the inverse map (V7)™ 1 : Mloc(]}vb) —
Mioe(P) satisfies (V7)™ =W, 1.

Let us finally recall the following standard lemma.

Lemma 7.3.3. Let (Q, F,P) be a filtered probability space and let for any j = 1,...,1 the process
Z7 be a strictly positive (P, F)-martingale with Ep(Zy) = 1. Then for any fized T > 0 and for each
j=1,...,1, there exists a probability measure P equivalent to P on (Q, Fr) with the Radon-Nikodym
density process given by
L Vte[0,T] (7.30)
dP |7~ 7V T '

Construction of a Generic Market Model

We are in a position to examine a general framework under which it is possible to derive the joint
dynamics of a family of forward swap rates. In the financial interpretation of the next condition,
the processes k!, ..., ! are aimed to represent forward swap rates for a family of forward swaps S,
whereas the processes Z!, ..., Z! will play the role of Radon-Nikodym densities of swap martingale
measures with respect to the underlying probability measure P (in a practical implementation, P is

typically chosen to be one of the swap martingale measures).

Assumption 7.3.1. We are given a filtered probability space (2, F,P). We postulate that the F-
adapted processes k!,..., k! and Z1,..., Z' satisfy the following conditions, for every j =1,...,1,
(i) the process Z7 is a strictly positive (P, F)-martingale with Ep(Z}) = 1,

(i) the process /77 is a (P, F)-martingale,

(iii) the process Z7 is given as a function of some subset of the family x', ..., x!; specifically, there
exists a subset {k™,..., k"% } of the full collection {Ii ., k'} of forward swap rates and a function
fi : R4 — R of class C2 such that Z7 = f;(k™,. /@"17)

Parts (i) and (ii) in Assumption 7.3.1, when combined with Lemma 7.3.3(i), yield the existence
of a family of probability measures P!, ... P!, equivalent to P on (£2, Fr) for some fixed T' > 0, such
that the process x’ is a (P/,F)-martingale for every j = 1,...,[, and this in turn implies that x’
is a (P,F)-semimartingale. Let us remark that the probability measure P/ is called the jth swap
martingale measure.

We deduce from part (iii) that the continuous martingale part of Z7, denoted by Z7, admits
the following integral representation

zhe ZJ+Z/ giﬂ o KT YdRTC (7.31)
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where k%€ stands for the continuous martingale part of k. To establish equality (7.31), it suffices

to apply the It6 formula and use the properties of the stochastic integral.

We will argue that, under the standing Assumption 7.3.1, the semimartingale decomposition of x7
can be uniquely specified under P by the choice of the initial values, the volatility processes and the
driving martingale, which is henceforth denoted by M. For the purpose of an explicit construction
of the model for processes x!,...,x!, we thus start by selecting an R¥-valued (P, [F)-martingale

M = (M*',..., M*) and we define the process x/ under P7 as follows, for every j =1,...,1,
K =K+ / Kol dU (M), (7.32)
(0,t]

where 07 is the R¥-valued volatility process and the (P7,F)-martingale W7 (M) equals (see (7.26))

4 1 , 1 .
I (M), = M, — / —d[Z7°, M), — Y —AZIAM.. (7.33)
(0,8] Zs 0<s<t

Proposition 7.3.3. Under Assumption 7.5.1, if the processes k', ... k' satisfy (7.32)-(7.33) then
for every j =1,...,1 the dynamics of k7 are

k l;
j i U f 7 ,v n m
dk] :an_ag’ dMy — Za— . Z ntl-@tboi ST M M,
v=1 fj(K’t ’ =1 v,m=1
“th‘ AZ} Zag UAMY. (7.34)
t v=1

Proof. In view of formulae (7.32) and (7.33), it is clear that the continuous martingale part of x/
can be expressed as follows

J.c _ .J ) ~J c
K] —/@O—F/ klol - dM¢,
(0,t]

and thus we infer from (7.31) that the continuous martingale part Z7:¢ of Z7 admits the following

representation
L

. , Of; .
zZ)e =7z} + afj (K2, ..., K Vkyiont - dMY. (7.35)
i1 /(0] OFi
This allows us to express the process W7 (M) in terms of M, the processes s, ..., ", their volatil-

ities and the matrix [M€]. To be more specific, we deduce from (7.33) and (7.35) that (note that
[M™¢ M¢] is an RF-valued process)

k
_ o,
\I/](M)t:Mt—/ -7 /{ Un7mdecMC]
04 f(R, Z d; " mgl
1
" A, (7.36)
0<s<t
where ZJ = fj(ﬁgl’.”7ﬁgl.j) and
AZI = fi(K, . me ) = fi(RI R,

By combining (7.32) with (7.36), we arrive at formula (7.34). We thus conclude that, under As-
sumption 7.3.1, by choosing the driving (P, F)-martingale M and the volatility processes o*,...,o!

in formula (7.32), we completely specify the joint dynamics of processes x, ..., ! under P. O
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Note that when using Proposition 7.3.3 we do not postulate that a model of forward swap rates is
already given; in fact, the goal of this result was to describe a general approach to constructing such a
model starting from some multi-dimensional driving martingale M = (M, ..., M*) and arbitrarily
chosen RF-valued volatility processes o',..., ¢! (or course, we should ensure that the stochastic
integrals appearing in (7.34) are well defined). Typically, a probability measure P is selected to
be one of the swap martingale measures PJ. Therefore, condition (iii) in Assumption 7.3.1 is a
consequence of the A-admissibility of a family S. This observation explains why we focused on the
inverse problem (IP.2) and the resulting concept of A-admissibility. Intuitively, an A-admissible
family of forward swaps is self-consistent, meaning that the joint dynamics of forward swap rate

processes k', ..., k! are entirely determined by the choice of volatilities and driving martingales.

Example 7.3.2. We consider the set-up introduced in Example 7.2.5. Our goal is to specify the
joint dynamics of the family of forward swap rates (k!, k2, k%) under a single probability measure.
To this end, we assume that we are given a family of volatility processes o;7 for 4,5 = 1,2,3
and a three-dimensional Brownian motion (W?*, W2 W?) defined on a filtered probability space
(Q, F,F,P), with the correlation structure is given by d(W?* W), = pi/ dt. We first recall that the
family S considered in Example 7.2.5 was shown to be T-admissible and thus, by Lemma 7.3.1, it

is also A-admissible.

The swap annuities in this example are given by: Ato’2 = ayB(t,T3), Atl’3 = a3B(t,T3) and
A)® = G3B(t, Ts). Hence the annuity deflated swap numéraires for d = 3 are given by A2 = A»® =
1 and

B aB(t,Ty) _ aBO(t,T»)
Y @wB(t,Ts)  azBO(t,T)’

To derive the joint dynamics of (x!,x2, k), we postulate that the probability measure P is such

that the process x? is a (P, F)-martingale, so that P = P3, and we define the probability measures
dP' = Z' dP for i = 1,2, where the Radon-Nikodym density Z2 = 1 and the Radon-Nikodym density
process Z' is given by

1 3.1 1 A0’2 1 EQBO(t,Tg)
= —At’ = =

T A3 T ¢ a3BO(t, Ts)

where ¢; is a normalizing constant. Using the computations of Example 7.2.5, we see that

1 ay(1 + azky)
Z} = fi(kl k2 k) = ——— "7
t fl( ty vt t) 1 a3(1+agn%)

and thus Z! is a strictly positive process provided that the forward swap rates x' and x3 are strictly
positive (the latter property is not obvious a priori, but it will follow from equations (7.37) and
(7.38)). To apply equation (7.34), we first compute the first-order partial derivatives

of
8$1

1 @3(1 + ask? fr 1 s
(H%’K%’Hf):7~2(7"'lt)2’ 7(H%7H?7H?):7ﬁ'
c1 az(l+ azkyp) Oz c1 (14 agky)

Using equation (7.34), we conclude that the dynamics of the process ! under the forward swap
measure P3 are given by

3

; - as3(1 +agki) a3(1 + asky) 14 A
dif =Y wjoytdW] + G =2 . § oy (W', W
Pt e ¢ (1 + aglﬁjt> a3 1 + agl‘it 2 Iit ot < ’ >t

az(1 + azky) L3 L g3.d
) VV2 W
(1"'“3’%1& 1""@2’% jz:lﬂtlﬁt(ft < >
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that is,

3

3 ~
1.4 . as 14 1.4 44
dFLl — I<;10' X2 AW? T (H1)20' ,lo_ Jpl,] dt
t tYt t 1 1 t t t t
i=1 T axk; ij—=1

~ 3
- ~ 3 E H%K/?O—t ’Zat JP;’] dt?
1+ asky <
1,j=1
while the processes k2 and x* are governed under P3 by

3 3
di =Y kjoy AW, dk} =" wlo}" dW]. (7.37)
i=1

i=1

The last formula holds, since the Radon-Nikodym density Z2 is identically one. This peculiar feature
comes from the fact that the swaps S5 and S3 in Example 7.3.1 only differ by the start date and
both have a unique settlement date T3. Moreover, one can check that the process Z! is indeed a
strictly positive (P, F)-martingale and under P! we have that

3
dk} = kioy' dW; (7.38)
=1

where (W{W/?,W?’) is a Brownian motion under P! with the same correlation structure as the
underlying Brownian motion (W1, W2 W3). We note that for i = 1,2, 3 the processes ' are strictly
positive under P = P3, since the process x* is a stochastic exponential under P for each i = 1,2, 3,
and the probability measures P? are equivalent to each other.

Let us conclude by pointing out that weak A-admissible (see Example 7.3.1 for such family) is
not sufficient for specification of the joint dynamics since, on the one hand, we can not guarantee
that the Radon-Nikodym density is strictly positive and, on the other hand, if one were able to
derive some model of the joint dynamics of forward swap rates, it is likely to be inconsistent in the
sense that, without additional assumptions, the swap annuities would fail to be positive.

For more details and explicit examples of applications of Proposition 7.3.3 in the context of
market models of CDS spreads, the interested reader is referred to Li and Rutkowski [73].

7.4 Appendix

In the appendix, we provide the proofs of Propositions 7.2.3 and 7.2.8.

7.4.1 Proof of Proposition 7.2.3

(i) = (ii). Let us first assume that C® is diagonalizable. We need to show that there is no (7, b)-
inadmissible subset S. Let us consider the diagonalized version of C* and let us take any subset S
of §. It the subset has k elements then the number of variables associated with S is at least equal
to k, since the number of distinct non-zero terms corresponding to S that come from the diagonal of
C® equals k. One can also argue that if a vertical block exists in C? then, by inspection, the matrix
cannot be diagonalized.

(ii) = (i). The proof of the implication (ii) = (i) in Lemma 7.2.3, which is presented here, hinges
on the inductive argument. An alternative proof, based on a more explicit algorithm for a fixed
number of forward swaps, is also available from the authors upon request.

Let us now assume that (i) holds so that there is no (7,b)-inadmissible subset S of S. We
will proceed by induction. Suppose that the implication (ii) = (i) is true for any (I — 1) x (n — 1)
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matrix. We will argue by contradiction. Suppose that (ii) holds, but C® cannot be diagonalized.
This means that for every non-zero term ¢; 1, ..., ¢1 4 in the first row, the (I —1) x (n—1) sub-matrix
obtained from C? by deleting the first row and the column corresponding to non-zero term cannot
be diagonalized (without loss of generality, we assume here that the entries ¢y 1,...,¢1 4 in C* are
non-zero and ¢1, 441 = --- = ¢1,, = 0 for some d € {1,...,n}. Indeed, if for some non-zero ¢, ; the
(I =1) x (n — 1) sub-matrix can be diagonalized then, obviously, the matrix can be diagonalized as
well.

Therefore, by the inductive assumption, for any i = 1, ..., d there exists a subset :SV'Z of “shorter”
swaps (that is, swaps without the variable z4) which is not admissible with respect to the reduced
set of variables (dates). For each ¢ = 1,...,d, we select the subset g) with the least number of
elements. Let k; be the number of swaps in ;Sv'z Then the number of the corresponding variables n;
(dates) is less than k;, that is n; < k; — 1.

We will argue that by taking the union Uleg'i of the corresponding “longer” swaps and by adding
the first row (i.e., the first “longer” swap) we will produce a (T, b)-inadmissible subset S of S. This
will mean that a contradiction arises since we have assumed that (ii) holds.

Let us first examine the special case when the sets g} are pairwise disjoint. Then the above
conclusion is rather obvious, since in the union UleSi the number of forward swaps equals 2?21 k;,
whereas the number of variables is given by the following expression

d d
Z n; < Z ki — d.
=1 =1

By supplementing the first row (i.e., the first swap) we obtain a family S with Zle k; + 1 swaps

in which the number of variables is less or equal to Z‘Ll k; (we have to add d variables that come
from the first swap).

Let us now consider the general case, where an overlap between 5’1 and §] may occur. We will
now argue by induction with respect to i = 1,...,d. Suppose that for some v < d — 1 the number

of swaps in UJ_;S, is greater or equal to the number of variables corresponding to U}_;S; plus

v. We argue that the number of swaps in Uf:llgl is greater or equal to the number of variables
corresponding to U;’illSi plus v + 1. If some swaps from S,y; are already in Uj_;S;, they do not

add any new variables (except for, perhaps, some of the variables x1,...,zq).

Let us then suppose that there are g swaps that are in §y+17 but not in Uleg‘i. The number of
new variables corresponding to these swaps is no more than g — 1; we use here the property that
we have chosen the subset S,11 with the least number of elements, so that the number of variables
corresponding to k,4+1 — g swaps that are already in U;’:lgi equals at least k,+1 — g and the total
number of variables corresponding to gv“ is no more than k,;1 — 1. Therefore, the number of
swaps has grown by ¢ and the number of variables by g — 1, as desired (plus, perhaps, some of the
variables z1,...,z4).

By induction with respect to ¢ = 1,...,d, we conclude that the number of swaps in Ulegzv is
greater of equal to the number of variables corresponding to Uleg'i plus d. By supplementing the
first row (first swap) we obtain a family S in which the total number of swaps is strictly greater
than the number of variables (dates). This completes the proof of the lemma. O

7.4.2 Proof of Proposition 7.2.8

We work here under the assumption that [ = n and we assume that the family S is T-admissible and
satisfies Property (A). This implies, in particular, that S is weakly 7-admissible and the solution to
the linear system C*z° = € is strictly positive for almost all generic values of (k1,...,k,) € R?. As

usual, we denote by A; the indices of settlement dates of the forward swap S; and let Zq; = A\ {m;}.
Our goal is to show that no two forward swaps start on the same date. Suppose, on the contrary,
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that there exist two forward swaps, Si and .S; say, starting on the same date, so that T, =T, = T
for some s.

By rearranging the forward swap equations generated by Sy and S;, we obtain
B"(t,T,) = B"(t,Tim,) + K} »_ a;B"(t,T}) (7.39)
JEA;
and .
B"(t,TS) — Kt Zjejk a’jBn(t’Tj)

B"(t, Ty, ) = . 7.40
( J k) (1 +amkﬁf) ( )

After substituting (7.40) into (7.39), we get

Z Ay, KiTs — Ay, KK Zjeﬁk a;x;

. a;x; + (1+amkl‘ik)
jEAN{mk}

Ts = Ty, (1 + a?nﬂfi) + K;

where we use the shorthand notation x; = K‘g and x; = B"(t,T;). By rearranging the above equality,
we obtain

(L4 amp bl — mpRi)Ts = (1 + amy k) (1 + am, Ki)Tm,; + (1 4 G, 55 i Z a;x;

jeAN\{mi}
—amkmmk Z ijal‘j
JEA;
= (14 am, ki) (L + amy k)T, + (1 + amy ki) Ri Z a;x;
FEANA
+ Ri(1 + amy Kk) — Qmy, ki) Z AT — Uy KiKk Z a;x;
jeA;nAy jEARN\A;

= (14 am,; %) (L + @my k) Tm; + (1 + amy ki) Ri Z a;x;

JG.Zl\.Ak
+ K Z ;T — O, KiKE Z a;T;.
jEjiﬁjk ]E./Zk\gl

Under the assumption that 7(S!) C T(S%), we have that A; N A, = A;, and
Am,;, KiRk Z a;T; = 0.
FEARN\A;
This in turn yields the following equality

(14 am Kk — amKi)Ts = (1 + am, ki) (1 + amy Kk )Tm; + (1 + am, ki) Ki Z a;T;

JEANA
+ K; Z a;Tj.
JEAR
We thus conclude that z; is given by
(L+ am ki) (1 + @y )T, + (L4 @y 5e)Ri Do e 20 4, @5+ Ki 2o je Ain i, T3

14 am, Kk — am, ki

Trs =

Assume that (k1,...,k,) € R} and z; € Ry for every i # s. Then the deflated bond price
xs = B"(t,Ts) is strictly positive if and only if 1 + ap,, Kk — @m,k; > 0. This contradicts the
assumption that S is T(S)-admissible, since it is not true that z; is strictly positive for almost all
generic values of (k1,...,k,) € RY. O



Chapter 8

Market Model of Forward CDS
Spreads

This chapter is based on the paper with the same title by Li and Rutkowski [73] published in
Progress in Probability, Vol. 65, Stochastic Analysis with Financial Applications, A. Kohatsu-Higa,
N. Privault and S.-J. Sheu, eds., Springer, Basel, 2011, pp. 361-411.

8.1 Introduction

The market model for forward LIBORs was first examined in papers by Brace et al. [19] and Musiela
and Rutkowski [89]. Their approach was subsequently extended by Jamshidian in [53, 54] to the
market model for co-terminal forward swap rates. Since then, several papers on alternative market
models for LIBORs and other families of forward swap rates were published. Since modeling of
(non-defaultable) forward swap rates is not presented here, the interested reader is referred, for
instance, to Galluccio et al. [42], Pietersz and Regenmortel [95], Rutkowski [98], or the monographs
by Brace [18] or Musiela and Rutkowski [90] and the references therein.

To the best of our knowledge, there is relatively scarce financial literature in regard either to the
existence or to methods of construction of market models for forward CDS spreads. This apparent
gap is a bit surprising, especially when confronted with the market practitioners approach to credit
default swaptions, which hinges on a suitable variant of the Black formula. The standard argument
which underpins the validity of this formula is the postulate of lognormality of credit default swap
(CDS) spreads, as discussed, for instance, in Brigo and Morini [24], Jamshidian [55], Morini and
Brigo [88], or Rutkowski and Armstrong [99]. In the commonly used intensity-based approach to
default risk, this crucial property of forward CDS spreads fails to hold, however (see, e.g., Bielecki
et al. [13]), and thus a need for a novel modeling approach arises in a natural way.

Recently, attempts have been made to search for explicit constructions of market model for
forward CDS spreads in papers by Brigo [21, 22, 23] and Schlogl [101] (related issues were also
studied in Lotz and Schlégl [78] and Schénbucher [102]). The present work is inspired by these
papers, where under certain simplifying assumptions, the joint dynamics of a family of CDS spreads
were derived explicitly under a common probability measure and a construction of the model was
provided. Our main goal will be to derive the joint dynamics for certain families of forward CDS
spreads in a general semimartingale setup.

Our aim is to derive the joint dynamics of a family of CDS spreads under a common probability.
Firstly, we will derive the joint dynamics of a family of single period CDS spreads under the postulate
that the interest rate is deterministic. In the second part, we will derive the joint dynamics of a
family of single period CDS spreads under the assumption that the interest rate and default indicator
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process are independent. Lastly, without any simplifying assumptions, we will derive both the joint
dynamics of a family of one- and two-period CDS spreads and a family of one-period and co-terminal
CDS spreads. We would also like to mention that, although not presented here, the joint dynamics
of a family of one-period and co-initial CDS spreads associated with a predetermined tenor structure
can also be derived using the techniques developed in Subsections 8.5.3 and 8.5.4.

For each market model, we will also present both the bottom-up approach and the top-down
approach to the modeling of CDS spreads. In the bottom-up approach, one usually starts with
a credit risk model and, relying on the assumption that the Predictable Representation Property
(PRP) holds, one shows the existence of a family of ‘volatility’ processes for a family of forward CDS
spreads and derives their joint dynamics under a common probability measure. On the other hand,
in the top-down approach, for any given in advance family of ‘volatility’ processes, we focus on the
direct derivation of the joint dynamics for a given family of forward CDS spreads under a common
probability measure. It is fair to point out, however, that in this chapter we do not provide a fully
developed credit risk model obtained through the top-down approach, since the construction of the
default time consistent with the derived dynamics of forward CDS spreads is not studied.

In Subsection 8.5.5, we make an attempt to identify the set of postulates that underpin the top-
down approach to a generic model of forward spreads and we derive the joint dynamics of forward
spreads in a fairly general set-up. We emphasize the fact that this construction is only feasible for a
judiciously chosen family of forward spreads. The work concludes by a brief discussion of the most
pertinent open problems that need to be addressed in the context of top-down models.

8.2 Forward Credit Default Swaps

Let (22,G,F,Q) be a filtered probability space, where F = (F;);c(o,1) is the reference filtration, which
is assumed to satisfy the usual conditions. We work throughout within the framework of the reduced-
form (i.e., intensity-based) methodology. Let us first take the perspective of the bottom-up approach,
that is, an approach in which we specify explicitly the default time using some salient probabilistic
features, such as the knowledge of its survival process or, equivalently, the hazard process. We thus
assume that we are given the default time 7 defined on this space in such a way that the F-survival
process Gy = Q(1 > t|F;) is positive. It is well known that this goal can be achieved in several
alternative ways, for instance, using the so-called canonical construction of the random time for a
given in advance F-adapted intensity process A.

We denote by G = (Gt)iejo,1) the full filtration, that is, the filtration generated by F and the
default indicator process Hy = 1(;<¢. Formally, we set G; = o(H, ;) for every t € Ry, where
H = (Ht)iepo,r is the filtration generated by H. It is well known that for any 0 <t < u < T and
any Q-integrable, F,,-measurable random variable X the following equality is valid (see, for instance,
Chapter 5 in Bielecki and Rutkowski [12] or Chapter 3 in Bielecki et al. [14])

Eo(Lr>uy X |Ge) = Lirsgy G P E(GuX | F). (8.1)

Finally, we assume that an underlying default-free term structure model is given and we denote by
B(t,u) = BB, ! the default-free discount factor over the time period [t,u] for 0 <t < u < T, where
in turn B = (B, t € [0,T]) represents the savings account. By assumption, the probability measure
Q will be interpreted as the risk-neutral measure. The same basic assumptions underpinning the
bottom-up approach will be maintained in Section 8.5 where alternative variants of market models
are presented.

Let T ={Ty <Th < --- < T,} with Ty > 0 be a fixed tenor structure and let us write
a; =T; —T;—1. We observe that it is always true that, for every i = 1,...,n,

Q(r>Tic1 | R) >Q(r>Ti | Fe) - (8.2)

When dealing with the bottom-up approach, we will make the stronger assumption that the following



L. Lt 155

inequality holds, for every i =1,...,n,

Q(r>Tic1 | ) >Q(r>Ti| Fe) - (8.3)

We are in a position to formally introduce the concept of the forward credit default swap. To
this end, we will describe the cash flows of the two legs of the stylized forward CDS starting at T;
and maturing at Tj, where Ty < T; < T} < T,,. We denote by d; € [0,1) the constant recovery rate,
which determines the size of the protection payment at time T}, if default occurs between the dates
Tj,1 and Tj.

Definition 8.2.1. The forward credit default swap issued at time s € [0,T;], with the unit notional
and the Fy-measurable spread &, is determined by its discounted payoff, which equals Dbt = pit —
,%A;’l for every t € [s,T;], where in turn the discounted payoff of the protection leg equals

l

PPt = 3" (1= 6,)B(t Tz, <r<ty) oy
j=i+1

and the discounted payoff of the fee leg (also known as the premium leg) per one unit of the spread

equals
!

AP =" @Bt T) o1,y (85)
j=it1

Remark 8.2.1. It should be stressed that in the specification of the two legs we have, in particular,
deliberately omitted the so-called accrual payment, that is, a portion of the fee that should be paid
if default occurs between two tenor dates, say 7;_1 and T;. The interested reader is referred to
Brigo [21, 22, 23], Brigo and Mercurio [25], or Rutkowski [100] for more details. Specifications (8.4)—
(8.5) mean that we decided to adopt here the postponed running CDS convention proposed by Brigo
[21, 22, 23]. This particular choice of convention is motivated by the fact that it appears to be the
most convenient for constructing market models of forward CDS spreads.

The value (or the fair price) of the forward CDS at time ¢ is based on the risk-neutral formula
under Q applied to the discounted future payoffs. Note that we only consider here the case t € [s,T;],
although an extension to the general case where t € [s,T}] is readily available as well.

Definition 8.2.2. The value of the forward credit default swap for the protection buyer equals, for
every t € [s, T,
Si' (k) = Bo(Dy'|Gr) = Bo(P" | Gr) — kEq(Ay" | Gr)- (8.6)

In the second equality in (8.6) we used the definition of the process D*! and the postulated
property that the spread  is Fs-measurable, and thus also G;-measurable for every t € [s, T;]. Let
us observe that A = ]l{T>Ti}Ai’l and Pt = ]l{T>Ti}Pti’l so that also Di’l = ]l{T>Ti}Dz’l. Using
formula (8.1), it is thus straightforward to show that the value at time ¢ € [s, T;] of the forward CDS
satisfies

Sil (k) = Loy Gr Eq(Dy! | Fy) = Lirsny Sp(5), (8.7)
where the pre-default price satisfies gzl(li) = ﬁf’l — mzi’l, where we denote
P =G EBo(PY | R, AV = G Eg(AY | F). (8.8)

More explicitly, the pre-default value at time t € [0, T;] of the fee leg per one unit of spread, that is,
of the defaultable annuity is given by

l
At = Z a; Gy EBo(B(t, T) L1,y | Fo).- (8.9)

j=i+1
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Similarly, the pre-default value at time ¢ € [0, T;] of the protection leg equals

l

]Sti’l = Z (1- 5j)G;1 EQ(ﬂ(t7Tj)]l{T7‘—1<TSTj} | Ft). (8.10)
j=it1

Since the forward CDS is terminated at default, the concept of the fair (or par) forward CDS
spread is only meaningful prior to default. It is also possible, and in fact more convenient, to
introduce the notion of the pre-default fair forward CDS spread, which can be formally defined for
any date t € [0,T;]. To this end, we use the following definition, in which the issuance date s of a
forward CDS is irrelevant, and thus it defines the F-adapted process x*! = (nt ,t€10,T3]).

Definition 8.2.3. For any date t 6 [0, T;], the > pre- default fair forward CDS spread at time t is the
Fi-measurable random variable x1' such that S{' (k') = 0.

For brevity, the pre-default fair forward CDS spread will simply be called forward CDS spread
in what follows. Recall that Si' (k') = PP — g AM | where the processes Al and Pil are given
by (8.9) and (8.10), respectively. The forward spread for the CDS starting at T; and maturing at 7;
is thus given as the ratio of pre-default values of the fee and protection legs, that is,

‘ pirl
Kol = j Yt e [0,T;). (8.11)

7,07
t

Within the bottom-up approach, the main goal is to analyze the dynamics of the forward CDS
spread k%! for a given in advance specification of the default time. In particular, we are interested
in the existence of a martingale measure for this process and explicit computation of the ‘volatility’
process for k¥!. The latter task appears to be rather difficult and thus it can only be performed for
some relatively simple stochastic models of default intensity (see Bielecki et al. [15] who examined
the hedging of a credit default swaption in the CIR default intensity model). Moreover, an explicit
control of the volatility process for forward CDS spread is not feasible. Therefore, the valuation of
options on a forward CDS through closed-form solutions is a very difficult task within the classic
reduced-form approach, in which one usually specifies the model by selecting the default intensity
process.

By contrast, in the top-down approach we postulate that the volatilities for a given family of
forward CDS spreads are predetermined (and thus they can be chosen, for instance, as deterministic
functions) and we aim to derive the joint dynamics of these processes under a common probability
measure that, typically, is chosen to be a martingale measure for one of these processes. Since this
work focuses on the concept of a market model, which is obtained in this way, it is clear that we
will be mainly interested in the top-down approach. However, a detailed analysis of the bottom-up
approach is also useful, since it provides important guidance about the salient features of forward
CDS spreads.

Before we proceed to the main topic of this work, we will present and examine certain abstract
semimartingale setups that will prove useful in Section 8.5. It is notable that ‘abstract’ results
established within some particular setup may be later used to obtain dynamics within different
‘applied’ frameworks. For instance, Setup (A) introduced in Subsection 8.4.1 covers simultaneously
the cases of (default-free) forward LIBORs under stochastic interest rates and one-period forward
CDS spreads under deterministic interest rates.

8.3 Preliminaries

We need first to recall some definitions and results from stochastic calculus, which will be used
in what follows. In this section, the multidimensional It6 integral should be interpreted as the
vector stochastic integral (see, for instance, Shiryaev and Cherny [105]). We first quote a version of
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Girsanov’s theorem (see, e.g., Brémaud and Yor [20] or Theorem 9.4.4.1 in Jeanblanc et al. [61]).
Let (2,G,F,P) be a given filtered probability space. Note that it is not postulated in Section 8.4
that the o-field Fy is trivial. For arbitrary real-valued semimartingales X and Y, we denote by
[X,Y] their quadratic covariation; it is known to be a finite variation process.

Proposition 8.3.1. Let P and P be equivalent probability measures on (0, Fr) with the Radon-
Nikodym density process

dP

7y = —

T]. 12
Lo e (312)

If M is a (P, F)-local martingale then the process

—~ 1
3= [ - diz. ),
.4 Zs

is a (P, F)-local martingale.

Let Myoc(P,F) (M(P,F), respectively) stand for the class of all (P, F)-local martingales ((P,F)-
martingales, respectively). Assume that Z is a positive (P,F)-martingale such that Ep (ZO) =
1. Also, let an equivalent probability measure P be given by (8.12). Then the linear map ¥y :
Mioe(P,F) = Mjoe(P, F), which is defined by the formula

1
Uy (M), = M, — / 7 A2, Mo, VM € Mioe(P,F),
(0.8 s

is called the Girsanov transform associated with the Radon-Nikodym density process Z.

By the symmetry of the problem, the process Z~1 := 1/Z7 is the Radon—leodym density process

of P with respect to P. The corresponding Glrsanov transform W,_: MZDC(IE” F) — Mo (P, F)
associated with Z~! is thus given by the formula

Uy (M), = M, —/ Z.d[Z7Y M),, VM € Mie(P,F).
0.4]

Proposition 8.3.2. Let P be a probability measure equivalent to P on (Q, Fr) with the Radon-
Nikodjm density process Z. Then, for any (P,F)-local martingale N, there exists a (P,F)-local
martingale N such that

~

~ ~ 1
0,1]
Let us set L = NZ. Then the process N s given by the formula
~ ~ 1 Ls_
N, :NoJr/ 57/ = dZ,. (8.14)
' 0.1] Ls— (0.4 Z2-

From Proposition 8.3.2, it follows that the process N given by (8.14) belongs to the set (¥ )~ 1(N).
In fact, we have that that N = (VU z)~(V), as the following result shows.

Lemma 8.3.1. Let N be any (IP’ IF) local martingale and let the process N be given by formula (8.14)
with L = NZ. Then the process N is also given by the following expression

N, = N, _/ Z.d[Z™*, N]s. (8.15)
0.4

Corollary 8.3.1. The linear map Uz : Moc(P,F) — MZOC(IE’, F) is bijective and the inverse map
(U2)™1: Mige(P,F) = Moo (P, F) satisfies (V7)1 =V, .
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The following definition is standard (see, for instance, Jacod and Yor [52]).

Definition 8.3.1. We say that an R¥-valued (P,F)-martingale M = (M%,..., M*) has the pre-
dictable representation property (PRP) with respect to F under P, if an arbitrary (P, F)-local mar-
tingale N can be expressed as follows

Nt:NO+ fs-dMs, Vte [OvT]v
(0,¢]

for some R*-valued, F-predictable, M-integrable process & = (¢1,...,&F). We then say that M =
(M*, ..., MP") is the spanning (P, F)-martingale.

The following well-known result examines the predictable representation property under an equiv-
alent change of a probability measure. For the sake of completeness, we provide the proof of this
result.

Proposition 8.3.3. Assume that the PRP holds under P with respect to F with the spanning (P,F)-
martingale M = (M, ..., MF). Let P be a probability measure equivalent to P on (0, Fr) with the

Radon-Nikodym density process Z. Then the PRP holds under P with respect to F with the spanning
(P, F)-martingale M = (M*, ..., M¥), where for everyl =1,...,k,

— 1
M! = M —/ - Az, MY,.
(0.4] Zs

Hence for any (ﬁ, F)-local martingale N there exists an R*-valued, F-predictable, M—integmble pro-
cess £ such that under P

Nt:]v0+ g‘;d]/\zs
(0,1]

Proof. By Proposition 8.3.2, there exists Ne Mo (P, F) with ]/\7'0 = 0 such that

~ ~ ~ ~ 1 ~
Nt—Noz\IJZ(N)t:Nt—/ —_d[Z,N),.
0.1 Zs

Since the PRP is assumed to hold under P with respect to F with the spanning martingale M =
(M*',..., M%), there exists some R*-valued, F-predictable, M-integrable process & = (£1,...,&¥)
such that

Nt_NO: fs'dMs_ éd[Za-Z\4]s

(0.4 0,4 Zs

= &s - AUz (M)s.
(0,¢]

Therefore, the claim holds by setting E = ¢ and M=V z(M). Note that the process E is M. -integrable
under P, since it is Uz (M) integrable under P. O

For the definitions and properties of the stochastic exponential (also known as the Doléans-Dade
exponential) and stochastic logarithm, we refer to Section 9.4.3 in Jeanblanc et al. [61].

Definition 8.3.2. The stochastic exponential £(X) of a real-valued semimartingale X is the unique
solution Y to the following stochastic differential equation

Y, =1 +/ Y,_ dX,. (8.16)
©.1]
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Let X¢ be the continuous martingale part of X, that is, the unique continuous local martingale
X¢ such that X§ = Xy and X — X¢ is a purely discontinuous semimartingale. Then the unique
solution to equation (8.16) is given by the following expression

Yy = E(X)y = M Xom 3NN TT (14 AX,)e 8
0<s<t

The map X — £(X) can be inverted if almost all paths of the process £(X) and its left-continuous
version (X )_ do not hit zero (see, e.g., Choulli et al. [26]). Recall that a subset of 2 x Ry is called
evanescent if its projection on €2 has null probability.

Let S be the space of all real-valued semimartingales. Consider the following subspaces:
So={XeS ’ {AX = —1} is evanescent }

and
={Y € 8 |{YY_ =0} is evanescent }.
Definition 8.3.3. The stochastic logarithm of Y € &7 is defined by the formula

1
L) = [ v (8.17)
0,-] 45—

It is clear that for any non-zero constant semimartingale ¥ = ¢ # 0, the stochastic logarithm
vanishes, that is, £L(Y) = L(c) = 0. We also have the following result, which shows, in particular,
that the map £ : So N {Xo =0} — S; N {Yy = 1} is a bijection and its inverse is given by the map
ﬁ:Slﬁ{Yoil}*}Soﬁ{X():O}.

Proposition 8.3.4. (i) For every X € Sy, the equality (Lo E)(X) =X — Xo holds.
(i) For every Y € Sy, the equality Y = Yo (€ o L)(Y) holds.

The following result summarizes the crucial properties of the stochastic logarithm.

Proposition 8.3.5. (i) For any two semimartingales Y' and Y? belonging to Sy, the product Y'Y ?
belongs to S1 and

LYTY?) =LY + L)+ [L(YT), L(Y?)]

so that
LYY =LY + L(Y?)e. (8.18)

(ii) For every Y € Sy, the process 1/Y belongs to S1 and
L(1/)Y)=-L(Y)+[Y,1/Y].

Therefore,
L(1/Y)=-L(Y) . (8.19)

(iii) For everyY € S the continuous martingale part L(Y )¢ of the stochastic logarithm L(Y) satisfies

- (/(07'];_ dY) /0 ]—ch (8.20)

Consequently, for any continuous local martingale M, we have that

[L( t—/Ot—ch M],. (8.21)
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8.4 Abstract Semimartingale Setups

The goal of this section is to examine a few alternative abstract semimartingale setups and to
establish some generic results that will be subsequently used in Section 8.5 to derive the joint
dynamics of CDS spreads under various sets of assumptions. In fact, the results of this section can
also be used to deal with modeling of non-defaultable forward swap rates, but we do not examine this
issue in this work, since it was treated elsewhere (see, for instance, Galluccio et al. [42], Jamshidian
[53] or Rutkowski [98]).

Let (2,G,F,P) be a given filtered probability space. We consider an F-adapted stochastic pro-
cesses with the time parameter ¢ € [0, 7] for some fixed T' > 0. We postulate that the PRP holds
with respect to F under P with the spanning (P, F)-martingale M = (M, ..., M¥).

It is well known (see Proposition 8.3.3) that the PRP is preserved under an equivalent change

of measure. Specifically, let P be any probability measure equivalent to P on (2, Fr), with the
Radon-Nikodym density process

dP

Zt:dip

, Vtelo,T].
Fe

Then an arbitrary (]I~D, F)-martingale N can be expressed under P as

Nt:],‘\}o_'_ évsd\II(M)fﬂ Vte [O7TL
(0,t]

for some process &, where the R¥-valued (P,F)-martingale (M) := (U(M?),..., ®(MF)) satisfies,
forl=1,...,k,

1
\IJ(Ml)t:Mtl—/ - dz. M, vteloT]
(0.4] “s

The following auxiliary result will prove to be useful in what follows. Of course, the probability
measure P* introduced in part (i) in Lemma 8.4.1 is simply defined by setting P*(A) = Ep(Z514)
for every A € Fr. Recall that M€ = (M?',... M¥)c = (Mc, ..., M*e).

Lemma 8.4.1. (i) Let (,G,F,P) be a filtered probability space and let for any ¢ = 1,...,n the
process Z* be a positive (P, F)-martingale with Ep(Z}) = 1. Then, for each i =1,...,n, there ezists
a probability measure P* equivalent to P on (2, Fr) with the Radon-Nikodym density process given
by

dP?

dP
(ii) Let us assume, in addition, that the PRP holds with respect to F under P with the spanning
(P, F)-martingale M = (M*,...,M¥*). Then, for any i = 1,...,n, the spanning (P*, F)-martingale
Ui(M) = (UH(M?Y),..., U(MF)) is given by the following expression, for everyl =1,...,k,

L= Zi, Ytelo,T). (8.22)

_ 1 .
UMY, = M) — / —d[Z', MY, (8.23)
(0,4] 24
or, equivalently,
, . 1 ,
(M), = My — [L(Z1), M — > i AZAM,. (8.24)
0<s<t ~ $

The equality W'(M)¢ = M€ holds for every i =1,...,n.

Proof. The first part of the lemma is rather clear. The second part in Lemma 8.4.1 follows from
Proposition 8.3.1 with P = P? except for equality (8.24). To derive (8.24) from (8.23), we start by
recalling that

(2", M"), = (2", M"), + > AZIAML.

0<s<t
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By combining this equality with (8.23), we obtain
. 1 4 1 ;
UMY, = M} — / —d[Z"°, M), — —AZIAML.
01 Zs 0<Ze§t Zs
Formula (8.21) yields, for every I =1,...,k,
. 1 .
[E(Zl)c,Ml’c]t — / — d[Zl’C,Ml’C]S,
(0,¢] Zs
and thus (8.24) follows. The equality W¢(M)¢ = M€ is an immediate consequence of (8.24). O
In what follows, we will write [M¢] and to denote the matrix of quadratic variation processes for
the R¥-valued process M¢, that is,
[Z\4l,c7 Ml,c] . []\41,c7 Mk,c]
[Mk’C,Ml’c} o [Mk’c, Mk,c]

8.4.1 Setup (A)

Throughout this subsection, we will work under the following standing assumptions, referred to as
Setup (A) in the sequel. Let (Q2,G,F,P) be a given filtered probability space.

Assumption 8.4.1. We postulate that:
(i) the process X = (X!,..., X") is F-adapted,

(ii) the processes 1 +a; X7, j=1,...,n belong to Sy, where ay, ..., a, are non-zero constants,
(iii) for every i = 0,...,n, the process Z*, which is given by the formula (by the usual convention,
zXn =1)
zX5 = 1] (A +a;x7), (8.26)
j=i+1

is a positive (P,F)-martingale,(iv) the PRP holds under (P,F) with the spanning (P, F)-martingale
M= (M',..., MF).

The following lemma reveals an interesting feature of Setup (A).

Lemma 8.4.2. For everyi=1,...,n, the process ZX'X" is a (P, F)-martingale.

Proof. We first observe that ZtX’n*1 =1+ ap, X where a,, is a non-zero constant. Hence X" is a
(P, F)-martingale and, since ZX™ = 1, this also means that ZX"X" is a (P, F)-martingale. Note
also that (8.26) yields, for i =1,...,n — 2,

2 = (14 aga X Z51 = ZE4%1 4 gy X 25

)

where, by assumption, the processes ZX" and ZX-"+1 are (P, F)-martingales. Since a;, is a non-zero

constant, we conclude that the process Z; "' Xi*1 is a (P, F)-martingale as well. O

Let the probability measures P’, i = 1,...,n be defined as in Lemma 8.4.1, with the Radon-
Nikodym density processes Z%, i =1,...,n given by

n

Zi=cZ{" =c [[ 1 +a;X7), (8.27)
j=i+1
where the positive constants ¢y, ..., c, are chosen in such a way that Ep(Z}) = 1 for i = 1,...,n.

Note that, in particular, we have that P = P since Z" = 1.
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Lemma 8.4.3. For every i =1,...,n, the process X is a (P*,F)-martingale and it admits the
following representation under P*

Xi=Xt+ € dvi(M), = X§ + Z el qui(M (8.28)
(0,t] 0t] 11

where € = (€51, ... €5F) is an R¥-valued, F-predictable process and the (P*,F)-martingale W (M)
is given by (8.24), so that the equality W*(M)¢ = M€ holds for everyi=1,...,n

Proof. Let us fix i = 1,...,n. It follows easily from Lemma 8.4.2 that the process X is a (P!, F)-
martingale. Furthermore, in view of part (ii) in Lemma 8.4.1, the PRP holds with respect to F under
P? with the spanning (P!, F)-martingale W¢(M). This immediately implies the stated property. [

Remark 8.4.1. It is worth stressing that part (iv) in Assumptions 8.4.2 is only used to deduce the
existence of processes £1,...,&" such that representation (8.28) holds for processes X1!,..., X". In
Section 8.5, when dealing with the construction of market models, we will not assume that the PRP
holds, and we will postulate instead that for a given family of forward CDS spreads the counterpart
of representation (8.28) is valid for some ‘volatility’ processes, which can be chosen arbitrarily. A
similar remark applies to other abstract setups considered in the foregoing subsections.

The following result underpins, on the one hand, the market model of forward LIBORs (see, for
instance, Jamshidian [54]) and, on the other hand, the market model of one-period forward CDS
spreads under the assumption that interest rates are deterministic (see Section 8.5.1 below). In the
proof of Proposition 8.4.1, part (iv) in Assumptions 8.4.2 is only used indirectly through formula
(8.28).

Proposition 8.4.1. For everyi = 1,...,n, the semimartingale decomposition of the (P*,F)-martingale
U (M) under the probability measure P =P is given by

Wi(M), = M, — Z/ a5 - d M, 3 %AZ;AMS. (8.29)

J
j=i+1 0, 1 +a’JX 0<s<t S

More explicitly, for everyi=1,...,nandl=1,...,k,

k
van=u- 3 [t Sanaptar, (8:30
Jj=i+1 ‘5 m=1
- > iAziAMé.
0<s<t ¢

For every i =1,...,n, the dynamics of the process X* with respect to the (P, F)-martingale M are

n

k
dxi=> "&ltam} - — Xg Zg Lmd(te, Ml (8.31)
= j=i+1 I,m=1

k
1 ) .
~ o AZ] > o &tam)
t =1

Proof. We will apply part (ii) of Lemma 8.4.1. We start by noting that (8.17), (8.18), (8.20) and
(8.26) yield

n

e __ - I\C __ a] de C_ - a‘j dX?C
amZauw%ZQwaw>Zﬂmmﬂ,

j=it1 j=it+1 t j=it17(0
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where we also used part (ii) in Assumptions 8.4.1. In view of (8.24) and (8.28), we have that

dX e &I , &I
[y v .
04 1+a;X? 04 1+a;X! 04 1+a;X!

where the second equality follows from the fact that the equality W7(M)¢ = M€ holds for every
j=1,...,n (see Lemma 8.4.1). Consequently,

z c c c = afz i d[MC]9
£(27)°, M?), = Z/ J-dMs,M]t: Z/ a6 - AM],
J14+ a]X — Jog 1+a;X;

J=i+1

Combining the last formula with formula (8.24) in Lemma 8.4.1, we obtain the desired equality (8.29).
Formula (8.30) is an immediate consequence of (8.29). Finally, in order to derive the dynamics of
X% under P, it suffices to combine (8.28) with (8.30). O

8.4.2 Setup (B)

In this subsection, we work under the following extension of Assumptions 8.4.1, which is hereafter
termed Setup (B). We assume that we are given two independent filtrations, denoted as F! and F?,
and we set F = F! V F?, meaning that for every ¢ we have that F, = o(F}, F?). We consider the
R"™-valued processes X and Y given on the filtered probability space (2, G, F,P).

Assumption 8.4.2. We postulate that:
(i) the processes X = (X1,..., X") and Y = (Y!,...,Y™) are adapted to the filtrations F* and F?,
respectively,
(ii) the processes 1 +a; X7, j=1,...,nand 1 +b;Y7, j =1,...,n belong to Si, where ay,...,a,
and b1, ..., b, are non-zero constants,
(iii) for every i = 0,...,n, the processes Z%* and Z¥*!, which are given by (by convention, ZX" =
zZ¥mn =1)
n
X ,
Z f= H (1+ant])7
j=i+1

n

Y,i j
7z = I a+uy7),
j=i+1

are positive (P, F)-martingales,
(iv) the PRP holds under (P,F) with the spanning (P, F)-martingale M = (M*,... MF).
The following auxiliary lemma is rather standard and thus its proof is omitted.

Lemma 8.4.4. Assume that F' and F? are independent filtrations and let F = F! v F2.
(i) Let X and Y be real-valued stochastic processes adapted to the filtrations F* and F?, respectively.
Then we have that, for every 0 < s <'t,

Ep(X:Y: | Fy) = Ep(X | Fo) Bp(Y: | F) = Ep(X | o) Ep(Y: | 7).

(ii) Let M and N be real-valued martingales with respect to the filtrations F* and F?, respectively.
Then the product M N is a (P, F)-martingale.

Remark 8.4.2. It is enough to assume in condition (iii) in Assumptions 8.4.2 that the process ZX+
(ZY+%, respectively) is a (P, F!)-martingale (a (P, F2)-martingale, respectively). Indeed, if the process
ZX:% is a (P,F!)-martingale then it also follows a (P, F)-martingale, by the assumed independence
of filtrations F! and F2. Of course, the symmetric argument can be applied to the process Z¥:%.

We are in a position to prove the following generalization of Lemma 8.4.2.
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Lemma 8.4.5. Under A_ssumptions 8.4.2 the following properties hold, for everyi=1,...,n,
(i) the processes ZY'ZX1 X" and ZY' ZXVY are (P, F)-martingales,
(ii) let the process ZXY:' be defined by the formula
70 =20z = [ 1+ ;X)) +0,Y7), (8.32)
j=i+1

where ¢; is a positive constant; then Z°Y'" is a positive (P, F)-martingale.

Proof. To prove part (i), we first argue, as in the proof of Lemma 8.4.2, that the processes ZX:¢ X*
and ZY''Y? are (P, F)-martingales. Since ZX? X% (ZY'Y?, respectively) is F'-adapted (F2-adapted,
respectively) we conclude that ZX?X? (ZY:?Y? respectively) is also a (P,F!)-martingale ((P,F?)-
martingale, respectively). We also observe that the process Z¥* is a (P, F?)-martingale and thus, in
view of part (ii) in Lemma 8.4.4, we conclude that the product Z¥*Z%1 X" is a (P, F)-martingale. By
the same token, the product ZX#ZY:'Y? is a (P, F)-martingale. The proof of the second statement
is based on similar arguments and thus it is omitted. O

In what follows, it is assumed that the constants ¢; are chosen in such a way that Ep(Z; X Yl) =1
for every i = 1,...,n. Let the probability measures P*, i = 1,...,n be defined as in part (i) in
Lemma 8.4.1 with the Radon-Nikodym density processes Z' = Z X ’Y*i. In particular, we have that
P" = P since, by the usual convention, ZX:¥"" = 1. The following result is a slight extension of part
(ii) in Lemma 8.4.1.

Lemma 8.4.6. For every i = 1,...,n, the processes X and Y are (P*,F)-martingales and they
have the following integral representations under P

Xi=Xo+ [ ¢ avi(),, (8.33)
(0.¢]

and
Yy =Yg+ (s - AV (M), (8.34)
(0,4]
where € = (€61, &) and ¢' = (¢PY, ..., ¢%F) are R¥-valued, F-predictable processes and the
R*-valued (P*,F)-martingale U'(M) is given by.

W(M); = My — [L(ZXY0), M — Y

0<s<t

The equality W' (M) = M¢ holds for everyi=1,...,n

ZX 7 AZS Y AM. (8.35)

Proof. In view of Lemma 8.4.5, the processes X¢ and Y are manifestly (P*, F)-martingales. More-
over, by virtue of part (ii) in Lemma 8.4.1, the PRP holds with respect to F under P* with the
spanning (P?, F)-martingale W*(M). This in turn implies that equalities (8.33) and (8.34) hold for
some suitably integrable processes ¢ and (*. Equality (8.35) follows immediately from (8.24). The
last statement is a consequence of (8.35). O

The following result will be employed in the joint modeling of forward LIBORs and forward CDS
spreads.

Proposition 8.4.2. Suppose that Assumptions 8.4.2 are satisfied. Then for every i =1,...,n the
semimartingale decomposition of the (P*,F)-martingale W*(M) under the probability measure P* = P
is given by the following expression

(M), = M; — E/ a6 - dM°T, E/ bia - dIM*] (8.36)
i z+1 0, 1—|—an3 PR () 1+bYJ
X,Y,i
- ZXYZAZ AM,.

0<s<t
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The dynamics of X* and Y with respect to the (P, F)-martingale M are given by

k
EES LD

Z € g]»mdMlc Mmc]

J
j—i+11+ Xt I,m=1
k
™ 1 XY il .
- E: § gitelm™ aivte, M), — XYiAZt”E &AM}
Jz+11+bytjlm1 z5 =

and

n

k
Syt 3T S G )
X

j—i+1 t I,m=1

E

b il ~3,m l 1 X,Y,i 4,0 l

_ Z 9 th J d[Mbe, M), _TYZ‘AZt7ﬁth7AMt'
]1+11+by;5jlm1 Zt7, =1

Proof. The proof is analogous to the proof of Proposition 8.4.1. We start by noting that

n

LZXYe= 3" L +a X5+ S0 L1 +bY);

Jj=i+1 Jj=i+1
Z / aj dX]’ Z / b de('
S Jon 1+ e Xt S 04 L+b,Yd

Recall that W7 (M)¢ = M€ for every j = 1,...,n. In view of (8.33) and (8.34), by similar computa-
tions as in the proof of Proposition 8.4.1, we thus obtain

ﬁzXYzc Mc _ / nd Me¢
[£( J¢ j;l ]1+%XJ Je

+ ~dMS, M€
J;l / 11+ b Y] .
and this in turn yields

XYz c c CLJf dMC bC nd]
L£(Z ,Me], = Z/ Lt a,X] Z /0 . (8.37)

J
Jj=i1+1 j=i1+1 1+bY

By combining (8.35) with (8.37), we obtain (8.36). To establish the dynamics of processes X*¢ and
Y? under P, it suffices to substitute (8.36) into (8.33) and (8.34), respectively. O

8.4.3 Setup (C)

Throughout this subsection, we will work under the following set of assumptions, which are satisfied
by the processes X and Y defined on a filtered probability space (Q,G,F,P).

Assumption 8.4.3. We postulate that:
(i) the processes X = (X!,..., X") and Y = (Y2,...,Y") are F-adapted,

(ii) for every i = 1,...,n, the process Z%'?, which is given by the formula (by the usual convention,
zXmn =1)
; Y - X
ZtXﬂ =g H L (838)

=1 3’
jz+1X Y;
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is a positive (P, F)-martingale and ¢, ..., ¢, are constants such that Ep(Zg") = 1,
(iii) for every i = 2,...,n, the process Z¥**, which is given by the formula
) ~ ) . ~ Xi—l _ XZ .
Z0 =62 + 2} =t 7 (8.39)
Xy =Y
is a positive (P, F)-martingale and ¢a, ..., ¢, are constants such that Ep(Zéf’i) =1,

(iv) for every i = 1,...,n, the process X is a (P?, F)-martingale, where the Radon-Nikodym density
of P* with respect to P equals Z%, N
(v) for every i = 2,...,n, the process Y is a (P!, F)-martingale, where the Radon-Nikodym density

of P* with respect to P equals ZY7,
(vi) the PRP holds under (P,F) with the spanning (P, F)-martingale M = (M*,..., M*).

When dealing with Setups (A) and (B), we explicitly stated the assumption that certain processes
are in the space Si, so that their stochastic logarithms are well defined. In the case of Setups (C)
and (D), we make instead a general assumption that whenever the notion of the stochastic logarithm
is employed, the underlying stochastic process is assumed to belong to the space S.

Note also that the probability measures P* and P! are defined as in part (i) in Lemma 8.4.1,
with the Radon-Nikodym density processes ZX* and Z¥*!, respectively. In particular, we have that
P" = P since ZX" = 1.

Lemma 8.4.7. For every i =1,...,n, the process X' admits the following representation under P
X;=X{+ € v (M), (8.40)
(0,1]

where €= (8L ..., €9%) is an RF-valued, F-predictable process and the R*-valued (P!, F)-martingale
U (M) is given by

1

(M), = My — [L(Z%), M)y = Y —AZN AM.. (8.41)
0<s<t <8
For everyi=2,...,n, the process Y has the following representation under Pi
Y/ =Y+ [ C-avi(m),, (8.42)

(0,1]
where ¢ = (¢, ..., C"*) is an RF-valued, F-predictable process and the R*-valued (P!, F)-martingale
Wi(M) is given by

_ , 1
UH(M), = My — [L(ZY)), M), — Z v

0<s<t 78

AZY T AM,. (8.43)

The equalities W' (M)¢ = M€, i=1,...,n and \TIZ(M)C =M¢ i=2,...,n are valid.

Proof. Let us fix i = 1,...,n. By parts (iv) and (vi) in Assumptions 8.4.3, the process X* is a
(P?, F)-martingale. In view of part (ii) in Lemma 8.4.1, the PRP holds with respect to F under P*
with the spanning (P?, F)-martingale W*(M). This yields the integral representation of X* under P*.
The proof of the second statement is similar, with parts (v) and (vi) in Assumptions 8.4.3 used. O

Proposition 8.4.3. For everyi = 1,...,n, the semimartingale decomposition of the (P!, F)-martingale
Ui(M) under the probability measure P* =P is given by

i - (¢ - &) - d[Me; (&' =) - d[Ml;
VM= M Z [/(Ot] v! — X1 _/(Ot] X7 -vd
j=it+1 , s s ’ s s

1 )
- > s AZXAM,.

0<s<t <8
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For every i = 2,...,n, the semimartingale decomposition of the (ﬁi,F)-martingale E/’(M) under the
probability measure P =P is given by

Ti IV (€ =€) -dMes (& = ¢h) - dMes

(M), = M, ~/(O,t] Xi1_ X + /(07t] X1_ Y

/ (¢ — &) -d[Me]; _/ (' =) -dMes
(0,¢] (0,t]

n

P vy - x{ Xt -vd
1 .
- Z — AZYIAM,.
Zs"
0<s<t “S

Proof. Using (8.18), (8.20) and (8.38), we obtain

n

L(z%0e= 3" [L(y7 - X9)§ - £(XIL — vI))

j=i+1
j=it1 [7(0.1] v/ - X1 (0,4] X7t vyl

Consequently,

d[ye, Me], — d[ X5, M¢],

ey = Y [

j=it17 (0] Ysj - Xg
n / d[Xj_l’C,MC]S _ d[Yj’C,MC]S
j=it+17(0:4] X -yl -

Using equations (8.40) and (8.42) and the equalities W9 (M)® = W (M)® = M¢, which were estab-
lished in Lemma 8.4.7, we conclude that

25N e = (¢ -g)-dM), [ (= ¢l)-dMel,
[ (Z ) 7M ]t j§1 |:/(0,t] Ysj —Xg /(0715] Xg—l _}/sj

By combining the formula above with (8.41), we obtain the desired expression for the process W#(M).

To establish the formula for Wi(M), we first note that
L(ZV) = £(X*1 = XY — (X1 — YO 4 £(250)e,
which in turns implies that
[L(ZY9)E, M9) = [L(XT" — XP)° — (X1 = YI)e, M) + [£(Z%)¢, Me].

Since the decomposition of the process [£(Z%X")¢, M¢] was already found above, it suffices to focus
on the process £(X*™1 — X)¢ — £(X~1 —Y#)¢. In view of (8.20), we have that

. ) ) . Xi—l,c_ Xz',c Xz'—l,c_ Y’i,c
B O e i - s
o4 Xs =X o4 Xs =Y

By making again use of integral representations (8.40) and (8.42), we thus obtain

i—1 _ ¢t . c i—1 _ i . c
[,C(Xi71 _ Xi)c o ,C(Xi71 o Yi)c,Mc]t _ / (55 '_515) d[M ]s _/ (fs '_Cf) d[M ]S.
(0,2] X - X (0,¢] X =Y;
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After combining the decomposition of [£(Z%)¢, M¢] and [£(X ! — X?)¢ — L(X~1 - Y?)¢, M€, we
conclude that

ik =gl - dme i=1 _ iy gl Me
\I,Z(M)t:Mt_/ (6" — &) -d[M]s +/ (&t = ¢i) - d[Me),
(0,¢] (0,¢]

Xi—l _ X; X;;—l _ }/;
¥ / - €) - dM, / (67— ¢d) - d[Me],
S o Yj . ¢ (0.4 Xt -vi
- Z v AZYZAMS,
Z 1
0<s<t
which is the desired formula. O

8.4.4 Setup (D)
The setup considered in this subsection is similar to Setup (C) and thus it will be presented rather
succinctly. We work here under the following standing assumptions.

Assumption 8.4.4. We postulate that:
(i) the processes X = (X°,..., X" 2)and Y = (Y?,..., Y1) are F-adapted,

(ii) for every i = 0,...,n—1, the process Z¥*¢, which is given by the formula (by the usual convention,
zZ¥0 =1)

- H YJ+1 XJ ’ (8.44)
is a positive (P, F)-martingale and ¢, ..., ¢,—1 are constants such that E]p(ZYZ) =1,
(iii) for every i = 0,...,n — 2, the process Z~, which is given by the formula

) YiJrl Yz
X,z Y,i

is a positive (P, F)-martingale and ¢, ..., c,_2 are constants such that Ep(Zg(’i) =1,

(iv) for every i = 0,...,n — 2, the process X’ is a (P!, F)-martingale, where the Radon-Nikodym
density of P* with respect to P equals ZX+, B

(v) for every i = 0,...,n — 1, the process Y is a (P?,F)-martingale, where the Radon-Nikodym
density of P! with respect to P equals Z¥*,

(vi) the PRP holds under (P,F) with the spanning (P, F)-martingale M = (M*,... MF).

The probability measures P* and P are defined as in part (i) in Lemma 8.4.1, with the Radon-
Nikodym density processes ZX% and Z¥'?, respectively. Hence P? = P since Z¥"0 = 1.
Lemma 8.4.8. (i) For every i = 0,...,n — 2, the process X® admits the following representation
under P!

X=X+ €AV (M), (8.46)
(0]

where € = (€91, ... €97 is an RF-valued, F-predictable process and the R*-valued (P, F)-martingale
Ui(M) equals

V(M) = My — [£(ZX9)°, M) — Y

0<s<t
(ii) For every i =0,...,n — 1, the process Y has the following representation under Pi
Y=Y+ CL-dUH(M),, (8.47)

(07t]
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where ¢* = (¢4, ..., CPF) is an RF-valued, F-predictable process and the R*-valued (IAP;Z, F)-martingale
Wi (M) equals

~. . 1 )

(M) = My — [L(Z7), M — Y —-AZY AM,.

0<s<t <8

The equalities W (M)¢ = M€, i =0,...,n —2 and \Tﬂ(M)C =M°¢1=0,...,n—1 are valid.

Proof. Let us fix i = 0,...,n — 2. By parts (iv) and (vi) in Assumptions 8.4.4, the process X® is a
(P, F)-martingale. In view of part (ii) in Lemma 8.4.1, the PRP holds with respect to F under P*
with the spanning (P?, F)-martingale W¢(M). This proves the first part of the lemma. The proof of
the second statement is similar, with parts (v) and (vi) in Assumptions 8.4.4 used. O

To derive the formulae of Proposition 8.4.4, it suffices to make a suitable change of the index
and to permute the processes X* and Y7 in the proof of Proposition 8.4.3.

Proposition 8.4.4. For every i = 0,...,n — 2, the semimartingale decomposition of the (P*,F)-
martingale W' (M) under the probability measure P* = P is given by

T Sy e R
©0g  YdT vy ©0g YT -Xi

i—1 . . . .
_ (=¢&)-dM°]s (It = &) - d[Me],
Jz::o [/M v{ - xi /(OJ] Vit - x{ 1
- >

L Az¥iam,.

X,i
0<s<t Zs

For everyi =0,...,n—1, the semimartingale decomposition of the (]T“, F)-martingale \I”(M) under
the probability measure P* =P is given by

i—1 . . . ' _ .
on, -y | [ LGSl ] (G — &) - dve),
P RACH R R 0g YT - Xxi
1 ,
- Z Y. AZ.ZJAMS-
ocast Ls’

8.5 Market Models for Forward CDS Spreads

We are in a position to apply the abstract setups developed in Section 8.4 to the modeling of finite
families of forward CDS spreads in various configurations. As mentioned in the introduction, we will
first consider the simplest case of deterministic interest rate. Subsequently, we will proceed to the
study of more general, and thus more practically relevant, market models. The aim in all models
is to derive the joint dynamics of a given family of forward CDS spreads under a single measure
by first finding expressions for all ratios of defaultable annuities (annuity deflated swap numéraires)
in terms of forward CDS spreads from a predetermined family. In this section, it will be assumed
throughout that the o-field Fy is trivial. Although this assumption is not necessary for our further
developments, it is commonly used in financial modeling, since it fits well the interpretation of the
o-field Fy as representing the (deterministic) market data available at time 0.

8.5.1 Model of One-Period CDS Spreads

Following the papers by Brigo [22, 23] and Schlégl [101], we will first examine the issue of properties
and construction of a market model for a family of one-period forward CDS spreads under the



170 RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS

assumption that the interest rate is deterministic. It is worth noting that the situation considered
in this subsection is formally similar to the modeling of a family of discrete-tenor forward LIBORs
(see, for instance, Brace [18], Jamshidian [53, 54] and Musiela and Rutkowski [89, 90]). However,
we need also to examine here the issue of existence of a default time consistent with a postulated
dynamics of forward CDS spreads. Needless to say that this issue does not arise in the problem of
modeling default-free market interest rates, such as: forward LIBORs or, more generally, forward
swap rates.

Bottom-Up Approach

By the bottom-up approach we mean a modeling approach in which one starts with some credit risk
model (where the default time 7 and the associated survival process G are defined) as well as a term
structure of interest rates. All other quantities of interest are subsequently computed from these
fundamentals, in particular, the joint dynamics of a family of forward CDS spreads. In this sense,
we are building up starting from the bottom.

We refer to Section 8.2 for the description of a generic forward CDS and the definition of the
associated fair forward CDS spread. Recall that we consider a tenor structure 7 ={Tp < T} < --- <
T,} with Ty > 0 and we write a; = T; — T;_1. We start by noting that, using formulae (8.9) and
(8.10), one can derive the following expression for the pre-default forward CDS spread k! := ki1

corresponding to the one-period forward CDS starting at 7;_; and maturing at T;

1+ ak = ]EQ(/B(t7Cr7;)]]'{T>T7;_1} | Ft)
T Eo(B( T sy | Fr)

Vit e [0, Ty, (8.48)

where we denote a; = a;/(1 — §;) (recall that J; is a non-random recovery rate). In addition to the
family of one-period forward CDS spreads s, ..., ", we also consider in Subsections 8.5.1 and 8.5.2
the family of forward LIBORs L',..., L™, which are defined by the formula

. B(t, T,

where for every T' > 0 we denote by B(t,T) the price at time ¢ of the default-free unit zero-coupon
bond maturing at time 7. Throughout Subsection 8.5.1, we work under the standing assumption
that the interest rate is deterministic, so that

Q(r > Ti—1 | Fr)

1+ak, = , Vtel0,T;4], 8.50
+ aiky Q(T > Ti |]:t) [ g 1] ( )
It then follows immediately from (8.3) and (8.50) that the process s’ is positive, for i = 1,...,n.
We observe that the right-hand side in (8.50) can be represented as follows, for every i = 1,...,n
and t € [O,Ti_1]7

21 ~il9i1
ST I i U o
a1 Bt Tim) ﬁi_l’i a;—1 1+ a;Ly gi—u ’ )

Formula (8.51) shows that 1+a;x¢ is equal, up to a deterministic function, to the ratio of defaultable
annuities corresponding to the forward CDS spreads x°~! and x?. Since the interest rates are now
assumed to be deterministic, we find it easier to work directly with (8.50), however. Let us mention
that the case of random interest rates is examined in Subsection 8.5.2.

Let us define the probability measure P equivalent to Q on (Q, Fr,) by setting, for every ¢t €
[07 Tn] ’
dP Q(r>Tn|F)

m:@ 7o Qi >Ty)
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Lemma 8.5.1. For everyi=0,...,n, the process Z**", which is given by the formula
n
zZ&t = 1] (L +a;xl), Vtelo, T,
j=it1

is a (P,F)-martingale where, by the usual convention, we set Z;"" = 1.

Proof. Tt suffices observe that from (8.50) we obtain

7K, > :rz Fi
gri_ Q> T F) (8.52)
Q(T > T, ‘ ]:t)
It is now easily seen that the process Z%n is a (Q,F)-martingale, which in turn implies that the
asserted property is valid. O
In the next step, for any s = 1,...,n, we define the probability measure P* equivalent to P by
setting
d]Pn Kyt 7K, - ~ .7
T |, =4 =l = IT (+a;s), (8.53)
k j=i+1

where ¢; = %(?:;f)) is the normalizing constant and the symbol ~ means that the equality holds up

to a normalizing constant. Note that the equality Z;"" = 1 holds and thus P" = P.
Lemma 8.5.2. For any fized i = 1,...,n, the one-period forward CDS spread ' is a positive

(P?, F)-martingale.

Proof. Tt is enough to show that 1+ @;x¢ is a (P?, F)-martingale. To this end, it suffices to combine
formulae (8.50) and (8.52). O

The relationships between various martingale measures for the family of one-period forward CDS
spreads are summarized in the following diagram

dP™ qpn—1 apn—2 ﬂ E
Q dQ P Tarm Pnil apn—1 dpP3 PQ dp? P]

where

dpP» _ Q(r > T, | Ft)

dQ |7, Q(r>T,)

dPi—1 - g > T 1| F
' :Cl.(lJram;)gM’

aF |7, Q> T | 7)

where ¢; = % is the normalizing constant.

Let us assume, in addition, that the PRP holds under P = P™ with the spanning (P, F)-martingale
M. Then this property is also valid with respect to the filtration F under any probability measure
P! for i = 1,...,n with the spanning (P?,F)-martingale ¥*(M). Therefore, for every i = 1,...,n,
the positive (P!, F)-martingale x° admits the following integral representation under P?

ni:n“/ K._ob - dU'(M)s, (8.54)
(0.4]

where o' is an RF-valued, F-predictable process. For the sake of convenience, we will henceforth
refer to o’ as the ‘volatility’ of the forward CDS spread x'.

To sum up, we have just shown the existence of the volatility processes for one-period forward
CDS spreads. It will be now not difficult to derive the joint dynamics of these processes under a
single probability measure, for instance, the martingale measure P = P". However, since the joint
dynamics of the one-period CDS spreads are the same as in the top-down approach presented in the
foregoing subsection, we do not provide the explicit formula here and we refer instead the reader to
equation (8.60).
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Top-Down Approach

As was explained above, in the standard bottom-up approach to modeling of CDS spreads, we start
by choosing a term structure model and we combine it with the specification of the default time.
Together with the assumption that the PRP holds, we can subsequently derive the joint dynamics
and show the existence of a family of volatility processes.

By contrast, in the top-down approach to a market model, we take as inputs a family of volatility
processes and a family of driving martingales. We then derive the joint dynamics of a given family of
forward CDS spreads under a single probability measure and show that they are uniquely specified
by the choice of the volatility processes and driving martingales. Thus, instead of doing computation
from a given credit and term structure model, one can directly specify the joint dynamics of a family
of CDS spreads through the choice of the volatility processes and driving martingales. This justifies
the name ‘top-down’ approach. In principle, it is also possible to construct the corresponding default
time, but this issue is not dealt with in this chapter.

In this subsection, we will show how to apply the top-down approach in order to construct the
model of one-period forward CDS spreads under the assumption that the interest rate is deter-
ministic. To achieve this goal, we will work under the following standing assumptions, which are
motivated by the analysis of the bottom-up approach.

Assumption 8.5.1. We are given a filtered probability space (2, G,F,P) and we postulate that:
(i) the initial values of processes x!,..., k™ are given,

(i) for every i = 1,...,n, the process Z"*, which is given by the formula (by the usual convention,
Zrm = 1)
Zit = [ 1 +a;x)), (8.55)
j=it+1

is a positive (P, F)-martingale, where ¢; is a constant such that Z('f’i =1,

(iii) for every i = 1,...,n, the process x’ is a (P?, F)-martingale, where the Radon-Nikodym density
of P* with respect to P equals Z*?, so that, in particular, P* = P,
(iv) for every i = 1,...,n, the process £’ has the following representation under (P¢,F)
P / WG AN, (8.56)
(O7t]

where N¢ is an RFi-valued (P?, F)-martingale and &° is an R¥:-valued, F-predictable, N i_integrable
process.

In view of part (iii) in Assumptions 8.5.1, the following definition is rather obvious.

Definition 8.5.1. The probability measure P! is called the martingale measure for the one-period
forward CDS spread «'.

We should make some important comments here. According to the top-down approach, the
processes k', ..., k" are in fact not given in advance, but should be constructed. Also, the default
time is not defined, so the forward CDS spreads cannot be computed using formulae (8.9), (8.10)
and (8.11). Therefore, the volatility processes o!,...,5" appearing in formula (8.56), as well as the
driving martingales N LI N ™ can be chosen arbitrarily by the modeler. Put another way, the
volatility processes and driving martingales should now be seen as model inputs.

As an output in the top-down construction of a market model, we obtain the joint dynamics of
the forward CDS spreads &',...,x" under a common probability measure. The form of the joint
dynamics obtained below should be seen as a necessary condition for the arbitrage-free property of
the model. Unfortunately, sufficient conditions for the arbitrage-free property are more difficult to
handle.
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Remark 8.5.1. It is worth mentioning that assumption (8.56) can be replaced by the following one

which, in fact, is more general than (8.56). All foregoing results can be easily adjusted to this
alternative postulate. Similar comments apply to other variants of market models of forward CDS
spreads (and forward LIBORs), which are examined in the foregoing subsections, so they will not
be repeated in what follows.

Lemma 8.5.3. Let k =ky +---+k,. There exists an R¥-valued (P, F)-martingale M such that the
process k' admits the following representation under the martingale measure P

K :Hg+/ KL_ob - dU (M), (8.57)
(0]
where o is an R¥-valued, F-predictable process and the process Wi(M) is given by (8.24).

Proof. Using the bijectivity of the Girsanov transform, for every ¢ = 1,...,n one can establish the
existence of an R¥i-valued (P, F)-martingale N? such that N* = Wi(N*) = W ..(N?). Hence (8.56)
yields

K= i+ / Wi QUI(N),.
(01t]

To complete the proof, it suffices to define the R¥-valued (P,F)-martingale M by setting M =
(Nt,...,N™) and to formally extend each process RFi-valued, F-predictable process ° to the corre-
sponding R*-valued, F-predictable process o’ by setting to zero all irrelevant components of . [

It is worth noting that N"™ = N™ since Z&" = 1. Consequently, for i = n equation (8.57)
becomes

Ky = K{ —|—/ Ky_oo - dMs.
(0,¢]

Of course, this is consistent with the interpretation of P as the martingale measure for x™. By
contrast, for i = 1,...,n — 1 it is expected that the dynamics (8.57) of x* under P" will also have
a non-zero ‘drift’ term, which is due to appear, since the process N is not a (P™, F)-martingale, in
general. The main result of this subsection, Proposition 8.5.1, furnishes an explicit expression for
the drift term in the dynamics (8.57) of x* under P".

Remark 8.5.2. In practice, for instance, when the processes N' are Brownian motions under the
respective martingale measures P, the actual dimension of the underlying driving (P, F)-martingale
can typically be chosen to be less than ki + --- + k,,. For more details on explicit constructions of
market models for forward CDS spreads driven by correlated Brownian motions, we refer to papers
by Brigo [23] and Rutkowski [100], where the common volatilities-correlations approach is presented.

In view of Lemma 8.5.3, we may reformulate Assumptions 8.5.1 in the simpler, and more prac-
tically appealing, manner.

Assumption 8.5.2. We are given a filtered probability space (2, G,F,P) and we postulate that:

(i) the initial values of processes x!,..., k™ are given,
(ii) for every i = 1,...,n, the process Z™% which is given by the formula (by the usual convention,
Zn =1)

Zit = [ +a;x)), (8.58)

j=i+1
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is a positive (P, F)-martingale, where ¢; is a constant such that Zg’i =1,
(iii) for every i = 1,...,n, the process k" has the following representation under (P,T)

W= i+ / Kot dU(M),, (8.59)
(0,¢]

where M is an RF-valued (P, F)-martingale, o? is an R¥-valued, F-predictable process and the process
Wi(M) is given by formula (8.24) with Z¢ = Z%.

By comparing Assumptions 8.5.2 with Assumptions 8.4.1 and Lemma 8.4.3, we see that the
joint dynamics of x!,...,&k™ under P = P" can now be computed by applying results obtained
for Setup (A). Of course, in order to proceed, we need to make an implicit assumption that all
relevant processes belong to the space S; introduced in Section 8.3. The following lemma is a rather
straightforward consequence of Proposition 8.4.1. Recall that for the R¥-valued (P, F)-martingale
M we have that

M= (MY,...,M*)° = (MY, ... Mk

and the matrix [M°] is given by formula (8.25).

Lemma 8.5.4. Under Assumptions 8.5.2, for everyi=1,...,n the semimartingale decomposition
of the (P*,F)-martingale W*(M) under the martingale measure P* =P is given by

-dre), .
(M), = M; — Z/O ZZ“ STAM;,

j=i+1 1 +a’J"$5 0<s<t

where 0/ = (a1, ..

UMY, = M! — Z /0

J=i+1

.,oj’k). More explicitly, for everyi=1,...,nandl=1,...,k,

ZUJMdMlC M™ = Y i ZAM.

m=1 0<s<t

t] 1+CLJI$5

The next result, which follows easily by combining formula (8.57) with Lemma 8.5.4, furnishes
an explicit expression for the joint dynamics of the family of one-period forward CDS spreads
under deterministic interest rates. An important conclusion from Proposition 8.5.1 is that the joint
dynamics of one-period forward CDS spreads_are uniquely specified, under Assumptions 8.5.1, by
the choice of the driving (P!, F)-martingales N',..., N™ and the volatility processes ¢',...,5" or,
more practically, under Assumptions 8.5.2, by the choice of the driving (P, F)-martingale M under

P and the volatility processes o',...,o".

Proposition 8.5.1. Under Assumptions 8.5.2, the joint dynamics of forward CDS spreads k', ..., k"
under the martingale measure P = P™ are given by the following n-dimensional stochastic differential
equation driven by the (P,F)-martingale M : for every i =1,...,n and t € [0, T;_1]

ok LS .
dei =" ki optdm} - Y L NT GG e, M, (8.60)
o LHags 0
KZ
ZI;_Z AZ’”ZJZIAMI
=1

We need also to address some consistency issues regarding the top-down methodology. In the top-
down approach, we start with a given family of volatility processes related to some driving martingale
and we derive the SDE (8.60). Therefore, it is necessary to establish the existence and uniqueness
result for a solution to the SDE (8.60) governing the forward CDS spreads x°, i = 1,...,n under P.
Moreover, we need to show that given a solution to (8.60) exists, the processes Z™* computed from
the SDE (8.60) is indeed a (P, F)-martingale, as it was assumed.



L. Lt 175

Proposition 8.5.2. Let o%,i = 1,...,n be RF-valued, F-predictable processes. Assume that the
joint dynamics of processes k', i = 1,...,n under P are given by (8.60) with Z*' given by (8.55).
Then:

(i) the processes k', i = 1,....,n are well defined, specifically, the stochastic differential equation
(8.60) admits a unique strong solution (k',..., k"),

(ii) for every i =1,...,n, the process Z** given by (8.55) is a (P,F)-martingale,

(iii) for every i = 1,...,n, the process k' is a (P*,F)-martingale governed by (8.54), where in turn
the probability measure P! is given by (8.53).

Proof. Part (i) is rather standard; it suffices to employ the classic result on stochastic differential
equations with locally Lipschitz continuous coefficients. Part (ii) can be established by induction.
It suffices to focus on processes Z™' given by (8.55). From (8.60), we deduce that " is a (P,F)-
martingale and thus the process Zf”’n71 = (1 + Enﬁ?) is a (P,F)-martingale as well. Assume now
that Z%%*! is a (P, F)-martingale so that, in view of (8.55) and (8.60),

. n Zitl o
dzp = > ko] - dM,. (8.61)
j=i+2 (1 + aj“i)
Note that ' ' .
ZP' = (L+ Gk ) 20 (8.62)

To show that Z%' is a (P, F)-martingale, it suffices to check that the drift term in the dynamics of
this process vanishes. For this purpose, we apply the Itd formula to the right-hand side in (8.55)
and we employ formulae (8.60) and (8.61) in order to compute the covariation [x*1, Z%T1]. Part
(iii) is an immediate consequence of the postulated dynamics (8.60) and Lemma 8.5.4. O

8.5.2 Model of LIBORs and One-Period CDS Spreads

In this subsection, we relax the assumption that interest rate is deterministic. Our goal is to examine
the joint dynamics of one-period forward CDS spreads x',...,x" and forward LIBORs L!,... , L"
associated with the tenor structure 7 = {Tp < Th < --- < T,}. In general, this task seems to be
quite difficult and thus we will examine the special case when an independence property holds.

Bottom-Up Approach

In the bottom-up approach, we will work under the assumption that the term structure model and
the default intensity are independent under the risk-neutral probability measure, denoted as Q in
what follows. For a fixed time horizon T' = T,,, we work under the following assumptions.

Assumption 8.5.3. We are given a filtered probability space (22, G,F,Q) and we postulate that:
(i) the risk-neutral default intensity process (A;);e(o,r) generates the filtration F* = (F}),e(0.77,
(ii) the interest rate process (r¢)e[0,r] generates the filtration F" = (F{)¢cjo,17,

(iii) the interest rate r and the default intensity A\ are independent processes under Q,

(iv) the (H)-hypothesis holds, meaning that the filtration F := F" VvV F* is immersed in G.

For the (H)-hypothesis (also known as the immersion property or the martingale invariance
property) we refer, for instance, to Section 6.1 in [12] or Section 3.2 in [14]. Recall that, under the
(H)-hypothesis, the risk-neutral default intensity A is an F-predictable process such that the survival
process G admits the following representation, for every ¢ € [0, 77,

t
Gt:Q(T>t|}}):exp(—/ )\udu>.
0

It is thus easy to deduce from Assumptions 8.5.3 that the interest rate r and the survival process G
are independent under the risk-neutral probability measure Q. In the bottom-up approach, our goal
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is to derive the joint dynamics of the family of one-period forward CDS spreads x!,...,x", where
(cf. (8.50))
 Eo (BTt 2 | Fi
1+ Gkl = —2 GIGYDITES Y f), (8.63)
]EQ (/B(taT%)]l{‘r>Ti} ‘Ft)
and the family of forward LIBORs L!,..., L™, which are given by (cf. (8.49))
1oz = BT (8.64)
BT '

where B(t,T) is the price at time ¢ of the default-free, unit zero-coupon bond maturing at time 7.
We will now attempt to simplify the formula for the forward CDS spread x'.

Lemma 8.5.5. Let Assumptions 8.5.3 be satisfied. Then for every i =1,...,n, the CDS spread k'
has the following representation, for every t € [0,T;_1],

Q(r>Ti-1 | R)

QCSTR) (8.65)

~ i
1+a;k; =

Proof. Using (8.63) and the properties of conditional expectation, we obtain

i _ Eq (Eq (Bt Ti) i1, oy | Fry) | Ft) _ Eq (B(t,T)Q (7 > Ty—1 | Fr,) | F)
‘ Eq (Eq (B(t, Ty)1{r>7y | Fr) | Fe) Eq (B(t, T;)Q (7 > T; | Fr,) | F)

In view of the immersion property postulated in part (iv) of Assumptions 8.5.3, we have that

1+am

Q(r>Ti1 | Fr,) =Q(r > Ti—1 | Fr_,) = Gr,_,,
and thus

14 akt = Eq (6(75’711)@ (T >Tia "FTFI) "Ft) _ Eq (B(t7Ti)GTi—1 |]:t)
B Eq (Bt T))Q (7 > T; | Fr,) | F) Eq (B(t,T))Gr, | Fi)

Since the interest rate and default intensity are assumed to be independent under Q, using Lemma
8.4.4, we obtain the following chain of equalities

Eq (B(t, T;)Gr,_, | Fy Vv F})

Eq (B(t.T3)Gr, | Ff V )
_ Eo (B, T3) | FY) Eg (Griy | F7)

Eq (B(t,T;) | F') Eq (Gr, | F7)
Q(r>Tia|F) Q(r>Tia|F)
Q(r>T|F) Q@ >Ti|F)

~
1+a;k; =

This shows that equality (8.65) is valid. O

From (8.65), we see that, under Assumptions 8.5.3, we once again obtain expression (8.50), as in
the case of deterministic interest rates. Let us point out that it is sufficient to start from (8.65) and
to follow the exact derivation for the case of deterministic interest rate, in order to obtain the joint
dynamics of the family of one-period forward CDS spreads. We wish, however, to obtain a model in
which the joint dynamics of forward LIBORs and one-period forward CDS spreads are specified.

To this end, we first define the probability measure P equivalent to Q on (2, Fr,) by postulating
that the Radon-Nikodym density is given by

_Eq (B, To) 7o,y | F2)
Fe Eq(B(t, Tn)l(r>1,})

dp

"= (8.66)
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For every 4,j = 1,...,n, we will now derive expressions for the ratios of defaultable annuities (i.e.,
annuity deflated swap numéraires)

g;:—ln: _a Eq (B(t, ;)1 (r>1,) |]:t) (8.67)
A7V ai Bg (B Ty) 1,y | Fr)

in terms of one-period CDS spreads and forward LIBORs.

Lemma 8.5.6. Under Assumptions 8.5.3, the annuity deflated swap numéraire satisfies, for every
t=2,...,n,

gi_%_l Gi—1 ~ i
A a;

Proof. In view of (8.9) and the assumed independence of the interest rate and the default intensity,
we obtain

Ziiz’iil ~a;—1 Eg (ﬁ(t7Ti71)]]'{T>Ti—l} |]:t) a;—1 B(t,T;-1)Q (7' >Ti ’Ft)

At e B (B T)lesty | F)  ai B(LT)Q(r > T | F)

The result now follows by substituting (8.64) and (8.65) into the formula above. O

Formula (8.68) furnishes a collection of positive processes, which will be used to define a family
of equivalent probability measures P* for i = 1,...,n such that the processes x' and L* are (P*,[F)-
martingales. The relationships between these probability measures are represented by the following
diagram

apn apn—1 apm—2 ar? ap!
Q dQ Pn dP™ Pr— 1 apn—1 dp3 PQ dP2 Pl

where we set (recall that ~ means that the equality holds up to a normalizing constant)

)
dQ b2 - T}t;
dpi-1 A’;’72,i71 ;1 —~ i
sz 7 N W = @ (1 —+ G,Z'I{t)(]. =+ G,»L'Lt).

In view of (8.68), it is then not hard to see that

dP* w,Lyi giil’i ai T ~ J
Ty, =4 IT @ +a;s)+a;L)). (8.69)
t t n j=it+1

We define the equivalent probability measure P? by postulating that the Radon-Nikodym density of
P* with respect to P equals Z*%?. In particular, we have that Zf’L’" = 1 and thus the equality
P" = P holds. The next result shows that P? is a martingale measure for the processes x* and L.

Lemma 8.5.7. For everyi = 1,...,n, the forward CDS spread k' and the forward LIBOR L* are
(P*, F)-martingales.

Proof. To demonstrate that the forward CDS spread s is a (P%,F)-martingale, it is enough to
use (8.63) and (8.69) in order to establish that the product Z%L¥(1 4 @;x?) is a (P, F)-martingale.
Similarly, to prove that the forward LIBOR L‘ is a (P, F)-martingale, it suffices to use (8.64), (8.66)
and (8.69) to show that, under the independence assumption, the process nZ%i(1 + a;L?) is a
(Q, F)-martingale. It then follows immediately that Z®%¢(1 +a;L?) is a (P, F)-martingale, which in
turn implies that 1 + a;L* (and thus also the forward LIBOR L?) is a (P!, F)-martingale. O
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Proposition 8.5.3. Assume that the PRP holds with respect to (P,F) with the spanning (P,F)-
martingale M. Then, for every i = 1,...,n, the positive (P*,F)-martingale k* has the following
representation under P

Kb = ki + / Kol dUH (M), (8.70)
(0]
where o is an R¥-valued, F-predictable process. Similarly, for everyi =1,...,n, the positive (P*,F)-

martingale L' admits the following representation under P?
Li=ry+ [ 1ig-avion, (8.71)
(0,2]

where £ is an R*-valued, F-predictable process.

The final step in the bottom-up approach is the derivation of the joint dynamics of processes
k', ...,k" and L',..., L™ under P = P". Since the expression for these dynamics is exactly the
same as in the top-down approach, we refer to Proposition 8.5.4 below.

Top-Down Approach

To construct the market model for forward LIBORs and one-period forward CDS spreads through
the top-down approach, we make the following standing assumptions, which are motivated by the
analysis of the bottom-up approach from the preceding section. It is worth stressing that parts (ii),
(iii) and (iv) are motivated by the results obtained within the bottom-up approach, and thus they
should be seen as necessary conditions for the arbitrage-free property of the market model that we
are going to construct using the top-down approach.

Assumption 8.5.4. We are given a filtered probability space (2, G,F,P) and we postulate that:

(i) the initial values of processes x!,...,x"™ and L', ..., L™ are given,
(ii) for every i = 1,...,n, the following process are positive (P, F)-martingales
n . n )
IT a+ax), [ 0+aLd),
j=i+1 j=i+1
(iii) for every i = 1,...,n, the process Z*1 which is given by (by convention, Z®%" = 1)

n

ztt = e JT ) +aLd),

j=i+1l
is a positive (P, F)-martingale, where ¢; is a constant such that ZS’L’i =1,
(iv) for every i = 1,...,n, the processes k* and L* are (P*, F)-martingales, where the Radon-Nikodym
density of P* with respect to P equals Z%%+*, so that, in particular, P = P,
(v) for every i = 1,...,n, the process L* satisfies
Li=Li+ / Li_&-dN?, (8.72)
(0,¢]

where N° is an Rli-valued (P!, F)-martingale and 21 is an Rli-valued, F-predictable, N i_integrable
process,

(vi) for every i = 1,...,n, the process k' satisfies
@:%+/,¢adm, (8.73)
(0,1]

where N° is an R¥-valued (P!, F)-martingale and &° is an R¥-valued, F-predictable, N'-integrable
process.
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The volatility processes é\’ and & should be considered as model inputs, so that they can be
chosen arbitrarily. We only need to ensure that the stochastic integrals in (8.72) and (8.73) are well
defined, so that the unique solutions to these stochastic differential equations are given by stochastic
exponentials. The following definition is also clear, in view of part (iv) in Assumptions 8.5.4.

Definition 8.5.2. The probability measure P? is called the martingale measure for the forward
LIBOR L and the one-period forward CDS spread x*.

Let k=ki+---+k,+11+---+1,. Arguing as in the proof of Lemma 8.5.3, one can show that

there exists an R¥-valued (P, F)-martingale M such that for every i = 1,...,n
Li =L} +/ L & . aui(M), (8.74)
(0,t]
and
Kb = ki + / Kol dUH (M), (8.75)
(0,4]
where ¢ = (¢80, ¢5F) and o = (0%!,...,0%%) are R¥-valued, F-predictable processes, which

extend £ and &°, respectively.

Since Z%%" =1 so that U"(M) = M, we deduce from (8.74) and (8.75) that under P" = PP the
(P™, F)-martingales L™ and x™ satisfy

L} =L§ + / L? &) - dM;
(0,2]

and

Ky = K{ —|—/ Ky_oo - dMs.
(07t]

By combining Proposition 8.4.2 obtained for Setup (B) with formulae (8.74) and (8.75) and
parts (i)—(iii) in Assumptions 8.5.4, we obtain the following result, which yields the joint dynamics
of forward LIBORs and one-period forward CDS spreads under the martingale measure P™ for L™
and k™. Hence this result uniquely specifies the desired market model up to a choice of the driving

n

(P, F)-martingale M and the volatility processes &1, ... & ot ... o™,

Proposition 8.5.4. Under Assumptions 8.5.4, the joint dynamics of forward LIBORs L', ... L"
and forward CDS spreads k', ..., k™ under the martingale measure P = P are given by the following
2n-dimensional stochastic differential equation driven by the (P,F)-martingale M: for every i =
1,...,n and t € [0,T;_4]

k n i k
i i ¢t a'L’LL 0,0 ¢7,m ,C m,c
=t g - 3 SHEL S g qaie s
=1 j7i+1 + —1
ajL’%t Z zl]m l,c m,c : w,L,i il 1
—Z &lol™ dMbe, M™), — — 5 AZ thAM
]1+11+a’-7'%tlm1 Z =1
and for everyi=1,...,n and t € [0,T;_1]
k n — k
d i % 4,1 l ajH%L] il g3,m l,c m,c
Ky :Z”t—gt dM; — Z ﬁ Z o & d[MEC, M,
j*i+1 + t 1,m=1
i k
_ Z a’]K/tK’t Z 0_7, N ],m d Ml c Mm ('] _ AZK,L,?, Z O_z,ZAMtZ
K, L % :
j= z+11+a]l{t I,m=1 Z;" =1

The uniqueness of the solution to the system of SDEs derived in Proposition 8.5.4 follows from
the classic result on SDEs with locally Lipschitz continuous coefficients.
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8.5.3 Model of One- and Two-Period CDS Spreads

In this subsection, we examine the family consisting of all one- and two-period CDS spreads associ-
ated with a given tenor structure 7 = {Ty < T} < --- < T,,}. This particular choice of a family of
forward CDS spreads originates from Brigo [22, 23], who examined this setup under the assumption
that the market model is driven by a multi-dimensional Brownian motion.

Bottom-Up Approach

In this subsection, we find it convenient to adopt the notation in which the forward CDS spreads
are indexed by their maturity date. Specifically, the one-period forward CDS spread is denoted as
follows, for every i =1,...,n,

B ﬁi—l %
Ii; = /‘ii L = ~t,_1 5 vt S [OaTi—l];
AZ 7
t
whereas for the two-period CDS spread we write, for every i = 2,...,n,
"y L ﬁi—?,z
Rl = kim0 = L Vte[0, T
Al 32
t
Our aim is to derive the semimartingale decompositions for forward CDS spreads x',...,x" and
®2,...,K" under a common probability measure. To achieve this, we will first derive expressions for

the ratios of defaultable annuities (annuity deflated swap numéraires) in terms of one- and two-period
forward CDS spreads.

Lemma 8.5.8. The following equalities hold, for everyi=2,...,n and every t € [0,T;_2],

AT Ri—w 8.76
A-Li il i (8.76)
t t t
AT _m Tk 8.77
Ti—1,i i1 _ " (8.77)
Ay Ky Ky
Proof. 1t is easy to check that the following equalities are valid
24l Y
A; ? + 1 _ Ai K2
— =T
At At
it 4 A2
W e R = R =
Al Ay
and this in turn yields (8.76) and (8.77). O

In view of formula (8.9) and the assumed positivity of the survival process G, the process ﬁ"’lm,
which is defined by the formula, for ¢ € [0, T},],

A\?_Ln = GtBt_lA:L_l’n = an EQ(BZ_":]I{T>T,L} ‘ft)a

is a positive (Q, F)-martingale. Therefore, this process can be used to define the probability measure
P™ on (9, Fr, ). Specifically, the probability measure P equivalent to Q on (2, Fr,) is defined by
postulating that the Radon-Nikodym density is given by

e AT
dQ |7 Ar—tn

. An—1,n
i~ A

: (8.78)
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where, as before, the symbol ~ denotes the equality up to a normalizing constant.

We now observe that formulae (8.76) and (8.77) furnish a family of positive processes, which
can be used to define a family of equivalent probability measures P’ for i = 1,...,n and P* for
i=2,...,n such that £’ is a (P?, F)-martingale and %’ is a (P!, F)-martingale.

The following commutative diagram summarizes the relationships between these probability mea-

sures
apn apn—1 apn—2 ap? arl

Q dQ Pn dP™ ]Pm_l dpn—1 o dp3 PQ dP2 Pl
dB" l dagn—! l l a2
P apn—1 dp2
gpn—1 apn—2 B2
@n dP™ @n —1 dpn—1 dpP3 @2
where we set
n
—ZIEDQ Ha A?fl’n,
Fi
% Ai—1,i ~i+1 i+1
dpP LA Ky — Ky
- ™~ = = — ,
d]PDerl F Ai’H_l lﬁ)% _ H;—i—l
~. ~i_2 . .
dP* AlTE il
c~ t _ t
dPilF, " AT kT — R

Definition 8.5.3. The probability measure P* (IFADi, respectively) is called the martingale measure
for the one-period forward CDS spread &' (for the two-period forward CDS spread %?, respectively).

The ultimate goal in the bottom-up approach is the computation of the semimartingale decom-
positions of processes !,...,x™ and K2,...,R" under the martingale measure P". In fact, we are
not restricted in the choice of the reference probability measure, so any martingale measure can be
chosen to play this role. To find the desired decompositions, we observe that it is easy to compute the
following Radon-Nikodym densities of martingale measures P* and P? with respect to the reference
probability P™

) A R

d]Pm 7 A?fl,n o /{gfl _ /"%i

LN S Sl N et
dPrlF Ayt AT AR e =R DL KT R

Explicit formulae for the joint dynamics under P of one- and two-period forward CDS spreads
k', ...,k™ and R2,...,K" are now readily available. Since these dynamics are the same as in the
top-down approach presented in the foregoing subsection, we refer to Proposition 8.5.5 below.

Top-Down Approach

In the top-down approach to the modeling of one- and two-period forward CDS spreads, we will work
under the following set of standing assumptions. Note that parts (ii), (iii) and (iv) in Assumptions
8.5.5 should be seen as counterparts of the relationships between the martingale measures obtained
in the previous subsection within the bottom-up approach.

Assumption 8.5.5. We are given a filtered probability space (2, G,F,P) and we postulate that:

(i) the initial values of processes x!,..., k™ and 2,... K" are given,
(ii) for every i = 1,...,n, the process Z™" which is given by the formula (by the usual convention,
zZ5m =1)
K, s //%g - I{j
Zt = C; H 1 (879)
j=it1 Bt TRy



182 RANDOM TIMES AND ENLARGEMENTS OF FILTRATIONS

is a positive (P, F)-martingale, where ¢; is a constant such that Zg’i =1,

(iii) for every i = 2,...,n, the process Z**, which is given by the formula
P . . i1 N [Qi_l — [Qi .
Z8 = (Z2 + 27 = G = 27 (8.80)

is a positive (P, F)-martingale, where ¢; is a constant such that Zg”’i =1,

(iv) for every i = 1,...,n, the process x’ is a (P?, F)-martingale, where the Radon-Nikodym density
of P' with respect to P equals Z*?,
(v) for every i = 1,...,n, the process ' satisfies
W — i+ / Wi aN, (8.81)
(0,¢]

where N is an RFi-valued (P?, F)-martingale and &° is an R¥i-valued, F-predictable, N ‘_integrable
process,

(vi) for every i = 2,...,n, the process &’ is a (@17 F)-martingale, where the Radon-Nikodym density
of P with respect to P equals Z%7,
(vii) for every i = 2,...,n, the process &' satisfies
Ri=R+ [ RGN (5.2
(0]

where N° is an Rb-valued (@i,ﬂ?)—martingale and EI is an Rl-valued, F-predictable, N i_integrable
process.

The probability measure P? (@i, respectively) is the martingale measure for the one-period for-
ward CDS spread x¢ (for the two-period forward CDS spread %!, respectively). It is worth noting
that the equality P™ = IP holds, since Z"™ = 1, so that the underlying probability measure P is the
martingale measure for the process ™.

Let k=Fki+---+kp+1lo+- -+ 1, Asin preceding subsections, we argue that there exists an
R*-valued (P, F)—martingale M such that for every ¢ = 1,...,n the process x’ admits the following
representation under P*

Kb = ki + / Kol dUH (M), (8.83)
(0,2]
and for every i = 2,...,n the process k' admits the following representation under pi
Ri=Ro+ [ RGO, (380
(0,t]
where ¢® = (o¥',...,0"F) and ¢* = (¢¥1,...,("*) are R*-valued, F-predictable processes, which

extend & and (::i, respectively. The (P!, F)-martingale W¢(M!) is given by

. ) 1 )
W (MY, = M} — [L(Z257)e, MY, — Z ZWAZ;“AML

0<s<t “8

whereas the (@i,F)—martingale \T”(M 1) equals

~. . 1 Ny
UMY, = M} — [£(Z59), Mb], = > ——AZFAML.
0<s<t ZS)

We note that since Z*™ = 1, we have that ¥ (M) = M and thus (8.83) yields

Ky = Ky —|—/ Ky_oo - dMs.
(07t]
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Let us observe that the present situation corresponds to Setup (C) introduced in Subsection
8.4.3. The following result is a rather straightforward consequence of Proposition 8.4.3 and thus its
proof is omitted.

Lemma 8.5.9. Under Ass_umptz'ons 8.5.5, for every i =1,...,n the semimartingale decomposition
of the (P*,TF)-martingale U*(M) under the martingale measure P =P" is given by

. n RICT — kigd) - dIME]. n J=1gd=1 _ 2icdY) . dIMC].
\I,'L(M)t _ Mt . Z / (/fsgs A"jsis) ‘ d[ ]5 4 / (Kls Oy ‘ K‘,SCS) d[ ]5

j=it1v (0] Ry — K2 PR RUCR) Wl TRl
1 .
o Z ) AZSJAMSa
Zn,z
0<s<t “$
and for every i = 2,...,n the semimartingale decomposition of the (@17 F)-martingale (I)Z(M) under

the martingale measure P = P" is given by

~. i—1 iflfii,ndg i—1 iilfAii'ndg
\Iﬂ(M)tZMt—/ (ki 'l Kyoy) - d[M], +/(Ot] (ki tol RLCH) - d[Me),

(0,1] (k&' — kL) kiR
RN / (RiG = mod) -d[M°]s < / (ki tol™! —RICY) - d[M],
PR (X R} — K PR () ki — Rl
1 o
- Y = AZFAM,.
Ryt S
0<s<t <8
To obtain an explicit expression for the joint dynamics of one-period spreads &!,...,x" and
two-period spreads &2, ...,k" under the probability measure P = P, it suffices to combine Lemma

8.5.9 with formulae (8.83) and (8.84). Note that the system of stochastic differential equations given
in Proposition 8.5.5 is closed, in the sense that as soon as the driving (P, F)-martingale M and
the volatility processes o!,...,0™ and ¢2,...,¢" are chosen, the joint dynamics of the processes
kY, ... k™, K2, ..., R" under the martingale measure P" are uniquely specified. After some standard
computations, one can also deduce from this result the joint dynamics of these processes under any
martingale measure P? or P,

Proposition 8.5.5. Under Assumptions 8.5.5, the joint dynamics of one-period forward CDS
spreads k',... k" and two-period forward CDS spreads ®KZ,...,R"™ under the martingale measure
P =P" are given by the following (2n — 1)-dimensional stochastic differential equation driven by the
(P,F)-martingale M : for everyi=1,...,n and t € [0,T;_1]

k Iil/K\}J k
i i i, l th il ~j,m l,c m,c
dei =Y ki_ot!dM] - N gt d[be, M),
=1 j=it1 Ft TRt =1

n KjiI{J k

tivt il _jm n[l,c N TC

+ E —~j J E Oy 0% d[ ) ]t
j=it1

Kt = Rt 1 m=1
- Kigd k
§ : t'vt § : il _j—1m l,c m,c
+ ﬁ Oy Oy d[M ,M }t
j=it1 et TRt
n Hik\j k
vt il ~j,m l,c m,c
=Y = Y e dMbe, M,
j=it1 it TR
k
K,1 7,0 l
AZ; E oy AM
=1

i
K,
Zt
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and for everyi=2,...,n and t € [0,T;_2]

k k\zﬁz 1 y
~i ~ 1,
dry =Y Ry GlaMy — E:gg BT dlMbe M,
K Ky
=1 t t,m=1

Ht"{t Z Czl Zmd[Mlc Mmc] = — Z Czl i— lmd[Mlc M™ c}
Kt _Htlm 1 Kt Htlm 1
_ jﬁ\%//%% Z Czlczmd[Mlp M ('] . zn: k\tk\t Z CLIC_] md[Mlc M™ r]
it ”tlml j=it1 ¥ 7Htlm1
Htﬁt J,m l,c mc Htﬁg —1,m l,c m,c
b3 AL S giogmape e+ 30 S G gagie e
i= it1 o _Ktlm 1 j= z+1Ht t |, m=1

/\ZA] AZ

_ Z "Qtﬁt/\] Z C Cj,mdMlc Mmc] _ZKZ ZﬁzzczlAMl

j= i+1 i tlm 1 t

Unfortunately, we were not able to show the uniqueness of a solution to the system of SDEs
derived in Proposition 8.5.5, since the coeflicients are not locally Lipschitz continuous (a similar
comment applies to the system of SDEs obtained in Proposition 8.5.6 below).

8.5.4 Model of One-Period and Co-Terminal CDS Spreads

In this subsection, we will study the market model for forward CDS spreads associated with a family
of one-period and co-terminal CDSs. Such a model can be seen as a counterpart of the model of
co-terminal forward swap rates, which was proposed by Jamshidian [53] as an alternative for the
model of forward LIBORs as a tool for valuation of exotic swap derivatives, such as Bermudan
swaptions. In the context of CDS spreads, this model was suggested in the paper by Brigo [23]. In
this setup, the goal is to explicitly determine the dynamics of the family of one-period forward CDS
spreads and the co-terminal forward CDS spreads %™, %", ..., k? 2" under a common probability
measure. As model inputs, we take the driving martingales and a collection of volatility processes for
the considered family of forward CDS spreads. The importance of this particular family of forward
CDS spreads becomes clear when dealing with the valuation of Bermudan CDS options.

Bottom-Up Approach

It should be emphasized that throughout this section all CDS spreads are indexed by the start-
ing date, rather than the maturity date (unlike in Section 8.5.3 where a different convention was
adopted). The one-period forward CDS spread is thus denoted as

]31‘,1‘+1
vt e [0,T;],

it
At

for every i = 0,...,n — 1. The co-terminal CDS spread with start date 7; and maturity T,, will be
denoted by

Rii=ry" ==~ Vtel0,T,

Ap™

for i =0,...,n — 1. It is thus clear that the equality k™! = &"~! holds. The goal of this notation
is to simplify the presentation and emphasize some formal similarities between the present model
and the model examined in the preceding subsection.

~n—1

"2 and K°,...,R

We wish to derive the semimartingale decompositions for processes k0, ...,k
under a single probability measure. As in preceding subsections, we need first to express the ratios
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of defaultable annuities (annuity deflated swap numéraires) in terms of the underlying family of
forward CDS spreads.

Lemma 8.5.10. The following equalities hold, for every i =0,...,n —2 and every t € [0,T;],

A’iJrl,n ~i i
. e (8.85)
At K — Ky
Foi+l i ~
AR R (8.86)
Tim T il :
Ay Ky Ky
Proof. Tt is easy to check that the following relationships hold true
gm'ﬂ ;[H»l,n
— + — =1,
Az,n Az,n
AbiFl "y Aitln N
K — + K:erl — =Rt
Ai,n Az,n
By solving this system, we obtain (8.85) and (8.86). O

Tt is easily seen from (8.9) that the process go’", which is given by the formula, for every
t € [0, 7o),

A0,n —1 40,n __ ) -1
AP =GB TAYT =) a; Eq(By' 1 (rs1yy | Fo),
j=1
is a positive (Q,F)-martingale. Therefore, it can be used to define the probability measure PY on
(Q, Fr,). Moreover, formulae (8.85) and (8.86) furnish a family of positive processes, which can be
used to define a family of probability measures E’l fori=0,....n—2and P’ fori =0,...,n —1,
such that x° is a (P?,F)-martingale and %° is a (P!, F)-martingale for ¢ € [0, Tp].
The relationships between these martingale measures are summarized in the following commu-

tative diagram

ar0 apl P2 apn—2 apn—l
Q dQ @0 dF0 @1 dPL dpn—3 @n_z dpn—2 @n—l — pr-1
g apl dpn—2
dpo apl Jpn—2
arl dap? apn—2 apn— 1
]P’O ap0 ]P’l apl apn—3 ]Pm_z dapn—2 Pn_l
where we set
0
dr” i~ A\g’",
dQ |7,
i1 Ait+ln ~i i
dP A _ Ri—#
I
i Fiyit+1 ~itl g
dP LAY R R
— i~ = — -,
dpi |7, A BT =k

where, as usual, ~ denotes equality up to a normalizing constant. Using these equalities, we also

obtain the following family of the Radon-Nikodym densities, for every ¢ = 0,...,n — 1 and every
le [Oa TO]a )

AP’ N APt - E{ _—

L S
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and for every ¢ =0,...,n — 2 and every t € [0, Tp],

i Ai,i+1 Aii+1l Fin ~i+1 ~i =1 ~j j
dP ~ A — Ay A _ k. Tk Kt — Ki
D0 ™ j0,n Ti,n F0n ~i+l g ~Jj+1 _ J°
dIPO 17 At At At Ry Ry =0 K K}
It is now not difficult to derive the joint dynamics under P° of processes °,...,x" 2 and 8°,... , k"~ L.

However, since they are the same as in the top-down approach presented in the next subsection, we
refer the reader to Proposition 8.5.6 below.

Top-Down Approach

In this subsection, we present the top-down approach to the modeling of one-period and co-terminal
forward CDS spreads. As in the preceding subsections, we start by stating a number of postulates
underpinning the top-down approach. They are motivated by the bottom-down approach, mean-
ing that they should be seen as necessary conditions for the consistency of the top-down model.
The goal of the top-down approach is to show that Assumptions 8.5.6 are also sufficient for the
unique specification of the joint dynamics for the family of forward CDS spreads considered in this
subsection.

Assumption 8.5.6. We are given a filtered probability space (2, G,F,P) and we postulate that:

(i) the initial values of processes x°,..., k"2 and &°,..., k"' are given,
(ii) for every ¢ = 0,...,n—1, the process Z"*, which is given by the formula (by the usual convention,
7Zr0 =1)

i—1 lij lij
Ry o~ t — Nt
Z&t = || 5 VYtelo Tl
J+1
j=0 it K

is a positive (P, F)-martingale and ¢; is a constant such that Zg”’i =1,

(iii) for every i = 0,...,n — 2, the process Z™!, which is given by the formula
) k\i-i-l _ //%z .
Z0 =i 2, Vit e 0, Ty,
Ky = — Ky

is a positive (P, F)-martingale and ¢; is a constant such that Z(';”’i =1,
(iv) for every ¢ = 0,...,n — 2, the process ' is a (P, F)-martingale, where the Radon-Nikodym
density of P* with respect to P equals Z"*,

(v) for every i =0,...,n — 2, the process k' satisfies
P / W5 dN (8.87)
(0,1]

where N¢ is an RFi-valued (P?, F)-martingale and &° is an R¥:-valued, F-predictable, N i_integrable
process,

(vi) for every i = 0,...,n — 1, the process &' is a (I/P\’i,F)—martingale, where the Radon-Nikodym
density of P* with respect to P equals Z%*,
(vii) for every ¢ = 0,...,n — 1, the process R’ satisfies
Rl=RD + / "L Cl-dNY, (8.88)
(0,1]

where N° is an Rb-valued (]f"i,IE‘)—martingale and El is an Rl-valued, F-predictable, N i_integrable
process.

As usual, we argue that the volatilities o° and Ei can be chosen arbitrarily, provided, of course,
that the stochastic differential equations (8.87) and (8.88) have unique solutions. Note also that the
equality P = P holds, since Z%0 = 1.
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Let k=ko+---+kp_o+1lp+--++1,-1. It is not difficult to show that there exists an R*-
valued (P, F)-martingale M such that for every i = 0,...,n —2, the (P!, F)-martingale x* admits the
following representation under P*

ki = K —I—/ kLol dU (M), (8.89)
(0,4]
where o' = (o%!,...,0""%) is an RF-valued, F-predictable process, which extends &°. Similarly, the
(P?, F)-martingale %° has the following representation under P?, for every i = 0,...,n — 1,
Ri=Rt [ RGO, (390)
(0,t]
where (' = (¢B1,..., (%) is an R¥-valued, F-predictable process, which extends '. Furthermore,

the R¥-valued (P, F)-martingale W(M) satisfies, for every [ = 1,..., k,

UMYy = M} — [£(27)°, M), = Y — S AZPTAML,

Ky
0<s<t Z

whereas the RF-valued (@1, F)-martingale @’(M) satisfies, for every [ = 1,...,k,

(M), = M} — [L(Z77)°, MY, — >

0<s<t

In particular, P = P* and thus WO(M) = M. Consequently, the forward CDS spread &° satisfies

RY _@g+/ RY_¢Y-dM,. (8.91)
0,t]

The equality (8.91) agrees with the fact that PV is the martingale measure for &°.

It is not difficult to verify that the current assumptions place us within Setup (D) examined in
Subsection 8.4.4. The following result is a rather straightforward consequence of Proposition 8.4.4,
so that its proof is omitted.

Lemma 8.5.11. Under Assumpt;’ons 8.5.6, for every 1 =0,...,n —2 the semimartingale decompo-
sition of the (P*,F)-martingale W*(M) under the martingale measure P = PY is given by

) /I%H—l i+1 _ Ei i -dIMe R Ei—&-l i+1 _ Iil W) L dIMe
‘I’l(M)t — Mt _ ( s Cs — 5</S\) [ ] +/ ( s Cs o s s) [ ]

(0,2] (Rs™ — ’il) 0,t] Re & — KL
i1 o o ‘

(RI¢I — kigd) - (RITloIt! — kiod) - d[M°],

z/ G S B ]

j=07(0 ,t] Rs — Hs Rs  — Ks

AZFAM,,
0<s<t
and for every i = 0,...,n — 1 the semimartingale decomposition of the (@i,lﬁ‘)—martingale \Tﬂ(M)

under the martingale measure P = PO s given by

- (RI¢d — wlod) - dIM“], ! (RITICIHY — Klod) - d[M€),
‘I’ t = M; — / + / — .
Zo Tt w oA

/{s — K3 K

AZFAM,.

0<s<t
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By combining Lemma 8.5.11 with formulae (8.89) and (8.90), we obtain closed-form expressions
for semimartingale decompositions of the family of one-period forward CDS spreads &, ce K2
and the co-terminal forward CDS spreads &, ...,%" ! under the probability measure P = PV, that
is, under the martingale measure associated with the n-period forward CDS spread £°. We now
assume that the driving (P, F)-martingale M and the volatility processes ¢, ... 0772 ¢%,... ("1
are given. It is also worth recalling that x"~! = &k"~1.

Proposition 8.5.6. Under Assumptions 8.5.6, the joint dynamics of one-period forward CDS
spreads /-eOA,. ..,k" "2 and co-terminal forward CDS spreads K°,..., K"~ under the martingale mea-
sure P =PV are given by the following (2n — 1)-dimensional stochastic differential equation driven

by the (P,TF)-martingale M : for everyi=0,...,n—2 and t € [0, T)

k ~it1 k
Z i)l l kiR, Z iyl i1 l
i __ % 2, t'vt il ~1+1,m Ne m,c
d:‘it = Kltio't th — ﬁ_’\z Ut + d[M 7J\4’ ]t
ki t |,m=1
P ~j k ~ k
T i~i+1
KiK. 1 ; KiK ; 1
the il ~i,m l,c m,c t"ht 3,0 ~i4+1,m l,c m,c
] E oy G d[MYE My + P E 0t Gt d[M"¢, M™ ]
t t | .m=1 t t,m=1
PR k il i k
th il l l,c m,c tht il ~3,m l,c m,c
— e ST aepm e e, = S N g e, M,
ke Kt 1 m=1 =0 kit — Kt Lme1
i—1 /ﬁil-@j k i—1 ,Lk\j-i,-l k
vt j m l,c m, c il ~j+1,m l,c m,c
D s D ool M, M +27AJ+1 = > ot b, M
=0t =Kt =1 j=0 K t Im=1
—1 K‘,ilﬁjj k K/ k
il _j t— 0,0
= = Y ol dMbe, M), - AZ“E oy AM]
~j+1 g ’ t t
j=0 it Kt | m=1 . =1

and for everyi =0,...,n—1 and t € [0, Ty]

i1 g

k
% Kk % j,m m
Z VM= N G (e, M,

j=0 vt — Ky l,m=1

-1 AZH l l
t t z j m NG m,c
E E d[M*°, M,
- I{t I,m=1
- ’\z’\]Jrl o
E E Jj+1,m l,c m,c
+1 A] C Ct d[M 7M ]t
Kt l,m=1
7%zlf’%t il _7 m l,c m,c
R E Gro " d[ME, M
=0 F ~ &l 1m=1
Ht— K, 0 1
- A § A,
t

Alternatively, one can derive the joint dynamics of forward CDS spreads under the martingale
measure P = P (see Rutkowski [100]) or, whenever this is desirable, under any other martingale
measure P¢ or P! from the family introduced in this subsection. The most convenient choice of the
underlying probability measure depends on a particular problem at hand. Our choice of the reference
probability measure P = P? was motivated by desire to emphasize the symmetrical features of setups
considered in Subsections 8.5.3 and 8.5.4, rather than by practical considerations.
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8.5.5 Generic Top-Down Approach

We will now make an attempt to describe the main steps in the top-down approach to a generic family
of forward spreads. We now consider a generic family of forward swap rates and/or forward CDS
spreads, denoted as !, ..., x", and we are interested in the top-down approach to the derivation of
the joint dynamics of these processes. The generic top-down method hinges on the following set of

postulates.

Assumption 8.5.7. We are given a filtered probability space (€2, G,F,P). We postulate that the F-
adapted processes k!,..., k™ and Z',..., Z" satisfy the following conditions, for every i =1,...,n,
(i) the process Z is a positive (P, F)-martingale with Ep(Z}) = 1,

(i) the process k'Z" is a (P, F)-martingale,

(iii) the process Z is given as a function of some subset of the family !, ..., x™; specifically, there
exists a subset {k™,...,k":} of {k!,...,k"} and a function f; : R — R of class C? such that
Zt = fi(k™, ... k™M),

Parts (i) and (ii) in Assumptions 8.5.7, combined with Lemma 8.4.1(i), yield the existence of a
family of probability measures P!,... P" equivalent to P on (2, Fr) for some fixed T > 0, such
that the process x' is a (P!, F)-martingale for every i = 1,...,n. This in turn implies that ' is a
(P, F)-semimartingale. We deduce from part (iii) that the continuous martingale part of Z¢ has the
following integral representation

zp = ZO+Z/ gf T ke ) dRTe (8.92)
J

where x7:¢ stands for the continuous martingale part of k7. To establish equality (8.92), it suffices
to apply the It6 formula and use the properties of the stochastic integral.

We will argue that, under Assumptions 8.5.7, the semimartingale decomposition of x’ can be
uniquely specified under P by the choice of the initial values, the volatility processes and the driving
martingale, which is, as usual, denoted by M. For the purpose of an explicit construction of the

model for processes k!,..., k", we thus select an RF-valued (P,F)-martingale M = (M?,..., M¥)
and we define the process ' under P? as follows, for every i = 1,...,n,
Kb = kS + / Kol dUH (M), (8.93)
(0,2]

where o' is the R¥-valued volatility process and the (P, F)-martingale W*(M) equals (cf. (8.24))

1 o i,C c i 7
UH(M), = M, — / 7 d[Z" M= Y7 AZIAM.. (8.94)
(0,4] 0<s<t S

Proposition 8.5.7. Under Assumptions 8.5.7, if the processes k',... k™ satisfy (8.93)-(8.94) then
for every i =1,...,n the dynamics of k' are

k 1 l; 8f k
i 7 4,0 l J ni ni; i ny il _ngm l,c m,c
e A A e e Db (AN AD I W AT A AR AT VA
fi(lﬁt ,...,Ht ) j=1 x]

l,m=1
K koo
- Zt; AZY op ML (8.95)
t

=1

Proof. In view of (8.93) and (8.94), it is clear that the continuous martingale part of x° can be

expressed as follows
he i i i c
Ky —/<;0+/ Keog - dMS,
(O1t]
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and thus we infer from (8.92) that Z%¢ admits the following representation

i,C 8.fz n,; n;: _n. c
Zh¢ = Zi + Z/ 8% o Rs ) KMo dME. (8.96)
This allows us to express the process W (M) in terms of M, the processes k!,..., ", their volatil-

ities and the matrix [M¢]. To be more specific, we deduce from (8.94) and (8.96) that (note that
[M™¢ M¢] is an RF-valued process)

(M), = M, — / S S o/ (K2, .. ket) i K29 g™ d[M ™, M)
0.4 fi(KE",. L kal) = Ba, o ot 2 s’ Og ) s
- > %AZﬁAMsv (8.97)
0<s<t ¢
where Z! = f;(k™,...,ks"") and

AZE= [kl i) = filI L),

By combining (8.93) with (8.97), we arrive at formula (8.95). We thus conclude that, under Assump—
tions 8.5.7, the choice of the driving (P, F)-martingale M and the volatility processes ¢',...,0™ in
formula (8.93) completely specify the joint dynamics of x!,...,x™ under P. O

At the first glance, it is tempting to argue that the systems of SDEs derived in Propositions
8.5.1, 8.5.4, 8.5.5 and 8.5.6 can be seen as special cases of the system (8.95). Although formula
(8.95) is fairly general, it should be stressed that this formula alone cannot be seen as a solution to
the problem of modeling of forward swap rates and/or forward CDS spreads. Indeed, the crucial
step in the top-down modeling approach is a correct specification of the functions f; such that
Zt = f;(k™,...,k™:). Obviously, this important step cannot be performed without a thorough
analysis of a particular setup. Most likely, this will be done using the bottom-up approach in order
to justify explicit formulae for the family of functions f;.

In essence, the judicious choice of a considered family of forward swap rates and forward CDS
spreads should ensure that the Radon-Nikodym densities of the corresponding martingale measures
(that is, the processes Z' appearing in Assumptions 8.5.7), which are defined as ratios of annuity
deflated swap numéraires, should also admit unique representations in terms of the considered family
of forward swap rates and/or forward CDS spreads, so that part (iii) in Assumptions 8.5.7 holds.

It is worth to stress that the corresponding functions f;, as derived in Subsections 8.5.3 and
8.5.4 using the bottom-up approach, are not of class C? and thus the corresponding models require
additional assumptions. We have circumvented this additional difficulty by working in Subsections
8.5.3 and 8.5.4 under an a priori assumption that all relevant processes belong to the class Sj.
Of course, this assumption should be validated a posteriori by showing that the systems of SDEs
derived in these subsections have unique solutions such that the processes of interest are indeed in
S1. These salient properties underpin in fact all particular cases of market models considered in this
work. The corresponding general algebraic problem associated with the existence and uniqueness
of functions f; will be examined elsewhere. Let us finally observe that, without loss of generality,
we may choose one of the processes Z° to be equal identically to 1, so that for the corresponding
martingale measure IP* for the process x* we have that P? = P.

8.6 Concluding Remarks

We conclude this work by noting that the derivation of the joint dynamics of CDS spreads does not
justify by itself that the model is suitable for the arbitrage pricing of credit derivatives. To show
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the viability of the model, it would be sufficient to demonstrate that the model of CDS spreads is
arbitrage-free in some sense, for instance, that it can be supported by an associated arbitrage-free
model for default-free and defaultable zero-coupon bonds.

Let us list some further issues that should be addressed in the context of top-down models:
(i) the existence and properties of a default time consistent with the dynamics of a given family of
forward CDS spreads,
(ii) the positivity of processes modeling forward CDS spreads,
(iii) the positivity of prices of zero-coupon defaultable bonds implicitly defined by forward CDS
spreads,
(iv) the monotonicity of prices of zero-coupon defaultable bonds with respect to maturity date,
(v) the positivity of other forward spreads that can be computed within a given model.

Last, but not least, one has also to analyze the calibration of models to market data and their
applications to valuation and hedging of exotic credit derivatives, such as: constant maturity credit
default swaps, Bermudan CDS options, etc. All these important issues are beyond the scope of this
work and they are currently under study (for some preliminary results, we refer to [76]).
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