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6.1

Introduction

Interest Rate " Derivatives’” play a relevant role in modern financial markets.

We identify a derivative security as a financial asset whose payoff (and, thus, the
price) depends on the value of some other more basic asset. That is, the

value of the derivative security DERIVES from the one of a primitive security.

That's the traditional meaning, provided by the financial literature in the '70s and
the '80s (Black-Scholes-Merton), on the basis of the existing basic derivatives,
like forwards, futures and swaps. And this what we are going to see in the

following sections.



[J Nevertheless, today the size of the interest rate derivatives market is much larger

than the market size of the primary securities.

[J For instance, at the end of 2008, the market size of U.S. Treasury securities was

around $5.9 trillion, while the global market of swaps was about $16 trillion.

[J Given these " numbers”, the natural question that stands out is whether the value

(the price!) of swaps depends on (derives) the value of Treasuries or vice versa.



[J In the following sections we will learn that some relations must exist between
the value of basic and derivative securities, once the No-Arbitrage principle is

applied.

0 If these No-Arbitrage-based relations are not respected, then the market (in-
vestors/speculators) will immediately take profit of such an opportunity, thus

cleaning the market imbalance.

[0 In other words, we have to figure out that all these markets move jointly and if
one moves because of its own sources of variability (factors!), then the others

(linked by AAO relationships) should adjust accordingly.



6.2

Forward Rates and Forward Discount Factors

In Lecture 1 we have seen that the annually compounded spot rate Y (¢,7T) set
at date t concerns the price on a loan between the same date t (trading and

settlement dates coincide) and the maturity date T.

In the case of forward rates, the loan is received at some future settlement
date 7 >t and the maturity date is (as usual) T' > 7 >t (t = trading date, 7 =

settlement date and T'= maturity date).

In other words, this is the rate which is appropriate at time t for discounting

between 7 and T'.



0 The annually compounded forward rate, denoted Y (¢,7,T), with t <7 < T, is

the rate such that:

A+Y@T) T D=0Q+Y¢7r) "% Q+Y(E7rT) T, (1)
when t = r1 e Torward rate reduces to € SpOot rate).
(wh the f d rate red to th t rate)

[0 we can also write (1) in terms of forward discount factor F'(t,7,T):

B(t, T) 1

F(t,r,T) = BT = ATV (@ )T .

(2)

[J The forward discount factor at time ¢t defines the time value of money between
two future dates,  and T" > 7, and it is given by the ratio of the two date-t

discount factors B(¢,7) and B(t,T).
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The forward discount factor has the following properties: i) F(t,7,7) = 1 for

T =r; 1) F(t,7,T) is decreasing in T.

The forward rate at time ¢t for a risk-free investment from 7 to 7', and with

compounding frequency m, is the interest rate determined by F(¢,7,T):

Y™ (¢, 7, T) =m x T —1

F(t,r,7)m (T —7)

The continuously compounded forward rate is obtained for m — + oo:

R(t,7,T) = —ﬁ In(F(t, 7, T)).
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[J Given an m-times compounded forward rate Y(m)(t,T, T), the discount factor is:

1
Y(m) T m(T—7) °

m

F(t,7,T) =

[0 Given a continuously compounded forward rate R(t,7,T), we have:

F@,7,T) =exp(—R(t,7,T)(T —71)).

0 If the discount factor B(¢,T) is increasing between two dates = and T > 7, that
is B(t,7) < B(t,T), then the forward rate at ¢t for an investment between r and
T is negative. Nevertheless, as we have seen in Lecture 1, B(¢,T) is decreasing

in 7.
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Let us consider the following

Example 1: At date t a firm sold an asset to a client for $ 100 million. The client
will pay in six months from t (7 = t+6months). Suppose the firm does not need

the cash immediately, but it will need it in six months later, at T' = 74+ 6months.

Today, the firm would like to fix the interest rate to be applied on the $100
million for the six month period [r,T]. We observe in the bond market that

B(t,7) = $97.728 and that B(t,T) = $95.713 (both with face value 100).

The firm calls up its bank to ask for a quote, and the bank quotes today (at ¢)

the (semi-annually compounded) annualized rate Yt(Q) = 4.21%.

13



» That is, the bank is ready to commit today to receive in six months (at 7) $100

million from the firm, and return at 7" the amount:

$102.105 million = $100 million x (1 4 Y, /2).

» The rate V,® = 4.21% is the forward rate Y@ (¢,7,T). Indeed, F(t,7,T) =
95.713/97.728 = 0.97938 and therefore

1

@ _ _
VIR T) =215 57938y 17709

1| =4.21%.

» Given B(t,7) and that B(¢,T), it cannot be otherwise than the forward rate

without generating an arbitrage opportunity.
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Table 1: Bank Trading Strategy to compute forward rate.

Today (date t) T =t+6months =t+ 0.5years T =t -+ lyear
Sell short $97.728 m of a) Receive $100 m from firm;
T-bills maturing at = b) Close short position
97.728
Buy M = 1.02105 = i%ﬁ CI,) Receive 1.02105 x $1OO m
m of T-bills maturing at T b) Give total to firm
Total Net CF =0 Total Net CF = 0 Total Net CF = 0

15



[J We have also seen during lecture 1, that the simply compounded forward
(LIBOR) rate at date t, valid for the period [r,T], is the rate L(¢,7,T) such

that:

B(t,7) =B, T) x[1+ L&, ,T) x (T —1)].

0 The simply compounded forward discount factor LF(t,7,T) is thus:

B(t,T) _ 1

LF(t,7,T) = B(t, ) o [14+ L, 7,T) x (T —71)] .

[l and therefore

1 B(t, 1)
L(t,7,T) = ——— (B@T) _ 1) |
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[0 Let us remember also that the simply compounded spot (LIBOR) rate L(¢,T)

for the period [¢,T] is such that the present value of 1 unit of money paid at T

iS:

1

Bp(t,T) = [14+L(t,T) x (T —1)]’

(] that is:

LG T) = ( 1 —1)
T — ¢ \BL(t,T) '

17



6.3 Forward Rate Agreements

[0 A Forward Rate Agreement (FRA) is a contract between two counterparties,

according to which

e one counterparty agrees to pay the (fixed) forward rate Y()(¢,7,T) on a

given notional amount N during a given a future period of time from = to T,

e Wwhile the other counterparty agrees to pay according to the future market
(floating) spot rate Y(™)(r,T). The net payment between the two counter-

parties at the maturity T of the contract is given by:

"Net payment at 7" =N x (T —71) x [YM(r,T) — Y™ (¢, 7,T)]

18



[0 In the above definition of a FRA, (T'—7) is typically a quarter or six months, while
m = 1/(T — 1) denotes the corresponding compounding frequency, i.e. m = 4 or

m = 2 for quarterly or semi-annual compounding.

[J To understand the logic of FFRAs, let us consider the following example, which

iIS based on the one presented above.
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e Example 2 [Example 1, continued]: An alternative strategy, to the one de-
scribed in Example 1, is for the firm to enter into a 6-month FRA with the bank

for the period [r,T], and notional N = $100 million.

» That is, today (at t) the bank agrees to pay in 1 year (T —t) the amount
N x Y@(t,7,T), while the firm agrees to pay on the same day the amount
N x Y@ (7 T), where Y (7, T) is the semi-annually compounded spot interest

rate at time 7. That is, they exchange the payment at T
- N 2) 2)
Net payment (payoff) of the firm at T' = > x [Y\9(t,7,T) —Y\(r,T)];

remember that Y (¢, 7,T) = 4.21%.

20



More precisely: on the firm side...

» At 7 =t+ 6 months, when the firm receives its $100 million, the firm can simply
invest this amount at the market interest rate Y& (+, 7). How much money will
the firm have at time T'=1+¢+ 1 year 7 At this time the firm receives the payoff

from the investment, plus the net payoff from the FFRA. In total:

Y@ (7, T)
2

Total amount at 7' = $100m x <1 + ) (Return on investment)

1

= $102.105m

» T he firm is exactly in the same position as Example 1.

21



. and on the bank side

» The bank now is exposed to interest rate risk, as the FFRA yields a negative payoff
if YO>t,7,T) > Y®(r,T). Nevertheless, a modification to the (no-arbitrage)
trading strategy behind Example 1 (the one justifying the forward rate value!)

leads the bank to be hedged. The new strategy is the following —

» at time t the strategy remains the same: the bank shorts $100 million of 6-
month T-bills quoted at B(t,7) = B(t,t+6m) = $97.728 (the market also quotes
B(t,T) = B(t,t+ 1y) = $95.713) and purchase an amount M = B(t,7)/B(t,T) =

1.02105 of B(t,T).

22



» At time 7 the bank must come up with $100 million to pay the short position.
The bank can borrow this amount of money, at the current rate Y (r,T). At
time T, the bank total cash flow (CF) are:

(Pay back loan)

Y@ (7, T
Total bank CF at T = —$100m x (1+ (27, ))

+ {1.02105 x $100m} (date-T T-bills mature)

100
_ $—m > [Y(z)(t,T, T) — Y(Q)(T, T7)] (FRA payment)

= $0,

A perfect hedge!

23



Table 2: Bank Trading Strategy with FRA.

Today (date t)

T =1t+4+ 6months =t 4+ 0.5years

T =t + lyear

Sell short $97.728 m of

T-bills maturing at =

Buy M = 1.02105 =
, - $95.713
m of T-bills maturing at T

Enter FRA with firm

$97.728

a) Borrow $100 m at Y@ (r,T)

in order to b) close short position

(2)
Pay s100m (14 720 1)

Receive 1.02105 x $100 m

1
$100m 1y @, 7, 1)

Pay >
—Y @ (7, 1)]

Total Net CF = 0

Total Net CF = 0

Total Net CF = 0

24



6.3.1 The Value of a Forward Rate Agreement

[0 When the two counterparties enter into a FRA, there is no exchange of money

at the time of the contract inception at ¢.

O In other words, the value of the FRA at t is zerol!

[J Nevertheless, as time passes and forward rates change, the value of the FRA

changes as well. The following example handle this issue.

25



e Example 3 [Example 2, continued]: Let us imagine that 3 months after the
initiation of the contract, that is at date s =t 4+ 3m €] ¢, 7[, the firm decides to

close its FRA with the bank.

» At that moment (at s) the two counterparties have not exchanged any money,
so it may appear that the firm could simply ask the bank to close the contract.
Nevertheless, as interest rates changed between ¢t and s, so did the value of the

FRA (N =1 for ease of exposition).

» We observe from Table 2 that at date t the bank sold N = 1 T-bill maturing
at 7 and bought M = 1.02105 T-bills maturing at T". This portfolio (long on

B(t,T) and short on B(t,7)) exactly hedges the bank commitment to the FRA.
26



» Since this portfolio produces a cash flow that exactly hedges the one the firm
will receive, then the value of this portfolio must reflect the value of the FRA

for the firm.

» Thus, for every s < 7, we have:

Value of FRA to the firm at s = VFRA(s) =M x B(s,T) — B(s, 1)

B(t, 1)

. For instance, at date t we have VIBA(t) = M x B(t,T) —
B(t,T)

where M =

B(t,7) = 0 (no exchange of money at initiation).

27



» At date s, let us imagine that we have B(s,7) = $99.10 and B(s,T) = $97.37.

Thus:
VFRA(g) = 1.02105 x B(s,T) — B(s,7) = $0.319638 # 0.

This means that the value of the FRA at s is not zero as at date ¢.

[J More generally, we can compute the value of the FFRA by considering separately
the payments of the two counterparties. In particular, let’s first decompose the

payment of the FRA as follows:
Net payment at T = N x (T —7) x [Y™(¢,7,T) — Y™ (7, 1)]

Nx[14+YM@rTY(T-7)]—-N x [14+YD(r,T)(T - 7)]

= Fixed leg payment - Floating leg payment.

28



[J Let us now value the two legs separately. The fixed leg is the simplest one,
given that it corresponds to a fixed payment at 7' and thus we can discount it,

as if it was a ZCB:
V/iwed(s) = Present value of N x [1 4+ Y (¢, 7, T) (T — 7)]

= B(s,T) x N x [L4+Y"(¢t,7,T)(T —7)].
0 With regard to the value of the floating leg, observe that at date s we do
not know the future Y™ (7, T). We handle this problem following a two-step

procedure. First, we compute the value of the floating leg at T:
Viloat(1) = Present value of N x [1 + Y™ (+ T) (T — 7)]

B(r,T) x N x [14+Y™(r,T) (T — 7)]

- [1—|—Y(m)(7-1T) (T — )] x Nx [14+Y™(,T)(T-7)]=N.

29



O We observe that Vfleat(+) = N independently of the floating rate Y™ (+,T), i.e.
the date-7 value is deterministic. Thus, we can discount V/°%(r) from r to s by

means of B(s,T):
Viloat(s) = B(s,7) x N.

00 Combining V/ized(s) and V/oet(s) we have that the value at time s of the FRA,

in which the counterparties exchange at T the cash flow:
Net payment at T =N x (T —7) x [Y™(t,7,T) - Y™ (r,T)],

IS given by

VFRA(g) B(s,T) x N x [1+ Y™ (t, 7, T)(T —7)] — B(s,7) x N

= N x [B(s,T)(L+Y"(t,7,T)(T — 7)) — B(s,7)]

30



B(t, 1)

= M, we can write:
B(t,T)

O Now, given that 1 4+ Y (¢, 7, T) (T —7) =

VFRA(S) = N x [B(s,T) x M — B(s,7)].

[J The definition of M ensures that at the inception date ¢:

VIFRA() = N x [B(t,T) x M — B(t,7)]=0.

J We can equivalently write:

VFRA() = N x B(s.T) x [M M]

- B(s,T)

N x B(s,T) x (T —=7) x [Y™(t,7,T) - Y (s, 7,T)].

31



6.3.2 A Stochastic Discount Factor approach to Forward Rate Agreements

[J We have seen in the previous slides that a FFRA is a contract involving three time

instants: ¢t < v < T, with t the current date and T the maturity date.

O It is important to realize that, assuming m = 1/(T — ) means that F(t,7,T) =

LF(t,7,T) and Y™ (¢t,7,T) = L(t,7,T) (the same for spot rate and factors).

[0 The contract gives its holder an interest-rate payment for the period [T, T].

32



0 At maturity T, a fixed payment based on a fixed rate K (i.e., fixed/known at
t) is exchanged against a floating payment based on the simply compounded

spot rate L(7,T).

[J Basically, this contract allows one to lock-in the interest rate between  and T
at a desired value K. Formally, at T one receives (T'— 7) K N units of currency

and pays the amount (T'—7) L(7,T) N.

33



The date-T payoff is:
y(T') = N x (T'—7) x [K = L(7,T)]

= NXx[14+4KT—-7)]—-Nx [14+L(r,T) (T —71)]
= Fixed leg payment - Floating leg payment.

What the fixed rate K is 7

Given that at the initiation date ¢t there is no cash flow, the value of the FRA

contract is zero: VFEA(¢) = 0.

We will use this condition (and the SDF M, ) to find the fixed rate K such that

VEFRA(t) = 0.

34



J We know that, under the A.A.O., we can write:

VFRA(t)

O From B(,

VFRA(t)

= EMry(T)] = E{Myr N x (T —7) x [K — L(7,T)]}
= N x 14+ KT -71)]E[Mr]—N x Ee{Myr x [1 4+ L(7,T) (T — )]}

= NX[1+4+KT-7)]BT)—-N x Ex{Myr x [L4+ L(7,T) (T —71)]}

T) =1+ L(~,T) (T — 7)) ' we have:

= Nx[1+KT-7)]BT)—N X E,{Mys M;r x B"Y(7,T)}
= N x [1+K(T-7)]B(tT) -~ N x E{M, E-[M,r x B X(r,T)]}
= Nx[1+K(T-7)]BtT)— N x E:{M;,}

— Nx[14+K(T—-7)]BET)—N x B(t, 7).

35



O Clearly:

_ _ B(t,7)
VIRA() =0 <«— 1-|—K(T—7‘)—B(t,T>
. 1 B(t, T) .
= K= T [B(t,T) —1] = L(t,7,T).

0 We have that the date-t fixed rate K that renders the contract fair at time t is

the simply compounded forward rate L(t,7,T).

[J Thus, here we observe that forward rates are interest rates that can be locked
in today (date t) to hedge interest rate risk affecting an investment over [r, T,

and are set consistently with the current term structure of discount factor.
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6.4

Forward Contracts and Forward Prices

In a FRA, two counterparties agree to exchange cash flows according to the
difference between the fixed (at t) forward rate (known at the initiation of the

contract) and the future spot rate.

An equivalent strategy for an investor to lock in a given rate of return in the
future is to agree to purchase a given Treasury security in the future, at a price

determined today.

This equivalent strategy consists in entering into a forward contract with un-

derlying asset a given Treasury security.
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[J Let us first provide the general definition of forward contract, and then we will

see the particular case in which the underlying is a Treasury Bond.

[l A forward contract :

e iS an agreement, signed at the initial date t = 0,

e to buy or sell an asset or a specific interest rate valued V; at a given future

date 7', called delivery date or maturity,

e for a prespecified price K, called the delivery price.

38



[0 Since a forward contract is settled at maturity and a party in the long (respec-
tively, short) position is obliged to buy (respectively, to sell) the asset being

worth Vpr at maturity for K,

= the payoff of the long (respectively, short) position is the contingent claim

Pr =Vy — K (respectively, —Pr).

[J Observe that there is no cash flow at ¢t = 0 and, therefore, the price of a forward

contract at its initial date is zero.
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[0 The delivery price K which induces a worthless forward contract at ¢t =0 is
called the forward price (of the underlying asset valued Vi for the settlement

date T) and is denoted (0, T).

0 For all initial dates ¢t < T, the forward price will be denoted ®(¢,7) and, for

t =T (immediate delivery), we have by definition &(T,T) := V.

[0 The forward price at date t is given by

Ei [Mypg1-...- Mp_a0Ve|  E2[exp(—ri—-...-—rp_1) Vi)
B(t,T) B(t,T)

P (t,T)

(3)
Q - E :T_l i) !
Cov, [eXp g(tﬂj):t ) T} | E?[VT]
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[l and satisfies the recursive relation :
B(t+ 1,T)
B(t,T)

Cb(t, T) Et Mt,t—i—l

>(t + 1,T)]
(4)

_ E;@[B(t>t+ 1) B(t+1,7)

B(L.T) CD(H—LT)] :

where B(t,T) is the price, at date t, of a zero-coupon risk-less bond maturing at

time T.

0 Proof : Because the price of the forward contract is zero we have, under the

no-arbitrage principle, that at any date ¢ :

O=FEi{Mi441-... - Mpr_17 X [V —®(t,T)]} .
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[0 Solving for the forward price we obtain :

SET) = By [Myg41-...-Mp_17 Vp|  E;Eiyq [Mygyr- ... Mpr_17 Vrl
’ B(t,T) B(t,T)
B(t+1,T
= B | M (B(t 5 ) ot + 1.7 .

0 Remark 1 : Relation (3) implies that if the short rate process (r)o<i<r—1 and
Vr are uncorrelated under Q, the forward price process {®(¢,T)}o<i<r—1 iS a

Q-martingale, that is, it verifies for every 0 <t <71 — 1 the following relation
®(t,T) = EX(Vr) = B [®(t+1,T)] . (5)

This would be true, for instance, if the short rate process is known in advance.
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[0 Remark 2 : In the case of absence of dividends, the forward price at date ¢t is

given by:
®(t,T) = (ZtT) . (6)
[1 The price at t of a forward contract signed at O :
P = [®(,T) — (0, 7)] B(t,T) . (7)

(1 Proof :

X
[

Ei{Miy1-...- Mpr_17 [Vr — ®(0,T)]}

By (Mygq1-...- Mp_yp V) — ®(0,T) B(t,T)

d(t,T)B(t,T) — (0, T) B(t, T) .
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6.5 Forwards on Bonds

[0 Let us consider a forward contract (with delivery date 7) on a zero-coupon
bond with maturity date T' > = whose date t price is denoted by B(t,T). Here,

since there is no intermediate payoffs, we get:

0 The forward price, at date t with delivery date 7, on a zero-coupon bond maturing

at dateT'> 7 is

ER [exp(—ri— ... - —r7_1) B(r,T)]
B(t, 1)

d(t,r,T) =
(8)
B(t,T)

= F(t,7,T) (the forward discount factor).
B(t, )
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[0 The No-Arbitrage Argument : let us imagine that ®(¢,7,7) > F(¢,7,T), where

B(t,T)
B(t,7)

F(t,7,T) =

e At time t an arbitrageur can (with net cash flow = 0):

1. Sell the forward zero coupon B(7,T) at forward price ®(t,7,T).

2. Short exactly F(t,7,T) zero coupon bonds with maturity 7 for the amount

F(t,7,T) x B(t,7) = B(t,T), the price of a zero coupon with maturity T.

3. Use the proceeds from 2. to purchase one zero coupon with maturity 7.

45



e At time 7 the arbitrageur:

1. Delivers the zero coupon B(7,T), which he/she owns, and receives ®(¢,7,T),

thereby closing the forward contract.

2. Covers the short position paying F(t,7,7T).

[J The net cash position between ¢t and 7 is positive, with no uncertainty or risk in

this strategy, thus it is an arbitrage opportunity.
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O Example 4: On March 1, 2001 (today = ¢t = 0), the firm may enter into a
forward contract with a bank to purchase six months later (71 = 0.5) $100
million-worth of 6-months Treasury bills (17> = 1 > T7) for a price ¢(0,0.5,1),

for $100 par value, specified today.

e \What purchase price would the bank quote to the firm for the 6-month T-bills?

Applying formula (8), we find that the no-arbitrage price is:

©(0,0.5,1) = 100 x F(0,0.5,1) = $97.938.

e Recall that from the (short) sale of Ty T-bills, the bank purchases M = 1.02105
million of 1> T-bills. Recall also that the net cash flow to the bank at time ¢t =20

IS zero.
47



e At time Ty the bank has to cover the short position, and uses the $100 million
from the firm. Note that at this point the bank holds an amount M = 1.02105

million of 1> T-bills, which now have maturity 7> — 77 = Six months.

e [ herefore, the bank can use these M 6-month T-bills to honor the terms of the
forward contract. That is, at 71 the bank simply delivers its own holdings M of
6-month T-Dbills to the firm. This number M of 1> T-bills is exactly the number
of 6-month T-bills that are needed to ensure the firm gets $100 million-worth
of 6-month T-bills, as the firm requested; in fact, given ®(0,0.5,1), we have:

$100million

= 1.02105 = M.
©(0,0.5,1)
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[J More generally we can consider a forward contract on a coupon bond with pay-
ments C; at time T;, i € {1,...,n}. Let us consider the coupon bond price at
time T < Ty, given by CB(T, ZN“) = Z C; B(T,T;) (with T}, = ZN“), then the forward

=1
price at time ¢t with delivery date T' is given by :

on ~ Ey [Mt,t—i—l ..+ Myp_1 7 CB(T, T)}
SCB(t, T, T) = BT
> CiEi[Myy1-... - Mr_1r B(T,T)]
= =1 (9)
B(t,T)

i Ci B(t,T;)
=1

B(t,T) ; (1T

where ®(¢,T,T;) is the forward price on a ZCB maturing at date T;.
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[J In this case the value of forward contract for every t < T is:

P = [®(t, 7, T) — PO, 7,T)] x B, T). (10)

e where ®(0,7,T) is the delivery price specified at the initiation of the contract.
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0 Example 5: Pricing a Forward on Bonds with Gaussian AR(1) ATSM

e If we consider a Gaussian AR(1) Factor-Based term structure model, then we

know that B(t,T) = expler—_ixt + dr—i] with:

cr—y = —a—+per—i—1,

1
dr—¢ —B+cr—avt + EC%_t_102 + dr—i—1,

with ¢o* = (¢ + ov), v* = (v 4+ v,0).

e Thus, the Forward price ®(¢,7,S), associated to an underlying ZCB with price
Vr = B(T,S) at the delivery date T, is given by:

B(t,S)

o(t,T,S) = BT

= exp[(cs—t — cr—t)xt + (ds—¢ — dr—+)] .
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6.6 Interest Rate Swaps

6.6.1 Floating Rate Bonds

0 In order to properly introduce the concept (and the pricing) of Interest Rate

Swaps, we have first to talk about Floating Rate Bonds (FRBs).

[0 FRBs are coupon bonds whose coupons are tied to some reference interest rate.
The U.S. Treasury does not issue FRBs, but government of other countries as

well as individual corporations do.

[J For ease of presentation, we only consider the case in which the reference rate

coincide with the discounting rate.
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[0 Definition: A semi-annual Floating Rate Bond with maturity T is a bond
whose coupon payments C(T;) at dates T, =05, Tob =1, 13 =15, ... T, =T

are determined by the formula:

C(Ti) =100 x [r2(T; — 0.5) + s],

where ro(t) := R(t,t + 0.5) is the 6-month Treasury rate at t, and s is a spread.
Each coupon date is also called reset date as it is the time when the new coupon

is reset.
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6.6.2 The Pricing of Floating Rate Bonds

[J Let us start with the case in which the spread s = 0. In this case the following

is true:

e If s = 0, the ex-coupon price of a Floating Rate Bond on any coupon date

is equal to the bond par value (the principal).

[0 Example 6: Consider a one year, semi-annual floating rate bond, with zero
spread. The coupon at ¢t = 0.5 depends on today's interest rate r>(0) = 2%,
then C(0.5) = 100 x 2% /2 = 1.

What about the coupon payment C'(1) at maturity T =1 7
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e The last coupon rate C(1) depends on the interest rate in six months r,(0.5)
which is unknown today, yet this doesn’t matter since the cash flow at that time
will be (100 4+ C(1)), which means that the present value at ¢t = 0.5 will be:

100 x (1+4r2(0.5)/2)
14+ 72(0.5)/2 o

CBrp(0.5,1) = 100.

— independently of the level of interest rate (¢t = 0.5), CBrr(0.5,1) will always
be 100. After the coupon is paid at ¢t = 0.5, the value of the bond is the face
value ($100), so the value at t = 0 is:

100 + 1
CBrr(0,1) = = 100.
rr(0,1) = - 2%/

and this is because reference rate and discounting rate coincide.
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[ What if s 20 but t = 0 is a reset date? Effectively the spread is a fixed payment

on the bond so we can value it separately:

n
Price of FRB with spread = (Price of FRB with s =0) + s x 100 x » B(0,t)
t=0.5

=100+ s x 100 x »  B(0,t).
t=0.5

[0 How do we value a floating rate bond outside of reset dates?

e We know that the cum-coupon value will be CB%& (¢, T) = 100(1 + r2(t:)/2)

at the next reset date, and note that r>(¢;) is known.
e All we need to do is to apply the appropriate discount.

e T his leads to the following general formula.
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Let T1,71%,...,T, be the floating rate reset dates and let the current date t be

between time T; and Ty T; <t <Tj4q:

the general formula for a semi-annual floating rate bond with zero spread s is:

CBrgr(t,T) = Present Value of CBY (Ti+1,T)
= B(t,Tiy1) x 100 x [1+2(T))/2],

where B(t,T;+1) is the discount factor from ¢ to T;41.

at reset dates B(T;,T;+1) = 1 + r2(0.5)/2, which implies CBrr(t,T) = 100.
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6.6.3 Interest Rate Swaps: Definition

] A plain vanilla fixed-for-floating interest rate swap contract is an agreement

between two counterparties in which

e one counterparty agrees to make ¢ fixed payments per year at an (annualized)

rate ¢ on a notional N up to a maturity date T,

e While at the same time the other counterparty commits to make payments

linked to a floating (time varying) rate index r,(t).

[J Let us denote by T4,15,...,T, = T the payment dates, with T; =1, 1 + A and

A = 1/¢. We have in general £ = 2 (semiannual fixed payments).
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The net payment between the two counterparties at each of these dates is:

Net Payment at T; = N X A X [ry(T;—1) — ]

The constant ¢ is called the Swap Rate.

The reference rate for the payment at time T; is not the rate at T;, but the one

determined six months before, at T;_1.

The two counterparties agree to exchange cash flows in the future, not today.
Therefore, there is a zero net cash flow at the initiation date (like for a Forward

contract and a FRA).
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0 Example 7: A firm and bank decide to enter into a fixed for floating, semi-
annual, 5-year swap with swap rate ¢ = 5.46% and notional amount N = $200

million; the reference floating rate is the 6-month LIBOR.

e In this swap contract, the firm agrees to pay to the bank every six months

(T,=0.5,1,1.5,...,5):

Cash flow from firm to bank at 7, = $200m X 0.5 X 5.46% = $5.46m .
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e In exchange, the bank pays the firm at every 7; an amount that depends on the

6-month LIBOR 7r2(T;_1):

Cash flow from bank to firm at 7; = $200m x 0.5 x ro(T;_1).

e TTable 5.4 illustrates the cash flows from the bank to the firm and vice versa.
The noteworthy point is that the cash flows from the bank to the firm in Column
3 vary over time, and in particular they have a six months lag from the time

the LIBOR, in Column 2, is realized.

e In this particular instance, the firm would receive a negative net cash flow, as
the reference floating rate declined from 4.951% at initiation to a much lower

number.
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Table 5.4 Example Cash Flows in Fixed-for-Floating Swap

Time ILIBOE  Flow from Bankto Firm  Flow from Firm to Bank  Net Cash Flow to Firm

00 4951 %

05 3460% $4951m $ 5460 m $-0.509 m
10 2040% $3460m $5460 m $-2000m
1.5 1.800 %o $2.040 m $5.460m $-3420m
20 1339% $1.800 m $ 5460 m §-3.660 m
25 1.201 % $1339m $5460 m $4121m
30 1.170% $1201m $5.460m $-4250m
35 1.980 % $1.170m $5460m $-4200m
40 3.190% $1980m $5460 m $-3480m
45  3.996% $3.190 m $ 5460 m $-2270m

50 4978% $3.996 m $5460 m $-1464m




0 Example 8: Today ist =0 = March 1, 2001, consider a firm that sold a piece of
equipment to a highly rated corporation, and it is then due to receive payments

in 10 equal installments of $5.5 million each over 5 years.

e The firm would like to use these $5.5 million semi-annual cash flows to hedge
against the coupon payments the firm must make to service a $200 million

floating rate bond that it issued in the past, and also expiring in 5 years.

e Suppose that the floating rate on the corporate bond is tied to the LIBOR, at

LIBOR + 4 bps.
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e The 6-month LIBOR on March 1, 2001 is currently at 4.95% and so the next
interest rate payment the firm must make is (4.95 4+ 0.04)%/2 x 200 million =

$4.9 million; thus, the next floating rate coupon payment is covered.

e However, if the LIBOR were to increase by more than 0.51% in the next 5 vyears,

the cash flows from the installments would not be sufficient to service the debt.

e A solution is to enter into a fixed-for-floating swap with an investment bank, in
which the firm pays the fixed semi-annual swap rate ¢, over a notional of $200

million, and the bank pays the 6-month LIBOR to the firm.
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e On March 1, 2001, the swap rate for a 5-year fixed-for-floating swap was quoted
at ¢ = 5.46%. So, in this case, the net cash flow to the firm from the swap

contract is:

Net Payment at7; = $200m x 0.5 X [ro(T;—-1) — 5.46%)]

where r>(t) is the six month LIBOR at time ¢.

e \Why does this swap resolve the problem?
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e Consider the net position of the firm at every 7T;:

— receives 5.5 million

— pays (r2(T; — 0.5) + 4bps) /2 x 200 million on its outstanding

floating rate debt

— receives ro(T; — 0.5)/2 x 200 million from the bank as part of the swap

— pays 5.46% x 0.5 x 200 million to the bank as part of the swap
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e Summing up, the firms net cash flow position from the receivable, debt, and

swap is:
Total Cash Flow at7;

= $5.5m (Receivable)
—(r2(Ti — 0.5) 4+ 4bps) /2 x 200m (Debt)
+0.5 x [ro(T; — 0.5) — 5.46%] x 200m (Swap)
= 5.5-0.04% x 100 —-5.46% x 100=0
e That is, the firm is perfectly hedged: The risk in the fluctuations of the LIBOR

stemming from its liabilities has been eliminated by the swap (the firm receives

the LIBOR from the bank, and pays the LIBOR + 0.04% to bond holders).

e T he remaining fixed components sum up to zero.
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Figure 5.3 Hedging wath Swaps
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6.6.4 The Value of a Swap

J How do we value a swap?

[0 The sequence of net cash flows is the same as the one of a portfolio that is:

e |long a floating rate bond, and

e short a fixed rate bond with coupon c

‘/S’wap(t) T1 C) — CBFR(ta T) - CBC(tJ T)

where Viuep(t, T; ¢) denotes the values of the swap at time t, with swap rate
c and maturity date T,, = T'; CBrgr(t,T) is the value of the floating rate bond

and CB.(t,T) is the value if the coupon bond with fixed coupon rate c.
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[0 At the payment dates T;, we have CBrgr(t,T) = 100 and so:

Viwap(Ti, T ¢) = 100 — | 3 g x 100 x B(T},T;) + 100 x B(T;,T)
j=it+1

[J How is the swap rate ¢ determined 7 The contract specification implies that

there is no exchange of money at the inception of the contract.

[J This means that the value of the contract at the inception is zero, and c is

determined accordingly.

70



6.6.5 The Swap Rate and the Swap Curve

[J The Swap Rate c is given by that number that makes the value of the swap at

the initiation date equal to zero, namely Vi, (0,T; ¢c) = 0.

0 Rewriting the swap value equation (generically) for any number n of payment

taking place at dates 11,15,...,T,:

Vawap(0, T5¢) = 100 — | 3~ = x 100 x B(0,T;) + 100 x B(0,Ty)
j=1

and solving for ¢ we have:

71



[0 You may easily verify that, in the previous example, ¢ = 5.46% makes the swap
value of the inception of the contract equal to zero. In other words, ¢ = 5.46%

IS the proper swap rate.

[0 Now, what are the appropriate discount factors B(t,T), to price swaps, given that,
over the years, the swap market grew so much that market forces determine the
swap rate for every possible future maturity? Let us first introduce the notion

of swap curve.

0 Definition: The Swap Curve at time t is the set of swap rates (at time t) for

all maturities Ty, 1o, ..., T, = T. We denote the swap curve at t by c(t,T;) for
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e Given the size of the swap market [$8 trillion, against $87 billions of FRA and
$1.1 trillion of OTC options as of December 2008 (source: BIS); the size of
Treasury debt at that time was $5.9 trillion], the swap curve ¢(t,T) has become
in fact a reference point to determine the time value of money for financial

institutions.

e Indeed, given c(t,T;), we can compute the implicit discount factors B(t,T;) by
applying a bootstrap methodology similar to the one discussed during Lecture

2. Specifically, we can invert the swap rate formula and find for : = 1:
1
c(t,T1)

2

B(t,T1) =

1+
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e While fori:=2,...,n

O Example 9: Let us imagine at the date t = 0, the swap rates, for maturities

T, = 0.5, T» = 1 and T3 = 1.5, are respectively given by c¢(0,71) = 4.951%,

c(0,7T5) = 4.910% and ¢(0,73) = 4.980%. Applying the above presented formula,

the associated discount factors are B(0,0.5) = 0.9758, B(0,1) = 0.9527 and

B(0,1.5) = 0.9289.
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6.6.6 The LIBOR Yield Curve and the Swap Spread

[J Let us denote the discount factors extracted from the swap rates by BL(t,T),

where the superscript " L" stands for LIBOR.

[J Indeed, it is customary to refer to the swap-rate implied discount factors as the
LIBOR discount, and its term structure as the LIBOR Yield curve. The reason

is that the underlying floating rate is the LIBOR.

[J What is the relationship between the LIBOR Yield curve and the one obtained

from Treasuries 7

75



[0 The difference between LIBOR and Treasury yields with same maturities, is
called the swap spread, and it is generally assumed that it is unlikely to become
negative given that probability of default by swap dealers is higher than the

governments.

[J The spread is also very small, in general, but it can become quite substantial

during turbulent periods, such as the credit crisis of 2007-2008.
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6.6.7 The Forward Swap Contract and the Forward Swap Rate

0 The same way it is possible to lock in a future interest rate today by entering

into a FRA, it is also possible to lock in a future swap rate by entering into a

Forward Swap contract.

] Definition: The Forward Swap contract is a contract in which two counter-
parties agree to enter into a swap contract at a predetermined future date and

for a predetermined swap rate f°, called the forward swap rate.
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[0 Example 10: Let us consider again Example 8 but assume now that on March
1, 2001, the firm signed a contract to deliver one year later (on March 1, 2002)
a large piece of equipment. The payment will be made in 8 equal installments

of $5.5 million each over the next 4 years, starting on September 1, 2003.

e Assume the firm plans to use these cash inflows to meet the payments of a
floating rate bond issued some time in the past. As explained in the previous
example, the firm can enter into a fixed-for-floating swap in which it pays fixed

and receives floating.
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e T he problem is that the firm will start receiving payments much further in the
future, and therefore it will need to enter into such a fixed-for-floating swap one

year from now, on March 1, 2002.

e T he firm is worried however that the 4-year swap rate may increase between now
and March 1, 2002, an event that may unduly increase its cash outflows from

the hedging program.

e [ herefore, the firm decides to enter into a forward contract with a bank, in which
the bank and the firm agree today that the 4-year swap rate in the future will

be f5 = 5.616%, to be paid semi-annually in exchange of the 6-month LIBOR.
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[J The question then is the usual: How can the bank commit today to enter into

a swap contract in the future at a given swap rate f3 7

[0 To answer this question, we may recall that the value of a swap [in which the
counterparty receives the fixed rate ¢] can be seen as a portfolio that is (see

Section 6.6.3):

e short a floating rate bond (with value of 100 at reset dates)

e and long a fixed rate bond with coupon rate c.
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[J The payoff from entering a forward swap contract is then given by :

Payoff Forward Swap = CB.(7T,T") — 100

where
x 100 -
CB(T,T*) = "= x Y B(T,T;) + 100 x B(T,T"),
2 e
and 11,715,...,1, are the swap’s reset dates, with 17,, = T*.

[J It can be seen as the payoff from entering into a Forward Contract to purchase

a fixed rate bond with coupon rate ¢ for a delivery price K = 100.
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J What is the value today of this payoff 7 It is the value of a forward contract to

receive a coupon bond at T for a delivery price K = 100:

V8ap(0, T, 7% ¢) = B(0,T) x [®°P(0,T,T*) — 100]

x Y @(0,T,T) + 100 x ®(0,T,T™).
j=1

X 100
where ®CB(0, T, T%) = S- =~

[J While in a standard forward contract the delivery price K is chosen to make
the value of the forward contract equal to zero at initiation, in a forward swap
contract it is the swap rate ¢ that is chosen to make the value of the contract

equal to zero.
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[0 Thus, we must look for ¢ s.t. %{)ap(o,T, T*;c) = 0. The solution is:
1—®(0,T,T%)

> 6(0.7,7;)

j=1

500, T, T%) =2 x

and we see that f5(0,7,7T*) is the swap rate implicit in the forward curve.

] Definition: The forward swap rate of a forward swap contract to enter into a
swap at time T, with maturity T, payment frequency ¢, and payment dates T1,
T>, ..., T, =T is given by:

1—®(0,7,T%)

f;0, T, T*) =4 X -~
> ®(0,T,Ty)
j=1
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6.7

Futures Contracts and Futures Prices

A Futures contract is an agreement, signed at the initial date t = 0, to buy
or sell a standardized asset or a specific interest rate, at a given date T in the

future, for a given price called the Futures price.

At any date ¢, the futures price, denoted F(¢,T'), is the delivery price applicable
to the futures contract. It is similar to Forward contract, yet there are some

differences:

It is traded on a regulated exchange, such as Chicago Board of Trade (CBOT)

or the Chicago Mercantile Exchange (CME).
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e The regulated exchange defines the characteristics of the contract, and it guar-
antees that the payments will be honored at maturity, through the exchange
clearinghouse.

e [ he security underlying the contract is standardized, in the sense that the future
contract clearly specifies the type of security this is eligible for delivery, as well
as the time and the method of delivery of the security.

e Positions in Futures contracts are governed by the so called " marking to
market” procedure : the futures contract is worth zero at ¢t = 0, then each in-

vestor is required at every trading day ¢ to deposit funds into a margin account.
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e Marking to market means that Profit and Losses from a futures contract’ s
trading activity accrues to traders with daily frequency:
— In order to enter into a futures position, a trader must post an initial amount
of money in a specific account in the exchange, called initial margin.
— As the futures price moves, the margin account gets debited or credited,
depending on the movement.
— If the total amount in the account moves below the maintenance margin,
the exchange issues a margin call and the trader must replenish the trading

account back to the initial margin.
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Considering the futures price process F = {F(0,T),...,F(T7,T)}, at the end of
each trading day ¢t (with 1 <¢ < T) the balance of the investor’'s margin account
is adjusted by the amount A, =F&,T) —F(t—1,T).

Consequently, futures contracts are actually closed out after each trading day,
and then start afresh the next trading day.

The futures price at date t is given by :

M %
tt41 T-1,T VT] _ Ei@ Vil | (11)
eXD(—?“t — ... — TT—l)

F(t,T) — Et [

and satisfies the recursive relation :

. My i+1 0
F(t,T) = K [B(t7t+ Iy F+ 1,T)] = EQ[F(t+1,T)] . (12)
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[J So the Futures Price process {]F(t,T)}ogth iIs a Q-martingale or, in other words,

the process (A:)o<i<r IS @ Q-martingale difference.

Proof : At the trading day T — 1, after the resettlement payment, the price
of the futures contract is equal to zero; this means that given a pricing kernel
Mr_1 1 for the period (T'—1,T) and, under the assumption of absence of arbitrage

opportunities, we have :

0 = EralMrar(Ve —F(T —1,T)] = E? [ [Er_1(Mr_17) (Ve — F(T — 1,T))]
= BEr_1 (Mr_17) Ef | (Ve —F(T - 1,T)) ;
(13)
and therefore :
F(T —1,T) = EZ , (V7). (14)
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b) Similarly, at any date ¢, the price of the futures contract after the settlement is

zero and, since the payoffis F(¢t+ 1,T7) — F(¢,T) at date ¢t + 1, we have:

F(t,T) = EZ(F(t+1,7)) = EZ (Vr) . (15)

c) Under the historical probability P, relation (15) can be written as :

M. e My
F(t.T) = B, ti1 T-1T VT]
| Ey(Mity1) ... - Ep_1(Mrp_1,7)
= L eXD(Z;'Tz_tl ri) Mygy1 ...  Mp_17 VT]
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0 Finally, let us give a general relation between the forward and futures price:

Covy (NIZ} exp(—rs), Vi)

St T) —F(t,T) = 2105

(16)

0 Proof - from the definition of Forward and Future price we have:

E@ [exp( Z _, L) VT}
®(t,T) - F(t,T) = BT — B (Vr)

EQ [exp( ST1 ) VT} _ g [exp( ST | B2 (v

B(t,T)
Cov [exp( St ), Vr
B(t,T)
[J Therefore the forward price and the futures price coincide if and only if the two

random variables exp(— Z _, ' 7)) and Vi are Q-uncorrelated. In particular, this is

true in the case of deterministic short rates r;.
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6.7 Futures on Bonds

0 The time t Futures Price for a Futures Contract on a zero-coupon bond maturing

at date S > T, with delivery date T, is given by:

F(t,T,S) = E2[ B(T,S)] . (17)

[0 The Future Price at date t of a Futures Contract (with delivery date T') written
on a coupon bond with payments C; at time T;, i e {1,....,n} A <T<T1 < ... <

T, = T) is given by:

FOB(t,T) = E;@[CB(T,TV)}in@

z”: C; B(T,T;)
i—1

— zn: C;F(t,T,T)). (18)
=1

where F(t,T,T;) is the Futures price on a ZCB maturing at date T;.
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[0 Example : Pricing a Futures on Bonds with Gaussian AR(1) ATSM
e Let us denote the risk-neutral Laplace transform of z;41, conditionally to z, in

the following way:
Ei(&@[exp(ua?t+1)] = eXp [u(z/ + 80 T ) _|_ 1 u> 2]

= exp[a*(u) z: + b*(u)],

where a*(u) = ue* and b*(u) = uv* + 3 Lu202.
e Then, the time t futures price for a futures on a ZCB maturing at date S > T'is

given by (denoting a* the function a* compounded j times):

F; = EX[B(T,S)] = E2[exp (cs_1 zr + ds_7)]

= EY (E%_l [exp (cs—1 7 + ds_71)]

= exp (T D (esr) @+ ds—r + Y=g b (@ (es-1) ) -
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6.9 Credit Risk

6.9.1 A Definition of Credit Risk

0 What is credit risk ?
It is the risk of not receiving an amount of money you were promised.
[J We can equivalently talk about default risk, i.e. the risk that an obligor does

not honour his payment obligations.
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O Typically:
e Default events are rare (on average over a large sample).
e They may occur unexpectedly (...besides when we are in crises periods).
e Default events involve significant losses.
e T he size of these losses is unknown before default.

] All payment obligations represent some sort of default risk.
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0 Recovery :

e \We have bought a bond from a firm making default before we receive all
cash flows. How much do we receive in that case? The firm is not in
the possibility to pay all creditors. The seniority order of reimbursement
typically is : 1) Senior Secured, i1) Senior Unsecured, i11) Subordinated, iv)
Junior Unsecured.

e T he Recovery Rate is the fraction of the owed amount of money recovered
by the creditor (i.e. the lender). It is usually expressed as a % of the owed
notional, and it is not known in advance.

e Loss Given Default = 1 - Recovery Rate.
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[1 Components of Credit Risk

e Arrival risk : whether default will occur or not = we talk about Probability
of Default.
— We do not know in advance if a firm will make default or not over a time
period of interest [0,T]. The default event is a stochastic phenomenon.

e Timing risk : the moment/date when default occurs.
— Even if we knew that a firm will make default, we do not know when (at
which date ¢t € (0,7]) this default will arrive.

— The time of default is stochastic.
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[1 Components of Credit Risk

e Recovery risk : how severe the losses are = clearly, it depends on the
probability distribution of the recovery rate.

e Market risk : changes in the market price of a defaultable asset. Several
factors may affect in a “bad way’ the price of the defaultable asset we have
bought: i) Common Factors in the economy where the firm is; 1) Specific
Factors of the industry in which the firm operates.

e Default correlation risk : risk of several obligors defaulting jointly (at the

same time) = joint arrival risk, joint timing risk.
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6.9.2 Credit Derivatives

(1 A first definition :

e it is derivative security that is primarily used to transfer, hedge or manage
credit risk.

e A derivative security whose payoff is substantially affected by credit risk.

e Examples : a) ZCB or a coupon bonds issued by a firm with a positive

probability of default; b) a derivative written on such a bond.
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[1 Narrower definition :
e A credit derivative is a derivative security that has a payoff which is con-
ditioned on the occurrence of a credit event.
e The credit event is defined with respect to a reference credit, and the
reference credit asset(s) issued by the reference credit.
e If the credit event has occurred, the default payment is (supposed to be)
made by one of the counterparties.

e Besides the default payment, a credit derivative can have further payoffs

that are not default contingent.
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0 Market terminology :

e Buying a credit derivative typically means buying credit protection, which
IS economically equivalent to shorting the credit risk.

e SO selling credit protection means going long the credit risk.

e Alternatively, one may speak of protection buyers/sellers as the

payers/receivers of the premium.
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[0 Credit Event : an event that gives a protection buyer the right to settle a credit
derivative. Examples :

e bankruptcy — defined quite widely to include the credit reference being
dissolved, becoming insolvent, making an arrangement for the benefit of its
creditors, and having a judgment of insolvency made against it.

e failure to pay — when the credit reference fails to make interest (coupons
for instance) or principal (face value) payments when due after a permitted
grace period.
<~ a grace period is a period, usually of 30 days, in which a borrower is

permitted to make interest or principal payments that it has missed.
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[0 Examples (continued) :

e restructuring — when the credit reference restructures its debt. For in-
stance, we have interest payments reduced, principal amount reduced, ma-
turity extended, becoming subordinated to another obligation or having its
currency changed.

e ratings downgrade (by rating Agency) below given threshold — the down-
graded firm is judged riskier and this information is discounted by the market
(which ask for a compensation) by selling stocks. Thus, the quoted stock

price |.
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Let us consider again a firm that has a given probability of defaulting and not
paying all it borrowed. The firm can borrow money from a bank (loans) or from
investors (bonds).
So What? Where does credit risk show up?
Credit risk will determine the borrowing costs of that company:

e T he firm will have to pay higher coupon on its bonds in order for investors

to be willing to buy them. That is, in order to compensate for the risk.
e Banks will require higher interests on the loan to be compensated for the

higher risk.
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6.9.3 Components of the expected loss in a simple static setting

0 Any institution (firm/bank) is interested in evaluating its Expected capital Loss
over its credit portfolio during a time interval of interest [0,T].

[1 The capital associated to the Expected Loss is supposed to be compensated
(hedged) by a given amount of Reserves.

[0 For any given credit, the associated Expected Loss is function of: i) the default
probability; i:) the exposure at the date of default (Exposure-at-Default),
i.e. the residual amount of money to be paid at the default date, and the loss

depending on the recovery rate.
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[J Now, the realized loss may differ from the expected |loss because of uncertainty.
A bank, for instance, is worried not only about the unexpected but also about
the expected loss.

[0 The bank is interested to know (to anticipate) the maximum amount of expected
(potential) loss over a given time horizon of interest.

[J Let us focus on the Expected Loss, and let us study its components. We consider
a loan of an amount Agp that a firm obtain at date ¢t = 0 from the bank, at an

annual rate Ry, over the period [0, T].
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[J In the case of no default, the value at date T of this credit is:
Apr = Ao x (1 + Ror)' .

[J In the case of default, the value at date T of this credit is a fraction RRp of
Ao x (1 + Ror)!:

Ar = Ao x (1 + Ror)TRRy,

where RRp is the recovery rate at T'.
[J At date t = O, there is uncertainty about the default event in ¢t = 7T and about

the size of RRp in case of default. Let us define:
1 ifdefaultint="1T

Zp =
O if not.
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[0 The value of the credit at ¢t = T is therefore given by:
Ar = Ao x (14 Ror)' — Zr[Ao x (1 4+ Ror)' (1 — RRy)]

= Ao x (14 Ror)'[1 — Zr(1 — RRy)],

[0 In the terminology of Basel Committee, we have:

EADy = Ao X (14 Ror)? is the Exposure-at-Default
RRT = is the Recovery Rate
1 - RRr = is the Loss-Given-Default.

[0 The expected value of the credit is therefore given by:
Eo(Ar) = Aox (14 Ror)! — Eo[Z7[Ao x (1 4+ Ror)' (1 — RR7)]]

= Ao x (14 Ror)'[1— Eo[Zr(1 — RRp)]],
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while, the expected loss is:

Eo(Ly) = Aox (14 Ror)' x Eo[Zr(1 — RRy)]

EADT X Eo[LGDT | ZT = 1] X EO(ZT)

= EADT X ELGDT X DPT,
given that:

Eo[Zr(1 — RRy)] = Eo[Zr(1 — RRy) | Zr = 1] x Po(Zr = 1)
+ Eo[ZT(]. — RRT) | Zr = O] X PO(ZT = O)

= FEo[(1 —RRyp)|Zr=1] x Py(Zr =1).
We have that DPr = Eo(Zr) = Po(Zr = 1) is the Default Probability and

ELGDyr = Eo[LGDr| Zpy = 1] is the Expected Loss-Given-Default .
Remark : Observe that in this simple case, we have not corrected for the

discount rate between 0 and T' (Mo = 1).
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6.9.4 Defaultable Bond Prices in a simple risk-free dynamic setting

[J How do we translate the credit risk into a bond price specification 7

[0 Let us consider the old problem to price DB(0,T) at date ¢t = 0 a ZCB maturing
at date T' > O (with unitary face value). But now this asset is issued by a firm
characterized by a positive probability of default.

O It is clear that DB(t,T) is going to also depend on i) probability that the firm

make default before T and on ) the recovery rate in case of default.
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[J Notation and assumptions - 1 :
e 7 denotes the random time of default; if 7 > T = no default.
e 7 IS a non-negative random variable characterized by an Exponential Law
with parameter \:
i) fu(r)dr = X exp(—=A7)drl >0 is the P{Default occurs at some 7};
ii) P(r>T|7>1t) =exp[—A(T —t)] = P{Survival over [t,T]}
iii) P(r <t) =1—exp(—At) =1 —P{Survival over [0,t]}

iv) limg.g s !P(r >t+s|7>t) =XV t>0 is the default intensity.
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0 Notation and assumptions - 2 :

e given the default time 7, we define (again) the default process by:

1 ifdefaultatr < T
ZTT:

Y

O if not.

It is a point process with one jump of size one at default.
e RR denotes the recovery rate and it is constant.
e the default event can happen at dates t1 <t < ... <ty =T1T.
e we assume a risk-free discount factor (P = Q) with a constant short rate

(re=1r) : Mot = DFor = exp(—rt).
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[1 Default and Survival Probabilities :
e Let us assume to be at date t € (0,7) and the firm is alive.

e \We assume that the probability that the firm make default by time T, given

that we know that at t is alive is given by:
P(r<T|t>t)=Pr<T—-t)=1—-e T =DP, ;1
e The survival probability S, is given by:

Siir=Plr>T|r>t) =e XD =1_P(r <T —1t)
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0 Pricing-1 :

e The unitary payoff, of the defaultable ZCB with date ¢ price DB(¢,T), is:

e Following the A.A.O.

Q = P we can write:

DB(0,T) =

where B(0,T) = exp(—

y(T) = RRIg<ry+ Iiomy

RRZ,7+ (1 - Z:1)

= 1—ZT,T(1—RR).
principle, under the risk-neutral probability measure

exp(—rT)E{[1 — Z.7 (1 — RR)]
exp(—rT) — exp(—rT)(1 —RR)P(+ <T —1t)

exp(—rT) — exp(—rT)(1 — RR)DP. ;1.
rT) is the non-defaultable ZCB price and the second

term is the risk-free discounted value of the expected loss.
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] Pricing-2 :
e Indeed, we have that FADyr =1, LGDr = (1 — RR) and Eo(Z; 1) = DP; ;1.
Thus, the loss at date T is Ly = (1 — RR) Z,r and therefore Eo(L7) =
(1 — RR) DP; r.
e We have that the difference between the risk-free (non defaultable) and the

risky (defaultable) bond price is (in that simple setting) given by
exp(—rT) (1 — RR) DPr;,

that is the present value of the expected loss (associated to one unit of

money).
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[1 Observe that :
e If RR=0, then y(T) =1— Z,r and DB(0,T) = exp(—rT) (1 — DP, ;7).
e if DP,;,7 =0 (or RR=1) then DB(0,T) = B(0,T).
e The ZCB price DB(0,T) increases as DP.r decreases
e The ZCB price DB(0,T) increases as RR increases toward one.
[J Remember the assumptions :
e Q =1, e recovery and short rates are assumed constant;

e default probability, recovery rate and discount factors are independent;
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[J Relaxing these assumptions drives toward more realistic and more complicate
pricing formulas.
[0 In general (but assuming a recovery RR; 4, at maturity even if the default date

is at 7 <t+ h) we can always write:

DB(t,t+h) = E{[Myyn(RRynlr<itn) + Lrsiny)]

EF[Mt,t—l-h X RRtt4n X H{T§t+h}] + E}tP[Mt,t-l—h X ]I{T>t+h}]

= Eé@ [exp (— Zfi?_l 7“@) X RRiiqpn X H{T§t+h}:|

+E? [exp (— ZZI? - m) X H{T>t+h}]
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[ If, in addition, we assume RR; 4 = O:

DB(t,t+h) = E{[Myrn X Lirsigny]

= Ef:@ [eXD (— Zfif - Ti) X H{T>t+h}}

[0 Even more generally (assuming a recovery RR;;4+; at the default date r =t + i)

we can always write:

h

DB(t,t+h) = ZEF[Mt,tH X RRyi+i X Lpivn] + By [Meggn X Lipsign]
i=1

Z?zl Eé@ [exp (— Z;J;it_l rj> X RR4; X H{T:Hi}]

+E2 [exp <— S Ti) X H{T>t+h}]

122



[J Nevertheless, if we assume RR;4; = O:

DB(t,t+h) = Ef[My4n X Lrsigp]

B} [exp <— St Tt z) X H{T>t—|—h}}
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L1 We

have to make assumptions about:

the information used by the investor to price: which variables enter into the

factor =+ 7
xt = oObservables and/or latent factors

= financial and/or macro factors

= common and/or specific factors
which are the assumptions about M; 4, and the associated market price of

factor risks 7

which is the joint historical dynamics of the SDF, default process and re-

covery rate 7
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6.9.5 Credit Risk : Sources of Information

[0 Credit risk = default probabilities over a given horizon AND recovery rate

conditional on default

[0 Challenges :

e Asymmetry - limited upside but substantial downside,

e Credit returns are skewed and fat-tailed,

e Defaults are rare events - difficult to estimate default probabilities or default

correlations from data.
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J Where can we find information about the credit risk components 7
[1 3 main sources of information :

e from RATINGS,

e from the FIRM,

e from the MARKET.

[0 Go to Rating Agencies and search for credit ratings (grades!).
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[1 Go to the firm and search for the true determinants of default and recovery
rate dynamics:
e Vvalue of assets;
e balance sheets;
e amount of debt, interest rates, .. .;
e EXxpected cash flows, ...:
[0 Go to the market (reverse engineering)
e Prices should tell us something about the firms credit risk (market assess-

ment of credit risk).
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[0 Each source of information identify a modelling approach:
¢ Rating Based Models : from the Rating Agency
e Structural Models : from the FIRM. Credit risk comes from the firms
fundamentals.
¢ Reduced Form Models : from the MARKET. Credit risk comes from

the market assessment.
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[0 Rating Based Models :

e Rely on credit ratings provided by rating agencies:

Fitch, S & P | A AA AA A BBB BB B CCC CC C D NR

Moody's Aaa Aa A Baa Ba B Caa Ca C D NR

where AAA denotes the best rating (grade), D indicate Default and NR
means Not Rated.

e From AAA (Aaa) to BBB (Baa) we have an Investment Grade (high
quality). From BB (Ba) to C we have a Speculative Grade (“Junk”).

e Assumption: all relevant information (for credit risk) is captured by ratings

categories and the probabilities of transiting from one category to another.
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[1 Structural Models :

e They directly relate default probabilities and recovery rates to firm funda-
mentals.

e Favored by the part of the academia (finance/economics) interested to ex-
plain the structural (form-based) reasons of the credit risk.

e Hard to calibrate (properly).

e Consistent framework to price equity-credit products.

e In the industry several simple structural models are used (though most people

are not aware of)
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[l Reduced Form Models :
e Default modeled using an exogenous default intensity process.
e Popular within the industry for their easy and quick calibration to market
prices.
e They have the (quasi) monopoly in defaultable bond pricing and credit
derivative pricing (like Credit Default Swap).
e Favored by the part of the academia (finance/economics) interested to well

fit the data (model flexibility).
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6.10 Rating Based Models

[J Ratings agencies, such as Standard & Poor’'s or Moody's KMV issue ratings on
the creditworthiness of borrowers:
e they use historical data on defaults over a period of more than 20 years.
e Debtors are considered in default as soon as they miss a payment obligation
on any coupon or principal.
e Based on historical data, ratings agencies estimate probability p;; of transit-

ing from ratings category ¢ to ratings category j5 over a give horizon.
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O Limitations:
e Averages across heterogeneous firms (different industries etc.)

e Averages over the business cycle, but there are significantly more defaults

in recessions than there are in booms.
e Recovery rates also vary across business cycle.
[0 For developments: see Lando (2004) and the references therein, Foulcher,

Gourieroux and Tiomo (2004, 2006), Gagliardini and Gourieroux (2005a, 2005b).
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6.11 Reduced Form Credit Models in Discrete-Time

6.11.1 Motivations

[J The fundamental reference is the paper Gourieroux, Monfort and Polimenis
(2006): " Affine Models for Credit Risk Analysis”, Journal of Financial Econo-
metrics.

0 Propose a pricing method for corporate bonds (among other) which would be :

e tractable (almost explicit pricing formulas)

e in discrete time and sufficiently flexible.
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[J and which would take into account:
e a time and age varying default risk;
e a correlation between default and default free term structure;
e default correlation;
e see GMP (2006, JFEC) for details.

e See also Mueller (2009) and Monfort and Renne (2010).
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6.11.2 The Setup

0 We have n firmsi € {1,...,n} and we denote by 7; the failure date for any firm
ie{1,...,n}.

O Assumption A.1: There exist general (systematic) and corporate specific fac-
tors, respectively denoted by (z:),(z!) =i =1,...,n. These factors are indepen-

dent, Markovian and their transitions are such that :
Elexp(u'zi41) | zt] = explag(w)'zt 4+ by(u)]

Elexp(u'zi ;)| zj] = explac(u)'z} + be(w)]
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[0 Thus, the factors satisfy a compound autoregressive (Car) process [see Darolles,
Gourieroux, Jasiak (2006)]. The conditional distributions are defined by means
of the conditional Laplace transform, or moment generating function, restricted
to real arguments wu.

[J By Assumption A.1. the population is assumed homogenous, that is, the distri-
butions of the corporate specific factor processes are independent of the firm.

[J Thus, the cohort is both homogenous with respect to the birth date and to

individual characteristics such as the industrial sector, or the initial rating.
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[0 Finally, the general factor x; is defined for any date t, whereas the firm specific
factor z! only exists until the default date 7; of the i"* firm.

[0 This explains why the independence between idiosyncratic and systematic factors
is assumed.

[J Otherwise, complicated effects have to be taken into account at any firm’'s
failure time [see e.g. Jarrow, Yu (2001), Gagliardini, Gourieroux (2003) for this

extension in the case of two borrowers].
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[1 In this model, instantaneous default correlation arises only because of the com-
mon risk factors that drive individual firms’ default intensities. Equivalently, given
those common factors, default arrivals of different firms become independent.

O Notation : z = (z¢,Vt), z'= (zl,vt), and, z, = (a,t<h), ﬁ = (z!,t < h).

O Assumption A.2: Conditional on the realization path of the factors, z, 2% i =

1,...,n, default arrival times 7;,,2 = 1,...,n are independent.
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[J Moreover, the conditional survivor intensities are such that :

Si,t,t-l—l = Pln>t+1ln>tz,2/,5=1,...,n]
= Pln>t+ 17> t,x41, 2 4]

= eXD[—(CH-l + /81,54_137154-1 + %—i—lxi—l—l)]

= exp(=X;,), say, Vt,

[J where (441, Bi+1,7+1 are deterministic functions of time.

[0 Since the conditional survivor probability is smaller than 1, we have : Ag =
¢+ Bixy + vzt > 0,Vt. These restrictions imply conditions on both the sensitivity
parameters and the factor distribution. For instance, they are satisfied if both

factors and sensitivity coefficients are nonnegative.
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[J The survivor intensity depends on time by means of factors a:t+1,x§+1 and sensi-
tivities Ci+1, Bi41, Vit1-

[0 The sensitivities (factor loadings) (i+1, Bi+1,7t+1 Capture the age effect : their
dependence on (t+ 1) catch information about the age of the living firm.

[0 The general factor x;, and the specific factor z! capture the time effect : they

account for an economy or an industry in recession or expansion.
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O Assumption A.3: We are under the absence of arbitrage opportunity principle,

and we assume the one-period stochastic discount factor M;;41 is given by:

My 41 = exp [Gft(&t)lxt—kl + 5t(£t)] ;

where oy is the " factor loading” or "sensitivity” vector.

O Since exp(—r:) = Ey(Mii41) = exp [ | z¢) + 6], the SDF can also be written:
Mii+1 = exp[—r+ aj(zi)xit1 — Y arlze)]

= exp[—(0o + 01'x:) + aj(ze)xip1 — Yi(onlzt)]

where ¥:(u) = log ¢i(u) = log Eexp(u'xz;41)] denotes the historical conditional
log-Laplace transform of the factor (x:), and where we have assume (as usual)
ry =— 60 —I— (91 /ZUt.
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0 When the SDF is exponential-affine, we have convenient additional results:

d Q41 exp(ayriy1 + 6¢)
d]pi d?(wt+l|wt) — I ¢ /t+
tt+1 t eXD(Oétht+1 + 4¢)

= exp [aj@i41 — Yi(auw)],

so dY is also exponential-affine.
[J The conditional R.N. Laplace transform of the factor x;4+1, given z, is :
pr(ulw) = Ef [exp(Wzi1)] = Erexp [(u+ ) zg1 — i(ow)]

ot(u + o)
pi (o)
[J and, consequently, the associated conditional R.N. Log-Laplace transform is :

b2(u) = i(u + ) — () .
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[0 Conversely, we get :

dP
R dy (Try1]ze) = exp [—Oéfsl‘t+1 + wt(at)]
d Q141
[0 and, taking u = —ay in w;@(u), we can write :

2(—ar) = — ()

L and, replacing u by u — o4, we obtain :

e(u) = P2 (u — o) — PP (—ay).
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1 We also have :
dy (z41|2z) = exp [—a2$t+1 — ¢i@(_0‘t)] )

d;@(xt—l—ﬂ@t) = exp [Oéixt—kl + @@(—Oét)] :
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6.11.3 The Term Structure of Corporate Bonds

[J Price at t of a payoff g4+, at t+ h :
Pi(g,t+h) = Eif(Mit41... Migh—1t+h Ge+n)

— Et(Mt,t+h gt—i—h)

[J Zero-coupon non-defaultable bonds :

B(t,t + h) = Ey(M;i+n)

[0 Zero-coupon Corporate bond issued by the firm i (zero recovery rate):

DB;(t,t +h) = Ee[My 40 Lrsern] = Ee[Myiin (1 — Zr 140)] = Ee[My 40 Sty 1]
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J Key Idea : we want to calculate
DB;(t,t +h) = E[M;ypnLrsiyn| 1] .

where I; = (z¢, 2!, 7 > t).

h
[0 We have that I,.vip) = H I, ~i+; and:
j=1
DBi(t,t+1) = E[Mi411 541 1]

— E[Mt,t+1 E[]ITZ->t—|-1 | Tt+1, CUi_H, It] | It]

= Ei[M;1 eXD(—)\i_H)]-

[0 Thus, it is possible to prove (exercise):
DB;i(t,t+h) = E[Miqp1..Miyh-1t+nlrsetn) | 1]

= E[Mt,t+1--~Mt—|—h—1,t—|—h exp(—AiH — . — Ai—i—h) | It] .

148



] We can also write:
DB;(t,t+ h)

= FE[M;y+1 DBi(t+ 1,t+h) L si41) | I

= E[My1 DB(t+ 1,6+ h)P(ri > t+ 1| @y, 20,4, 1) | I)

= E[M41 DBi(t+ 1,t+ h) exp(=X,_ ) | 1]

= FE[M;41 DBi(t + 1,t + h) exp(—Cit1 — By 1Te41 — Vi 1%y 1) | 1]
= E{exp[—0o — Ojx: + ojxi41 — Yi(aw)] DBi(t + 1,t 4+ h)

eXp(_Ct—l-l — B£+1xt+l — ’7£+1xi+1) | It}

[0 Suggest the pricing formula DB;(t,t+h) = exp[@L t:@—l—é’i t’xi—l—f);'b .] and we solve
recursively (as in the non-defaultable case).

O We find the recursive equations Cy,,, C} ., D ..
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[0 For A\ = 0O for all ¢, we find the non-defaultable ZCB price B;(t,t + h). Indeed,

we coherently have S’,, ., =1 for any t.

[0 The credit spread (in this case with zero recovery) is given by:

1 DBi(t,t+h)

Y

1

(t+h)

[ I[{Ti>t+h} ] )

O where Q(+") denotes the (¢t 4+ h)-forward neutral probability measure.

150



[0 Example: z; and z! follow scalar independent Gaussian AR(1) processes under

the historical probability P:
Ti41 = vHopxi+oei41, 41 ~ N(O,1)
a:i_l_l = Vi—l—goizci—l—aiei_H, €i+1 ~ N(0,1).

[J We assume that the one-period Stochastic Discount Factor M,y is given by:

Mt,t+1 = e&Xp [_(90 + 91 xt) + Ot Ti41 — wt(at)] ’

where r = 0g + 601 x;: is the risk-free rate, ax = ap + a1z is the market price
of factor risk and ¢(u) = log pi(u) = log Ei[exp(ux;+1)] denotes the historical

conditional log-Laplace transform of the general factor (x:).
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[0 The last assumption concerns the conditional survivor intensity, which is given

by :
Si,t,t—l—l — ]P)[T’L > 1 + 1|TZ > t,@; 'CU_Z]

= Plrn>t+ 1|7 >t, xt—|—17xi-|—1]
= exp[—(Ci41 + Ber1Tir1 + Yep17) )]

= exp(=X;,), say, Vi,
where (41, Bit+1, Vi1 are deterministic functions of time. We will denote the date

t information as I; = (z, 2!, 7 > t).
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0 It is easy to verify (exercise) that DB;(t,t 4+ h) = exp[Ch, z: + 5;'” xt 4 52 .] with:

( 6h,t = —01+ (6'h—1,t+1 — Bit1) (p 4+ a1 02)

Chs (Ch 141 — V1) ¢
ﬁz,t = —0o+ ﬁﬁ—l,tﬂ — Cy1+ (Cro1441 — Big1) (v + aoo?)

1 ~ - |
+§(Ch—l,t—|—1 — Bi+1)°0° + (Ch 1441 — N+1) V'

1 ~. ,
+§(C;L—1,t—i—l - ’Yt-|—1)2(01)2 -
\

O] with Co,t — 0, C’(i),t =0, d(),t = 0.
[0 The Term Structure of Defaultable Interest Rates is given by:

~ 1~. . 1~-

Chiaxt——C},x; — — Dj
) h,it *~t h,t -

h ™ h

1

RP(t,t+ h) = -
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[0 Given that R(¢,t + h) is given by:

1 1
R(t,t+h) = —=Chai— =D
(t,t + h)  Chae — = Dy
[J with recursive equations:
Crp, = =014+ Ch1(o+ a10?)
1
Dy, = —0o+ Dy_1+Ch_1(v+ ago?) + E(Ch—1>20'2 :

[J we have that the credit spread is still an affine function of the factors:

. 1 _~ 1 ~. . 1 ~.
CSZ(t, t —I— h) — —E [Ch,t — Ch] It — E C;L,t $i — E [D;L,t — Dh] .
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[0 How do defaultable (corporate) and non-defaultable yields and associated spreads
move over time 7 How do they behave around recessionary periods 7

[0 Let us see a couple of pictures taken from Mueller (2009).

[J Panel A shows the 3-month, 1-year and 10-year Treasury yields, and 10-year
corporate bond vields for AAA, BBB and B credits, respectively. Panels B and C
show the 1-year and 10-year spreads for AAA, BBB and B credits, respectively.
The time period is 1971:3 - 2008:3 although corporate bond data are only

available starting in the 1990's. The shaded regions show the NBER recessions.

155



Panel A: Yields
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Panel B: 1 yr credit spreads

Panel C: 10 yr credit spreads

1985 200C 2005
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