Modeling Term Structures of
Defaultable Bonds

Darrell Duffie
Stanford University

Kenneth J. Singleton
Stanford University and NBER

This article presents convenient reduced-form models of the valuation of contin-

gent claims subject to default risk, focusing on applications to the term structure

of interest rates for corporate or sovereign bonds. Examples include the valuation
of a credit-spread option.

This article presents a new approach to modeling term structures of bonds
and other contingent claims that are subject to default risk. As in previous
“reduced-form” models, we treat default as an unpredictable event governed
by a hazard-rate proce$©ur approach is distinguished by the parameter-
ization of losses at default in terms of the fractional reduction in market
value that occurs at default.

Specifically, we fix some contingent claim that, in the event of no default,
paysX at timeT. We take as given an arbitrage-free setting in which all
securities are priced in terms of some short-rate processl equivalent
martingale measur€ [see Harrison and Kreps (1979) and Harrison and
Pliska (1981)]. Under this “risk-neutral” probability measure, weHgt
denote the hazard rate for default at timend letL; denote the expected
fractional loss in market value if default were to occur at timsonditional
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on the information available up to timieWe show that this claim may be
priced as if it were default-free by replacing the usual short-terminterest rate
process with the default-adjusted short-rate proc&s-r + hL. Thatis,
under technical conditions, the initial market value of the defaultable claim

to X is
;
Vo = EQ [exp(—/ R dt) x} , (1)
0

whereEJ denotes risk-neutral, conditional expectation at date 0. This is
natural, inthah; L is the “risk-neutral mean-loss rate” of the instrument due
to default. Discounting at the adjusted short rRtéherefore accounts for
both the probability and timing of default, as well as for the effect of losses
on default. Pye (1974) developed a precursor to this modeling approach in a
discrete-time setting in which interest rates, default probabilities, and credit
spreads all change only deterministically.

Akey feature of the valuation equation [Equation (1)] is that, provided we
take the mean-loss rate procédsto be given exogenoushstandard term-
structure models for default-free debt are directly applicable to defaultable
debt by parameterizin® instead ofr. After developing the general pric-
ing relation [Equation (1)] with exogenow®in Section 1.3, special cases
with Markov diffusion or jump-diffusion state dynamics are presented in
Section 1.4.

The assumption that default hazard rates and fractional recovery do not
depend on the valu¥; of the contingent claim is typical of reduced-form
models of defaultable bond yields. There are, however, important cases for
which this exogeneity assumption is counterfactual. For instance, as dis-
cussed by Duffie and Huang (1996) and Duffie and Singleton (1997),
will depend onV; in the case of swap contracts with asymmetric counter-
party credit quality. In Section 1.5, we extend our framework to the case of
price-dependertty, Lt). We show that the absence of arbitrage implies that
V; is the solution to a nonlinear partial differential equation. For example,
with this nonlinear dependence of the price on the contractual payoffs, the
value of a coupon bond in this setting is not simply the sum of the modeled
prices of individual claims to the principal and coupons.

Section 2 presents several applications of our framework to the valuation
of corporate bonds. First, in Section 2.1, we discuss the practical impli-
cations of our “loss-of-market” value assumption, compared to a “loss-
of-face” value assumption, for the pricing of noncallable corporate bonds.
Calculations with illustrative pricing models suggest that these alternative
recovery assumptions generate rather similar par yield spreads, even for the
same fractional loss coefficients. This robustness suggests that, for some

2 By “exogenous,” we mean thatL, does not depend on the value of the defaultable claim itself.
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pricing problems, one can exploit the analytical tractability of our loss-of-
market pricing framework for estimating default hazard rates, even when
loss-of-face value is the more appropriate recovery assumption. For deep-
discount or high-premium bonds, differences in these formulations can be
mitigated by compensating changes in recovery parameters.

Second, we discuss several econometric formulations of models for pric-
ing of noncallable corporate bonds. In pricing corporate debt using Equa-
tion (1), one can either parameteriRedirectly or parameterize the com-
ponent processeas h, andL (which implies a model foR). The former
approach was pursued in Duffie and Singleton (1997) and Dai and Singleton
(1998) in modeling the term structure of interest-rate swap yields. By focus-
ing directly onR, these pricing models combine the effects of changesinthe
default-free short-rate rate)(and risk-neutral mean loss ratel() on bond
prices. In contrast, in applying our framework to the pricing of corporate
bonds, Duffee (1997) and Collin-Dufresne and Solnik (1998) parameterize
r andhL separately. In this way they are able to “extract” information about
mean loss rates from historical information on defaultable bond yields. All
of these applications are special cases of the affine family of term-structure
models?

In Section 2.2 we explore, along several dimensions, the flexibility of
affine models to describe basic features of yields and yield spreads on corpo-
rate bonds. First, using the canonical representations of affine term-structure
models in Dai and Singleton (1998), we argue that the Cox, Ingersoll, and
Ross (CIR)-style models used by Duffee (1999) and Collin-Dufresne and
Solnik (1998) are theoretically incapable of capturing the negative correla-
tion between credit spreads and U.S. Treasury yields documented in Duffee
(1998), while maintaining nonnegative default hazard rates. Several alterna-
tive affine formulations of credit spreads are introduced with the properties
that hL is strictly positive and that the conditional correlation between
changes im andhL is unrestricted a priori as to sign.

Second, we develop a defaultable version of the Heath, Jarrow, and Mor-
ton (1992) (HIM) model based on the forward-rate process associated with
R. In developing this model we derive the counterpart to the usual HIM
risk-neutralized drift restriction for defaultable bonds.

Third, we apply our framework to the pricing of callable corporate bonds.
We show that, as with noncallable bonds, the hazardhaésd fractional
defaultlosd.; cannot be separately identified from data on the term structure
of defaultable bond prices alone, becalisandL; enter the pricing relation
[Equation (1)] only through the mean-loss rhté. ;.

3 See, for example, Duffie and Kan (1996) for a characterization of the affine class of term-structure models,
and Dai and Singleton (1998) for a complete classification of the admissible affine term-structure models
and a specification analysis of three-factor models for the swap yield curve.
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The pricing of derivatives on defaultable claims in our framework is
explored in Section 3. The underlying could be, for example, a corporate
or sovereign bond on which a derivative such as an option is written (by
a defaultable or nondefaultable) counterparty. In order to illustrate these
ideas we price a credit-spread put option on a defaultable bond, allowing
for correlation between the hazard r&teand short rate;. The nonlinear
dependence of the option payoffs bpand L; implies that, in contrast
to bonds, the default hazard rate and fractional loss rate are separately
identified from option price data. Numerical calculations for the spread put
option are used to illustrate this point, as well as several other features of
credit derivative pricing.

. Valuation of Defaultable Claims

In order to motivate our valuation results, we first provide a heuristic deriva-
tion of our basic valuation equation [Equation (1)] in a discrete-time setting.
Then we formalize this intuition in continuous time. For the case of exoge-
nous default processes, the implied pricing relations are derived for special
cases in whichth, L, r) is a Markov diffusion or, more generally, a jump
diffusion.

1.1 A discrete-time motivation
Consider a defaultable claim that promises to pays at maturity date
t + 7, and nothing before datet 7. For any times > t, let

e hg be the conditional probability at timeeunder a risk-neutral proba-
bility measureQ of default betwees ands + 1 given the information
available at times in the event of no default by.

e @5 denote the recovery in units of account, say dollars, in the event of
default ats.

e I's be the default-free short rate.

If the asset has not defaulted by timets market value/; would be the
present value of receiving,1 in the event of default betwedrandt + 1
plus the present value of receiviMy, 1 in the event of no default, meaning
that

Vi = hie "EQ(pr11) + (1 — h)e " ER (Viy1), )

where EtQ(-) denotes expectation und€}, conditional on information
available to investors at datteBy recursively solving Equation (2) forward
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over the life of the bonady; can be expressed equivalently as

-1 j j
Vi = E° |:Z heyje Zk=°r'+k€0t+j+1 l_[(l - ht+€—1):|
=0 =0

T-1 T
+ER |:e 2o e X1 l_[(l - ht+j1)j| . 3)

j=1

Evaluation of the pricing formula [Equation (3)] is complicated in general
by the need to deal with the joint probability distributiongfr, andh over
various horizons. The key observation underlying our pricing model is that
Equation (3) can be simplified by taking the risk-neutral expected recovery
at times, in the event of default at time+ 1, to be a fraction of the risk-
neutral expected survival-contingent market value at 8m€l [“recovery
of market value” (RMV)]. Under this assumption, there is some adapted
procesd., bounded by 1, such that

RMV: E(gs11) = (1— Ls)ES(Vera).
Substituting RMV into Equation (3) leaves

Vi = (1—h)e "ER (V1) + hee (1 — LOEC (Ves)
= EtQ (e_ Zj:; A Xt+T> ’ (4)

where
e R =@ —h)e " +he"(@-Ly. (5)

For annualized rates but time periods of small length, it can be seen that
R ~ r¢ + h;L¢, using the approximation @&, for smallc, given by 1+ c.
Equation (4) says that the price of a defaultable claim can be expressed
as the present value of the promised payX¥ff r, treated as if it were
default-free, discounted by the default-adjusted shortRaté/e will show
technical conditions under which the approximatiRn~ ry + h; L of the
default-adjusted short rate is in fact precise and justified in a continuous-
time setting. This implies, under the assumption theandL; are exoge-
nous processes, that one can proceed as in standard valuation models for
default-free securities, using a discount rate that is the default-adjusted rate
R = r + h¢L; instead of the usual short rate For instanceR can be
parameterized as in a typical single- or multifactor model of the short rate,
including the Cox, Ingersoll, and Ross (1985) model and its extensions,
or as in the HIM model. The body of results regarding default-free term
structure models is immediately applicable to pricing defaultable claims.
The RMV formulation accommodates general state dependence of the
hazard rate procebsand recovery rates without adding computational com-
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Distributions of recovery by seniority

plexity beyond the usual burden of computing the prices of riskless bonds.
Moreover,(h;, L) may depend on or be correlated with the riskless term
structure. Some evidence consistent with the state dependence of recovery
rates is presented in Figure 1, based on recovery rates compiled by Moody’s
for the period 1974-199%¥The square boxes represent the range between
the 25th and 75th percentiles of the recovery distributions. Comparing se-
nior secured and unsecured bonds, for example, one sees that the recovery
distribution for the latter is more spread out and has a longer lower tail.
However, even for senior secured bonds, there was substantial variation
in the actual recovery rates. Although these data are also consistent with
cross-sectional variation in recovery that is not associated with stochastic
variation in time of expected recovery, Moody’s recovery data (nhot shown

in Figure 1) also exhibit a pronounced cyclical component.

There is equally strong evidence that hazard rates for default of corporate
bonds vary with the business cycle (asis seen, forexample, in Moody’s data).
Speculative-grade default rates tend to be higher during recessions, when
interest rates and recovery rates are typically below their long-run means.
Thus allowing for correlation between default hazard-rate processes and

4 These figures are constructed from revised and updated recovery rates as reported in “Corporate Bond
Defaults and Default Rates 1938-1995” (Moody'’s Investor’s Services, January 1996). Moody’s measures
the recovery rate as the value of a defaulted bond, as a fraction of the $100 face value, recorded in its
secondary market subsequent to default.
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riskless interest rates also seems desirable. Partly in recognition of these
observations, Das and Tufano (1996) allowed recovery to vary over time so
as to induce a nonzero correlation between credit spreads and the riskless
term structure. However, for computational tractability they maintained the
assumption of independencelgfandr;.

In allowing for state dependencelo&indL, we do not model the default
time directly in terms of the issuer’s incentives or ability to meet its obli-
gations [in contrast to the corporate debt pricing literature beginning with
Black and Scholes (1973) and Merton (1974)]. Our modeling approach and
results are nevertheless consistent with a direct analysis of the issuer’s bal-
ance sheet and incentives to default, as shown by Duffie and Lando (1997),
using a version of the models of Fisher, Heinkel, and Zechner (1989) and
Leland (1994) that allows for imperfect observation of the assets of the
issuer. A general formula can be given for the hazardhaie terms of the
default boundary for assets, the volatility of the underlying asset pr&dess
at the default boundary, and the risk-neutral conditional distribution of the
level of assets given the history of information available to investors. This
makes precise one sense in which we are proposing a reduced-form model.
While, following our approach, the behavior of the hazard rate prdcess
and fractional loss proceds may be fitted to market data and allowed to
depend on firm-specific or macroeconomic variables [as in Bijnen and Wijn
(1994), McDonald and Van de Gucht (1996), Shumway (1996), and Lund-
stedt and Hillgeist (1998)], we do not constrain this dependence to match
that implied by a formal structural model of default by the issuer.

Our discussion so far presumes the exogeneity of the hazard rate and
fractional recovery. There are important circumstances in which these as-
sumptions are counterfactual, and failure to accommodate endogeneity may
lead to mispricing. For instance, if the market value of recovery at default is
fixed, and does not depend on the predefault price of the defaultable claim
itself, then the fractional recovery of market value cannot be exogenous.
Alternatively, in the case of some OTC derivatives, the hazard and recovery
rates of the counterparties are different and the operhtived L for dis-
counting depends on which counterparty is in the money. [For more details
and applications to swap rates, see Duffie and Huang (1996).] While Equa-
tion (1) [and Equation (4)] apply with price-dependent hazard and recovery
rates, this dependence makes the pricing equation a nonlinear difference
equation that must typically be solved by recursive methods. In Section 1.5
we characterize the pricing problem with endogenous hazard and recovery
rates and describe methods for pricing in this case.

One can also allow for “liquidity” effects by introducing a stochastic
processt as the fractional carrying cost of the defaultable instrurient.

5 Formally, in order to invest in a given bond with price proddsshis assumption literally means that one
must continually make payments at the rélte
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Then, under mild technical conditions, the valuation model [Equation (1)]
applies with the “default and liquidity-adjusted” short-rate process

R=r +hL +¢.

In practice, it is common to treat spreads relative to Treasury rates rather
than to “pure” default-free rates. In that case, one may treat the “Treasury
short rate’r* as itself defined in terms of a spread (perhaps negative) to
a pure default-free short rate reflecting (among other effects) repo spe-
cials. Then we can also writB = r* + hL + £*, wheref* absorbs the
relative effects of repo specials and other determinants of relative carrying
costs.

1.2 Continuous-time valuation
This section formalizes the heuristic arguments presented in the preceding
section. We fix a probability spac¢e, F, P) and a family{#;: t > 0} of o-
algebras satisfying thesualconditions. [See, for example, Protter (1990)
for technical details.] A predictable short-rate process also fixed, so
that it is possible at any timeto invest one unit of account in default-free
deposits and “roll over” the proceeds until a later tisfer a market value
at that time of expftS ru du).8 At this point, we do not specify whethgris
determined in terms of a Markov state vector, an HIM forward-rate model,
or by some other approach.

A contingent claim is a paitZ, t) consisting of arandom variabkeand
a stopping time at whichZ is paid. We assume thatis 7, measurable (so
that the payment can be made based on currently available information). We
take as given an equivalent martingale mearelative to the short-rate
process . This means, by definition, that the ex dividend price protéss
of any given contingent clairaZ, 7) is defined byJ; = 0 fort > r and

U; = EtQ [exp(—/ rudu) Z], t <1, (6)
t

whereEtQ denotes expectation under the risk-neutral mea@ugven 7.
Included in the assumption th@texists is the existence of the expectationin
Equation (6) for any traded contingent claim. (Later we extend the definition
of a contingent claim to include payments at different times.)

We define a defaultable claimto be apaiX, T), (X', T")) of contingent
claims. The underlying clairX, T) is the obligation of the issuer to pa§
atdateT . The secondary claitfX’, T’) defines the stopping tinT& at which
the issuer defaults and claimholders receive the payiXeithis means that
the actual claim{Z, ) generated by a defaultable claiigX, T), (X', T'))

6 We assume that this integral exists.
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is defined by
T = min(T, T/); Z= Xl{T<Tr} + X/l{TzT’}- @)

We can imagine the underlying obligation to be a zero-coupon bond
(X = 1) maturing afT, or some derivative security based on other market
prices, such as an option on an equity index or a government bond, in which
caseX israndom and based on market information at tim®ne can apply
the notion of a defaultable claif(X, T), (X', T')) to cases in which the
underlying obligation( X, T) is itself the actual claim generated by a more
primitive defaultable claim, as with an OTC option or credit derivative on
an underlying corporate bond. The issuer of the derivative may or may not
be the same as that of the underlying bond.

Our objective is to define and characterize the price prodess the
defaultable claim (X, T), (X', T)). We suppose that the default tirmé
has arisk-neutral default hazard rate prodes¢ich means that the process
A which is 0 before default and 1 afterward (thatAs, = 1;~7) can be
written in the form

dA; = (1 — Aphedt +d M, (8)

whereM is a martingale unde®. One may safely think dfi; as the jump
arrival intensity at timé (underQ) of a Poisson process whose first jump
occurs at default.Likewise, the risk-neutral conditional probability, given
the informationZ; available at timé, of default beford + A, in the event
of no default byt, is approximatehh; A for small A.

We will first characterize and then (under technical conditions) prove the
existence of the unique arbitrage-free price prodt¢dsr the defaultable
claim. For this, one additional piece of information is needed: the pa§/off
at default. If default occurs at timte we will suppose that the claim pays

X' =1 - LU, 9

whereU;_ = limg;; Us is the price of the claim “just before” defadiand

L is the random variable describing the fractional loss of market value of
the claim at default. We assume that the fractional loss pracessounded

by 1 and predictable, which means roughly that the information determining
L. is available before time Section 1.6 provides an extension to handle a
fractional loss in market value that is uncertain even given all information
available up to the time of default.

7 The procesq(1 — A_)h;: t > 0} is the intensity process associated with and is by definition
t
nonnegative and predictable wiﬁ[; hs ds < oo almost surely for alt. See Bemaud (1980). Artzner and

Delbaen (1995) showed that, if there exists an intensity process #dhen there exists an intensity
process under any equivalent probability measure, suh as

8 We will also show that the left limit),_ exists.
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As a preliminary step, it is useful to define a proc¥ssith the property
that, if there has been no default by timehenV; is the market value of
the defaultable claifi.In particular,Vr = X andU; = V; fort < T'.

1.3 Exogenous expected loss rate
From the heuristic reasoning used in Section 1.1, we conjecture the contin-
uous-time valuation formula

;
Vi = ER |:exp<— / des) x] (10)
t

R =r¢ + heLy. (11

In order to confirm this conjecture, we use the fact that the gain process
(price plus cumulative dividend), after discounting at the short-rate pro-
cessr, must be a martingale und€). This discounted gain processis
defined by

t
Gt = exp(—/ rsds) Vi(1— Ay)
0

t S
+ / exp(—/ rudu> (1 - Lg)Vs_ dAs. (12)
0 0

The first term is the discounted price of the claim; the second term is the
discounted payout of the claim upon default. The property @& a Q
martingale and the fact th&r = X together provide a complete charac-
terization of arbitrage-free pricing of the defaultable claim.

Let us suppose that does not itself jump at the default tinff€. From
Equation (10), this is a primitive condition @n h, X) and the information
filtration {#: t > 0}. This means essentially that, although there may
be “surprise” jumps in the conditional distribution of the market value of
the default-free claim(X, T), h, or L, these surprises occur precisely at
the default time with probability zero. This is automatically satisfied in the
diffusion settings described in Section 1.4.1, since inthat\¢ase J(Y;, t),
whereJ is continuous and is a diffusion process. This condition is also
satisfied in the jump-diffusion model of Section 1.4.2, provided jumps in
the conditional distribution ofh, L, X) do not occur at defaulf

where

° BecauseV (w, t) is arbitrary for those» for which default has occurred befargthe proces¥ need not
be uniquely defined. We will show, however, thats uniquely defined up to the default time, under weak
regularity conditions.

10 Kusuoka (1999) gives an example in which a jump'iat defaultis induced by a jump in the risk premium.
This may be appropriate, for example, if the arrival of default changes risk attitudes. In any case, given
(h, L, X), one can always construct a model in which there is a stoppingttinith Q hazard rate process
h and with no jump inV atz. For this, one can take any exponentially distributed random varzakigh
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Applying Ito’s formula[see Protter (1990)] to Equation (12), using Equa-
tion (9) and our assumption thetdoes not jump at’, we can see that for
G to be aQ martingale, it is necessary and sufficient that

t
Vi = / RsVsds+ my (13
0

for someQ martingalem. (SinceV jumps at most a countable number of
times, we can replac¥s_ in Equation (12) withVs for purposes of this
calculation.) Given the terminal boundary conditiép = X, this implies
Equations (10)—(12). The uniqueness of solutions of Equation (13) with
Vr = X can be found, for example, in Antonelli (1993). Thus we have
shown the following basic result.

Theorem 1.Given(X, T, T’, L, r), suppose the default tim€ fas a risk-
neutral hazard rate process h. Let R r + hL and suppose that V is
well defined by Equation (10) and satisfia®/ (T’) = 0 almost surely.
Then there is a unique defaultable claiiX, T), (X', T’)) and process U
satisfying Equations (6), (7), and (9). Moreover, foetT’, Uy = V;.

For a defaultable asset, such as a coupon bond, with a series of payments
Xk at Ty, assuming no default by, for 1 < k < K, the claim to allK
payments has a value equal to the sum of the values of each, in this setting
in which h andL are exogenously given processes. (It may be appropriate
to specify recovery assumptions that distinguish the various claims making
up the asset.) The proof is an easy extension of Theorem 1, again using
the fact that the total gain process, including the jumps associated with
interim payments, is & martingale. This linearity property does not hold,
however, for the more general case, treated in Section 1.5, in ahoci.
may depend on the value of the claim itself.

1.4 Special cases with exogenous expected loss
Next, we specialize to the case of valuation with dependence of exogenous
r, h, andL on continuous-time Markov state variables.

1.4.1 A continuous-time Markov formulation. In order to present our
model in a continuous-time state-space setting that is popular in finance
applications, we suppose for this section that there is a state-variable process
Y that is Markovian under an equivalent martingale meaQui&/e assume

that the promised contingent claim is of the fodn= g(Yy), for some

parameter 1, independent und@rof (h, L, X), and letr be defined byj: hsds = z. (This allows for

T = 400 with positive probability.) If necessary, one can redefine the underlying probability space so
that there exists such a random variablend minimally enlarge each information s&t so thatr is a
stopping time.
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function g, and thatR, = p(Y,), for some functiono(-).!* Under the
conditions of Theorem 1, a defaultable claim to paymerg@f) at time
T has a price at timg assuming that the claim has not defaulted by time
of

N
J(Y, ) = E® [GXD<—/ p(Ys)dS> a(Yr) ‘ Ytj| : 14
t

Modeling the default-adjusted short rd@edirectly as a function of the
state variabley; allows one to model defaultable yield curves analogously
with the large literature on dynamic models of default-free term structures.
For example, supposgé = (Y1, ..., Ynt)’, for somen, solves a stochastic
differential equation of the form

dY = u(Y)dt+o(Y) dB, (15

whereB is an{F;}-standard Brownian motion iR" underQ, and where

w ando are well-behaved functions @' into R" andR™*", respectively.
Then we know from the “Feynman-Kac formula” that, under technical con-
ditions, examples of which are given in Friedman (1975) and Krylov (1980),
Equation (14) implies thal solves the backward Kolmogorov partial dif-
ferential equation

D2y, 1) — p(NI(Y, ) =0, (¥,) eR" x [0, T], (16)
with the boundary condition
J(y, T)=9(y), yeR" 17

where
D73y, 1) = J(y,t) + Jy(y, Hu(y)
1
+5 trace[ Jyy(y, Yo (Y)o (y)']. (18)

This is the framework used in models for pricing swaps and corporate bonds
discussed in Section 2.

1.4.2 Jump-diffusion state process. Because of the possibility of sudden

changes in perceptions of credit quality, particularly among low-quality
issues such as Brady bonds, one may wish to allow for “surprise” jumps in
Y. For example, one can specify a standard jump-diffusion model for the

11 For notational reasons, we have not shown any dependencemtimet, which could be captured by
including time as one of the state variables. Of course, we assumedhdg are measurable real-valued
functions on the state spaceYfand that Equation (14) is well defined.
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risk-neutral behavior oY, replacingD*:? in Equation (16), under technical
regularity, with the jump-diffusion operat@ given by

DI, =D I(y, )-+A(Y) f [(y+2. - Iy, Dldw@. (19
RI’\

wherex: R" — [0, 00) is a given function determining the arrival intensity
A(Yp) of jumps inY at timet, underQ, and where, for eacly, vy is a
probability distribution for the jump sizezf of the state variable. Examples

of affine, defaultable term-structure models with jumps are presented in
Section 2.

1.5 Price-dependent expected loss rate

If the risk-neutral expected loss rdtel; is price dependent, then the val-
uation model is nonlinear in the promised cash flows. We can accommo-
date this in a model in which default at time@mplies a fractional loss

L. = L(Y;, Uy) of market value and hazard rate = H(Y;, U;) that may
depend on the current pritk of the defaultable clair? This would allow,

for example, for recovery of an exogenously specified fraction of face value
at default.

In our Markov setting, we can now writg = p(Y;, Ut), whereop(y, u)
=H(y, uL(y, u (y), where{f (Y;): t > 0} is the state-dependent default-
free short-rate process. By the same reasoning used in Section 1.3, and under
technical regularity conditions, the pritk of the defaultable claim at any
timet before default is, in our general Markov setting, given by

.
J(Yy, ) =E° [exp(—/ p(Ys, I(Ys, S))dS> g(Y1)
t

Yt} . (20

With the diffusion or jump-diffusion assumption fgr; and under additional
technical regularity conditions [as, for example, in lvanov (1983 Holves
the quasi-linear equation

DI, )+ p(y, Iy, t)I(y,t) =0, yeR", (21

whereDJ(y, t) is defined by Equation (19), with the boundary condition of
Equation (17). This PDE can be treated numerically, essentially as with the
linear case [Equation (16)]. Duffie and Huang (1996) and Huge and Lando
(1999) have several numerical examples of an application of this framework
to defaultable swap rates.

12 We suppose for this section that the price process is left-continuous, so that if default occurs at time
t, Uy is the price of the claim just before it defaults, atd— L.)U; is the market value just after
default. This is simply for notational convenience. We could also alldw depend otJ and other state
information. For example, for a model of a bond collateralized by an asset with price ptbogesould
let (1 — Ly)U; = g min(U (t), K), whereK is the maximal effective legal claim at default, say par, and
q is the conditional expected fraction recovered at default of the effective legal claim.
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For cases of endogenous dependence of the risk-neutral mean lbds rate
on the price of the claim, not necessarily based on a Markovian state space,
Duffie, Schroder, and Skiadas (1996) provide technical conditions for the
existence and uniqueness of pricing, and explore the pricing implications
of advancing in time the resolution of information.

1.6 Uncertainty about recovery
We have been assuming that the fractional loss in market value due to
default at timet is determined by the information available up to titme
An extension of our model to allow for conditionally uncertain jumps in
market value at default is due to Swibucher (1997). A simple version of
this extension is provided below for completeness.

Suppose that at default, instead of Equation (9), the claim pays

X'=@A-0U(T-), (22

where ¢ is a bounded f1- measurable) random variable describing the
fractional loss of market value of the claim at default. It would not be
natural to require that > 0, as the onset of default could actually reveal,
with non zero probability, “good” news about the financial condition of the
issuer. Given limited liability, we require théat< 1.

It can be shown that there exists a prodessich that.; is the expectation
of the fractional default losé given all current information up tdyut not
including, time t. To be precisel is a predictable process, ahg: =
EW|Fr-).

With this change in the definitions &’ andL, the pricing formula of
Equation (10) applies as written, wi=r + hL, under the conditions of
Theorem 1. The proof is almost identical to that of Theorem 1.

. Valuation of Defaultable Bonds

An important application of the basic valuation equation [Equation (10)]
with exogenous default risk is the valuation of defaultable corporate bonds.
We discuss various aspects of this pricing problem in this section, beginning
with the sensitivity of bond prices to the nature of the default recovery
assumption. We argue that the tractability of assumption RMV may come
at a low cost in terms of pricing errors for bonds trading near par even if, in
truth, bonds are priced in the markets assuming a given fractional recovery
of face value. Then, maintaining our assumption RMV, we present several
“affine” models for pricing defaultable, noncallable bonds, giving particular
attention to parameterizations that allow for flexible correlations among
the riskless rate and the default hazard rate In addition, we derive

the default-environment counterparts to the HIJM no-arbitrage conditions
for term structure models based on forward rates. Finally, we discuss the
valuation of callable corporate bonds.
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2.1 Recovery and valuation of bonds

The determination of recoveries to creditors during bankruptcy proceedings
is a complex process that typically involves substantial negotiation and
litigation. No tractable, parsimonious model captures all aspects of this
process so, in practice, all models involve trade-offs regarding how various
aspects of default (hazard and recovery rates) are captured. To help motivate
our RMV convention, consider the following alternative recovery of face
value (RFV) and recovery of treasury (RT) formulationspgf

RT: ¢« = (1 — Ly)P, wherelL is an exogenously specified fractional
recovery process arfg is the price at timé of an otherwise equivalent,
default-free bond [Jarrow and Turnbull (1995)].

RFV: ¢t = (1 — Ly); the creditor receives a (possibly random) fraction
(1 — L) of face ($1) value immediately upon default [Brennan and
Schwartz (1980) and Duffee (1998)].

Under RT, the computational burden of directly computhirom Equa-
tion (3), for a given fractional recovery procgds- L), can be substantial.
Largely for this reason, various simplifying assumptions have been made
in previous studies. Jarrow and Turnbull (1995), for example, assumed that
the risk-neutral default hazard rate prochss independent (unde®) of
the short rate and, for computational examples, that the fractional loss
procesd. is constant. Lando (1998) relaxes the Jarrow and Turnbull model
within the RT setting by allowing a random hazard rate process that need
not be independent of the short ratebut at the cost of added computa-
tional complexity. WithLy = L a constant, the payoff at maturity in the
event of default i1 — L), regardless of when the default occurrélthis
simplification is lost wher; is time varying, since the payoff at maturity
will be indexed by the period in which default occurred. Not only is the time
of default relevant, but the joir&;-conditional distributions ot ,,, hs, and
ruy, forall v, s, andu betweent andT, play a computationally challenging
role in determiningv;.

Turning to RMV and RFV, one basis for choosing between these two
assumptionsisthe legal structure of the instrument to be priced. For instance,
Duffie and Singleton (1997) and Dai and Singleton (1998) apply the modelin
this article (assumption RMV) to the determination of at-market, U.S. dollar,
fixed-for-variable swap rates. These authors assume exogémous, rt)
and parameterize the default-adjusted discountRed@ectly as an affine
function of a Markov-state vector. In this manner they were able to
apply frameworks for valuing default-free bonds without modification to the
problem of determining at-market swap rates. The RMV assumption is well
matched to the legal structure of swap contacts in that standard agreements
typically call for settlement upon default based on an obligation represented
by an otherwise equivalent, nondefaulted swap.

For the case of corporate bonds, on the other hand, we see the choice
of recovery assumptions as involving both conceptual and computational
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trade-offs. The RMV model is easier to use, because standard default-free
term-structure modeling techniques can be applied. If, however, one as-
sumes liquidation at default and that absolute priority applies, then as-
sumption RFV is more realistic as it implies equal recovery for bonds of
equal seniority of the same issuer. Absolute priority, however, is not al-
ways maintained by bankruptcy courts and liquidation at default is often
avoided.

In the end, is there a significant difference between the pricing implica-
tions of models under RMV and RFV? In order to address this question,
we proceed under the assumption of exogerbusl.;) (as in Section 1.3)
and, for simplicity, takeL; = L, a constant. We adopt for this illustration a
“four-factor” model ofr andh given by

Ny = po+ Ytl + Ytz - Yto, (23)
hy = bY2 + Y3, (24)

whereYs, Y», Y3, andYp are independent “square-root diffusions” un@gr
and pp andb are constant coefficients. The degreeegativecorrelation
betV\gerrt andh; [consistent with Duffee (1998)] is controlled by choice
of b.

Under assumption RMV, the pricé at any timet before default of an
n-year bond with semiannual coupon paymentsisf under the regularity
conditions of Theorem 1, given by

2n t4.5] t+n
Vit = e (Z e RS"S) +EC (e x RS‘“) )
i=1

whereR; = r; + h;L. For the case of assumption RFV (zero recovery of
coupon payments and recovery of the fracti@an- L) of face value) the
results of Lando (1998) imply that the market value of the same bond at any
timet before default is given by

2n t+0.5] hod t+n hod
VRFYV _ CEtQ Ze—ﬁ rsthods) EtQ (e—fI (rs+ho) S>
=1

t+n
+/ (1- LDy (Y. t,s)ds, (26)
t

13 The parameters for default-free rates were chosen to match the level and volatilities of the riskless zero-
coupon yield curve, out to 10 years, implied by the Duffie and Singleton (1997) estimated two-factor
LIBOR swap model. For details on the parameterization of this example, one may consult the more
extensive working paper version of this article, available from the web pages of the authors.
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Figure 2 ~

For fixed ten-year par-coupon sprea8sthis figure shows the dependence of the mean hazarti ate
the assumed fractional recovery-1.. The solid lines correspond to the mo&#V, and the dashed lines
correspond to the mod&MV.

where

y (Y. t,s) = EQ (hsefx (ru+hu>du) '

For this multifactor CIR settingy (Y;, t, s) can be computed explicitly, so
the computation o¥/,; from Equation (26) calls for one numerical integra-
tion. With L = 1 (zero recovery), all bond prices are clearly identical under
the two models.

In calculating par-bond spreads, or the risk-neutral default hazard rates
implied by par spreads, for the casdlok 1, we find rather little difference
between the RFV and RMV formulations. This is true even without making
compensating adjustmentsitoacross the two models in order to calibrate
one to the other. For example, Figure 2 shows the initial (equal to long-
run mean) default hazard rate for both models, implied by a given 10-year
spread and a given fractional recovery coefficight- L). The implied
risk-neutral hazard rates are obviously rather close.
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Figure 3

Term structures of par-coupon yield spreadsRMV (dashed lines) anRFV (solid lines), with 50%
recovery upon default, a long-run mean hazard ra#, et 200 bp, a mean reversion ratexof= 0.25,
and an initial hazard-rate volatility of 100%.

The assumption that the initial and long-run mean intensities are equal
makes for a rather gentle stress test of the distinction between the RMV
and RFV formulations, as it implies that the term structure of risk-neutral
forward* default probabilities is rather flat, and therefore that the risk-
neutral expected market value given survival to a given time is close to
face value. Fixind_, the present value of recoveries for the RMV and RFV
models would therefore be rather similar.

In order to show the impact of upward- or downward-sloping term struc-
tures of forward default probabilities, we provide in Figure 3 the term struc-
tures of par-coupon yield spreads (semiannual, bond equivalent) for cases
in which the initial risk-neutral default hazard ratg is much higher or
lower than its long-run meam, = 200 basis points. Under both recovery
assumptiond, was set at 50%. With an increasing term structure of default
risk (ho < 0) bond prices under the two recovery assumptions are again

The forward default probability at a future timhea definition due to Litterman and Iben (1991), means
the probability of default betweenand one “short” unit of time after, conditional on survival to.
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rather similar. On the other hand, for a steeply declining term structure
of default risk, the implied credit spreads are larger under RMV, with the
maximum difference (at 10 years) o#8basis points, for actual spreads of
1682 basis points for RFV and 1/&basis points for RMV. From Equa-
tions (25) and (26) we see that a higher valudgfends to depresg RFV
more thariv RMV through the effect of the present values of the coupons. A
higherhg also implies a higher contribution from the accelerated fractional
recovery of par [the last term in Equation (26)] under RFV. The latter effect
dominates, giving a larger spread in the case of assumption RMV.

For bonds with a significant premium or discount, or with steeply upward
or downward sloping term structures of interest rates, the RMV and RFV
assumptions may have more markedly differing spread implications for a
given exogenous loss fraction. For example, a given fractional loss, say 50%,
of a premium bond’s market value represents a greater loss in market value
than does a 50% loss of the same bond’s face value. In such cases, much
of the distinction between the two model assumptions can be compensated
for with different fractional loss processes.

2.2 Valuation of noncallable corporate bonds

The valuation framework set forth in Section 1.3 with exogenous hazard and
recovery rates has been applied by Duffee (1999), Duffie and Liu (1997), and
Collin-Dufresne and Solnik (1998) to value noncallable corporate bonds.
These studies focus on special cases in wiidha vector of independent
square-root diffusions. In this section we nest these RMV specifications
within a more general affine diffusion model and argue that square-root
diffusions are limited theoretically in their flexibility to explain term struc-
tures of corporate yield spreads. We then introduce an alternative affine
formulation, motivated in part by the empirical analysis in Dai and Single-
ton (1998), that offers greater flexibility in capturing nonzero correlations
among the variableéh, L, r;) while preserving positivity of the hazard
rate.

At the outset, it is important to note that the hazard rate processl
fractional loss at default processenter the adjustment for default in the
discount rateR = r + hL in the product formhL. Furthermore, under
the assumption of exogenods L, r), the value of a noncallable corporate
bond is simply the sum of the present values of the promised coupon pay-
ments. It follows that knowledge of defaultable bond prices (before default)
alone is not sufficient to separately identifyand L. At most, we can ex-
tract information about the risk-neutral mean loss hatg . In order to learn
more about the hazard and recovery rates implicit in market prices (within
our RMV pricing framework), it is necessary to examine either a collection
of bonds that share some but not all of the same default characteristics, or
derivative securities with payoffs that depend in different wayb endL
(see Section 3).
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As an illustration of the former strategy, suppose that one has prices
of undefaulted junior (pric&,’) and senior (pric/,5) bonds of the same
issuer, along with the prices of one or more default-free (Treasury) bonds.
Inthis case, it seems reasonable to assume that the corporates share a hazard
rate process$, but have different conditional expected fractional losses at
default, L andLJ, respectively, consistent with the evidence in Figure 1.
Using models of the type discussed subsequently, it will often be possible
(for given parameters determining the dynamics @ndhl) to extract
observations oh;L{ andh; L from these prices. In this case, we can infer
relative recovery rates, in terms bf / LtS, but cannot extract the hazard rate
h; or the individual levels of recovery rates. Of course, if the hazard rate
or either recovery rate were observed, or known functions of observable
variables, then the identification problem would be solved. Having prices
on both junior and senior debt would then serve to provide more market
information for the estimation df.

With this identification problem in mind, suppose that one has data on the
prices of a collection of defaultable bonds with different maturities and the
same associated hazard and fractional loss rates. We also suppose that the
objective of the empirical analysis is to model jointly the dynamic properties
of ry and the “short spready = h;L;.

Case 1: Square-root diffusion model off. Consider the case of a three-
factor model in which the instantaneous, default-free short-rate process
given by

re = 8o+ 81 Y + 82Ya + 83Yar, (27

for state variable¥:, Y2, and Y3 that are “square-root diffusions,” in the
sense that the conditional volatility of thtn state variable is proportional
to +/Yit. Also, suppose that

s =yo+ yiYu + y2Yor + y3Yar. (29

Dai and Singleton (1998) provide a sense in which the “most flexible”
affine term-structure model with this volatility structure and well-defined
bond prices has

dY, = K© — Y dt+ /S dB, (29)

wherek is a 3x 3 matrix with positive diagonal and nonpositive off-diagonal
elements@ is a vector inR3 ; S is the 3x 3 diagonal matrix with diagonal
element®y;, Yo, andYa:; andB is a standard Brownian motioni&f under
Q. [In the notation of Dai and Singleton (1998), this is thg3) family of
models.]

Duffee (1999) considered the special case of Equations (27) and (28)
in which 6 = —1 andéz = 0, so thatr; could take on negative values
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and depends only on the first two state variables. He assumed, moreover,
that £ is diagonal (so thaY;, Y», andYs are Q-independent square-root
diffusions, as commonly assumed in CIR-style models).

A potential drawback of imposing these overidentifying restrictions is
that they unnecessarily constrain the joint conditional distribution afd
s.. A key benefit is that they allowed Duffee to estimate the parameters of
(Y1, Y2) governing the default-free Treasury using data on Treasury prices
alone, while still allowing for a nontrival idiosyncratic factor drivisgand
correlation between; ands; through nonzerg; in Equation (28). This
two-step estimation strategy would nevertheless have been feasible with
nonzero(k1z, k21) and thus a more flexible correlation structure could have
beenintroduced. Given the independence of the state variables and Duffee’s
normalizations of thé; coefficients to unity, the only means of introducing
negative correlation among ands in this model is to allow for negative
yi's. His estimates of some of thgs were in fact negative, implying that the
default hazard rates may take on negative values, a technical impossibility.
With his formulation, the average error in fitting noncallable corporate bond
yields was less than 10 basis points.

The possibility of negative hazard rates in Duffee’s model is not a conse-
guence of the particular restricted version of Equations (27) and (28) that he
chose to study. More generally, within this correlated square-root model of
(r¢, &), one cannot simultaneously have a nonnegative hazard rate process
and negatively correlated increments aindh. This is an immediate im-
plication of the observation in Dai and Singleton (1998) that well-defined
correlated square-root models do not allow for negative correlation among
any of the state variables, because the off-diagonal eleme#ismist be
nonpositive for the model to be well defined. Therefoends cannot have
negatively correlated increments (in the usual “instantaneous” sense) in this
model unless one or more of thgs or y;’s is negative.

Case 2: Models with more flexible correlation structures for(r¢, s). In
an important respect, the limitations of the correlated square-root model
are due to the assumed structure of the stochastic volatili¥ iDai and
Singleton (1998) show that, within the affine family of term-structure mod-
els, more flexibility in specifying the correlations among the state vari-
ables is gained by restricting the dependence of the conditional variances
of the state variables o¥i. [Duffie and Liu (1997) use the framework in
this article to study the pricing of floating rate corporate debt withs-
sumed to be an affine function of squared Gaussian variables, which of-
fers an alternative way of introducing negative correlation among the state
variables.]

Suppose, for instance that, instead of Equation (29), we assume that

dY, = KO — Y dt+ /S d B, (30)
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wherelC and® are as in Equation (29}, is a 3x 3 matrix, and

Sit) = Yi(t), (31)
So(t) = [B22Y2(t), (32)
Ssa(t) = az+ [Ba]iYi(t) + [B3]2Ya(t), (33)

with strictly positive coefficients f];. Also suppose that
re = 8o+ 1Yt + Yar + Y, (34)
& = yo+ 1Y + y2Ya, (35)

with all of 8q, 61, y0, 1, andy» strictly positive. Then Dai and Singleton
(1998) show a sense in which the most flexible, admissible affine term
structure model based on Equation (30) with Equations (31)—(33) has

k11 k12 O 1 0 O
K= |k k2 0 ¥=1]0 1 of. (36)
0 O «kas o31 o3 1,

with the off-diagonal elements & being nonpositive.

The short-spread rag is strictly positive in this model, because it is a
positive affine function of a correlated square-root diffusion. At the same
time, the signs oé3; andos, are unconstrained, so the third state variable
may have increments that are negatively correlated with those of the first
two. This may induce negative correlation between the incrementarad
s. Given these interdependencies among the state variables, the parameters
must be estimated using corporate and Treasury price data simultaneously.

With the imposition of overidentifying restrictions, we can specialize
this model to one in which the riskless term-structure can be estimated
independently of the corporate-spread composger8pecifically, suppose
that§; = 0O, so thatYs andY; are idiosyncratic risk factors far and
s, respectively. Also, set; = 0, [B3]1 = 0, andos; = 0. Thenry =
8o + Yzt + Yar, S3(t) = a3 + [B3]2Y2t, and

K11 K12 0 1 0 0
K= 0 K22 0 >=1|0 1 of. (37)
0 0 k33 0 o3 L

Under this parameterization, the model of the riskless term structure is a
two-factor affine model with determined byYa, Ys). All of the parameters
of this two-factor Treasury model can be estimated without using corporate
bond data.

Corporate bond price data is necessary to estimate the parameters of the
diffusion representation of;, as well as the parameters of Equation (35). A
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nonzeracy 2 induces positive correlation between the incrementsasfds

(recall thatc12 cannot be positive). On the other hand, negative correlation in
the increments af andsis induced ifo3o < 0. By construction, this model

also has the property that hazard rates are strictly positive. We do stress,
however, that the restrictions leading to this special case are testable and
may restrict the joint distribution of¢, ) in ways that are not supported

by the data. In particular, compared to the preceding model, the degree of
negative correlation between the increments ainds is limited by the
restriction thabs; = 0.

Neither of these cases considers the possibility of jumps. Duffie and
Kan (1996) showed that introducing jumps into an affine term structure
model preserves the affine dependence of yields on state variables provided
the jump-arrival intensity is an affine function of the state vector and the
distribution of the jump sizes depends only on time. Thus we could easily
extend these parameterizations to incorporate jumps, provided the jump-size
distributions respect the positivity of the hazard rageDuffie, Pan, and
Singleton (1998) extend this model and further discuss parameterizations
of affine jump diffusions with jumps that preserve the positivity of a subset
of the state variables. Their examples could be adapted to our defaultable
bond pricing problem.

2.3 A defaultable HIM model
Given an exogenous risk-neutral mean loss rate prdcessne can treat
the dynamics of the term structure of interest rates on defaultable debt
using the same model developed for default-free forward rates by Heath,
Jarrow, and Morton [HIM (1992)]. This section formalizes this idea by
deriving counterparts to the HIM no-arbitrage risk-neutral drift restriction
on forward rates.

Suppose the defaultable discount function is modeled by taking the price
at a given timet before default of a zero-coupon defaultable bond (of a
given homogeneous class of defaultable debt) maturifigtatbe

T
piT = exp(—/ F, u)du>, (38
t

where

t t

Ft,T) = F(O,T)+/ ,u(S,T)dS—l—/ o(s, T)dBs, (39

0 0
whereB is a standard Brownian motion IR underQ and, for each fixed
maturity T, the real-valued procegs(-, T) and theR"-valued process
o (-, T) satisfy the technical regularity conditions imposed by Heath, Jar-
row, and Morton (1992) and by Carverhill (1995). We note tRat, T)
does not literally correspond to the interest rate on forward bond contracts
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unless one allows for special language in the forward rate agreement re-
garding the obligations of the counterparties in the event of default of the
underlying bond beford. We can nevertheless take as a process that
describes, through Equations (38) and (39), the behavior prior to default of
the discount function of a given class of defaultable debt.

We first show that, with given processksand L for the risk-neutral
hazard rate and fractional loss of market value, respectively, and under
technical regularity conditions, we have the usual HIM risk-neutralized
drift restriction

;
,u(t,T):a(t,T)-/ o(t, u)du. (40)
t

This restriction is derived, under the conditions of Theorem 1, as follows.
As in Section 1.3, the discounted gain proc&s$or the zero-coupon
corporate bond maturing atis

t
G = (1— AYDipur + / (1—LoDsps_rdAs,  (4D)
0

whereD; = exp(— fé rsds> . SinceG is aQ martingale, its drift is zero,
or, using Ito’s formula, and taking< T’, we have (almost surely)

t
0= f Deps st ds, 42)
0

where, after an application of Fubini’'s theorem for stochastic integrals, as
in Protter (1990), we have

.
a7 = F(t,t)—l’t—/ w(t, udu
t

1 T T
+§<f a(t,u)du>-(/ a(t,u)du)—htLt. (43)
t t

(Once again, we can ignore the distinction betwggnt and pst for
purposes of this calculation.) From Equation (42), we hawe= 0 (almost
everywhere). Taking partial derivatives @f t with respect toT leaves
Equation (40).

From Equation (43), we can also see that the risk-neutral hazard rate
process implied by the models foF andr is given, under regularity, by

hay = B0 (44)
Lt

Suppose, alternatively, that one specifies a model of the Jarrow and Turn-

bull (1995) variety, in which default of a corporate zero coupon bond attime
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t implies recovery of an exogenously specified fracipof a default-free
zero coupon bond of the same maturity, whiga nonnegative stochastic
process satisfying regularity conditions. This is a version of the recovery
formulation RT discussed in Section 2.1. In this case, lack of homogeneity
implies a correction term to the usual HIM drift restriction, which is given
instead through an analogous calculation by

T
wrf ¢, T = a(t,T)-/ o(t,u)du
t

G, 7

+ hedy——
Pt T

[F@, T)— ft, 1), (45)

where, for anyt ands, g; s = exp(— J/~  (t, u) du) is the price at time of
a default-free zero coupon bond maturind aandf (t, T) is the associated
default-free forward rate.

2.4 Valuation of defaultable callable bonds

The majority of dollar-denominated corporate bonds are callable. In this
section we extend our pricing results to the case of defaultable bonds with
embedded call options. This extension requires an assumption about the
call policy of the issuer. In order to minimize the total market value of a
portfolio of corporate liabilities, it may not be optimal for the issuer of the
liabilities to call in a particular bond so as to minimize the market value
of that particular bond. For simplicity, however, we will assume a callable
bond is called so as to minimize its market value. The resulting pricing
model is easily extended to the case in which any issuer options embedded
in a portfolio of liabilities issued by a given corporation are exercised so as
to minimize the total market value of the portfolio.

At each timet, the issuer minimizes the market value of the liability
represented by a corporate bond by exercising the option to call in the bond
if and only if its market price, if not called, is higher than the strike price
on the call, as implied by Bellman’s principle of optimality. We will take
the simple discrete-time setting of Section 1.1. During the time window of
“callability,” we thus have the recursive pricing formula

Vi = min [Vt, e REQ(Viu1 + dt+1)] , (46)

whered; is the coupon on the bond at tinbgV; is the bond price at time

t, after the coupon is paid, assuming that the bond has not defaulted by
V. is the exercise price at tintgoften par); andR; is the discrete default-
adjusted short rate at timiedefined by Equation (5). Outside the callability
window,

Vi = € REQ (Vg + dhgn). 47
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The “boundary condition” at maturity is thatVr is the face value of the
bond.

In a more general continuous-time context, suppose that a callable bond
maturing at timeT with first call atT has a coupon of sizg (as a fraction
of face value) at time (i), forT(1) < T2 < --- < T. Attimet, we
let 7 (t, T) denote the set of feasible call policies. (These are the stopping
times that are bounded above Byand below by maét, T).) By standard
arguments for nondefaultable securities, provided default has not occurred
by timet, the market price &t, as a fraction of face value, is

TeTT) t<T()<t

Vi = min EtQ |: Z Y. THGC + Vt,fi| ) (48

where

Vs = exp(—/ Ry du> ; (49
t

and whereR is the default-adjusted (and perhaps liquidity-adjusted) short-
rate process associated with the bond. The pricing relation of Equation (48)
applies under the technical regularity conditions given in Section 1, assum-
ing that the minimum in Equation (48) is attained by some stopping time.
[Technical regularity conditions can be found, for example, in Karatzas
(1988).] This approach, minimization of value over stopping times, was
proposed by Merton (1974) in a structural model for the pricing of callable
defaultable corporate bonds. In practice, Equation (48) could be solved
by a discrete algorithm such as Equation (46) for sufficiently small time
periods.

Convertible bonds, whose option to convert is exercised by the investor
when the relative value of equity is high, are more common among issuers
of low credit quality. For simplicity, one could model the risk-neutral default
hazard ratdy;, and fractional loss ratk; so that they depend in part on the
equity price process underlying conversion. This captures the idea that the
bond is of lower credit quality when the equity price is lower. See Brennan
and Schwartz (1980) for a full convertible pricing model in a defaultable
setting.

Notable in our setting is the absence of a role for the default variables
h andL in callable bond pricing other than through the definition of the
default-adjusted short rak This is evident from Equations (10) and (48). It
follows thath andL cannot be identified directly from the market prices for
undefaulted corporate bonds, callable or not. Changes in credit spreads of
undefaulted bonds reflect changes in the joint distribution of the risk-neutral
mean loss rate procebd and short-rate process
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. Pricing Bond and Credit Derivatives

The inability to separately identifly; andL; using defaultable bond yields

is not an issue for some derivative securities. For example, the payoff on
a corporate bond option depends directly on the value of the underlying
corporate debt. Due to the nonlinearity of the option payoff, the default
characteristicgh, L) of the issuer of debt (as contrasted to those for the

writer of the option) may in some cases be identified.

For illustration, suppose that there is a constant treasury yield of 6% and
a constant risk-neutral mean loss ratsef hL = 2%, withh = 0.08 and
L = 0.25. The underlying defaultable bond is therefore priced at a constant
yield of 8% until maturity or default. Consider a default-free put option on
the bond struck at a yield of 11%. Because the option is initially out of the
money, and all yields are constant except at the bond’s default, the option will
pay off only if the bond defaults. If default occursatbefore the expiration
of the option, the option pays(L, ) = p(0.11, 7) — (1 — L)p(0.08, 1),
wherep(y, t) is the price of the corporate at tihat a bond equivalent yield
of y. Becauser (L, ) is notlinearinL, whereas the risk-neutral probability
of defaultis approximately linear in the hazard ta{ér smallh), the option
price depends in distinct ways drandL, which can therefore be identified
from the option price, the corporate bond yield, and the Treasury yield in
this simple example.

For example, suppose we halve the default hazardrimt¢his example
from 0.08 to 0.04, and we double the fractional lbgse 0.5, leavings = hL
unchanged at 2%. The bond price behavior is identical prior to default. With
this change, however, the option pays off with half the expected frequency
(risk neutralized), but because the optionis out of the money before default, it
pays more than double the amountwhenitdoes pay off. Thatis, at the default
time z, if before expiration, the option pays0.5, t) > 27(0.25, 7). The
initial option price is therefore higher witth = 0.04, L = 0.50) than
with (h = 0.08, L = 0.25). Thus, in principle, one can identity and L
separately from yield spreads and from bond option prices. This is a simple
consequence of the nonlinearity of the option payoff as a function of the
underlying bond price.

3.1 Pricing a credit-spread put option

As an illustration of how our framework can be used to value credit deriva-
tives, we price a yield-spread put option with stocha@tia ). We suppose

that the underlying bond pays semiannual coupons, is noncallable, and ma-
tures atT,. Its price is quoted in terms of its yield spread over a Treasury
note, of semiannual coupons, and of the same matt¥itiis credit-spread

15 In our calculations, we ignore the differences in day-count conventions between Treasury and corporate
bonds. They would in any case have a negligible effect for our purposes.
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derivative is an option to sell the defaultable bond at a spBawkr Trea-
sury at an exercise date If the actual market spregsr at T is less than
the strike sprea, then the spread option expires worthless. If the actual
market sprea®r at T exceedsS, then the holder of the credit derivative
receivesp(S+ Zt, T) — p(Sr + Zt, T), whereZ; is the yield of the Trea-
sury note at. Such options have been sold, for example, on Argentinian
Brady bonds.

As credit spreads are relatively volatile, or may jump, the issuer of the
credit derivative may wish to incorporate a feature of the following type:
If, at any timet before expiration, the market spre§dis greater than or
equal to a given spread c&> S, then the credit derivative immediately
paysp(S+ Zi, t) — p(S+ Z, t). In effect, then the credit derivative insures
an owner of the corporate bond against increases in spread above the strike
rateSup to S.

In summary, the credit derivative pays

X =max[p(S+ Z;, ) — p(min(S;, S) + Z;, 1), 0]

at the stopping time = min(T, inf{t: S > S}). We will assume that the
issuer of the credit spread option is default-free. The price at time 0 of the
spread option is therefoﬂét?[exp(— fO’ rsds)X.]. The default characteris-
tics(h, L) of the underlying bond play a role in determining both the payoff
X (through the price proceds of the underlying bond) and the payment
timer.

In order to value this credit derivative, one requires as inputs to a pricing
model the coupon and maturity structure of the Treasury and defaultable
bonds; the parameter$, S, T) of the credit derivative; the risk-neutral
behavior of the Treasury short-rate procesthe risk-neutral hazard rate
process and the fractional loss proceksof the underlying bond; and the
price behavior of the defaultable boatter default. The post-default bond
price behavior is only relevant if, upon default, the “ceiling” spr&is not
exceeded. At moderate parameters such as those chosen for our numerical
examples to follow, the spread passes throBghith certainty at default,
and post-default price behavior plays no role.

For our numerical example, we take a two-state CIR state protess
(Y1, Y2)' satisfying

dYie = kit (Gir — Yir) dt + oi/Yie d BT, (50)

wherexi;, 6i;, andoj; are deterministic and continuous inwhile B®

and B are independent standard Brownian motions under an equivalent
martingale measur®. We take the Treasury short-rate process Y; and

the short-spread process= hL = Y; + Ya.
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The initial conditionYy and the time-dependent parameters, ando
are chosen to match given discount functions for Treasury and corporate
debt, initial Treasury and defaultable yield vol curves, and initial correlation
between the yield on the reference Treasury bond and yield spread of the
defaultable bond. By “initial” vol curves and correlation, we mean the in-
stantaneous volatility at time zero of forward rates in the HIM sense, by ma-
turity, and the instantaneous correlation at time zero between theZ/imid
the reference Treasury note and the yield spi®ad the defaultable bond.

We will consider variations from the following base case assumptions:

e The defaultable and Treasury notes are 5-year semiannual coupon non-
callable bonds, with coupon rates of 9% and 7%, respectively.

e The credit derivative has a strike 8= 200 basis points (that is, at
the money), with maximum protection determined by a spread cap of
S = 500 basis points, and an expiration timeTof= 1 year.

e The default recovery rate2 L is a constant 50%.

The parameter functions, 6, ando, and the initial state vector (0) are

set so that the Treasury and defaultable bonds are priced at par, and both
forward rate curves are horizontal; the initial yield volatility on the refer-
ence Treasury note is 15%; the initial instantaneous correlation between
the defaultable bond’s yield spre&land the Treasury yiel is zero®

the treasury forward rate vol curve is as illustrated in Figure 4 with the
label “Price= 2.10.” The forward rate spread volatility is a scaling of this
same vol curve, chosen so as to attain an initial yield spread volatility of the
defaultable bond of 40%.

Given the number of parameter functions and initial conditions, there
are more degrees of freedom than necessary to meet all of these criteria.
We have verified that our pricing of the credit derivative is not particularly
sensitive to reasonable variation within the class of parameters that meet
these criteria.

At base case, the credit derivative has a market value of approximately
2.1% of face value of the defaultable bond. Figure 5 shows the dependence of
the credit derivative price, per $100 face value of the corporate bond, on the
recovery rate - L. With higher recovery at default, the credit derivative
is more expensive, for we have fixed the yield spread at the base case
assumption of 200 basis points, implying that the risk-neutral probability
of default increases with the recovery rate. Indeed, then, one can identify
the separate roles of the default hazard hedd the fractional losk with
price information on derivatives that depend nonlinearly on the underlying
defaultable bond.

16 This does not imply that the Treasury short nrand the mean loss rateare independent, and typically
requires that they will not be independent.
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Figure 4
Impact of shape of volatility curve on credit derivative price

Figure 4 shows the base case vol curve for Treasury forward rates and a
variation with a significantly flatter term structure of volatility, maintaining
the given base case Treasury yield and yield-spread volatilities and correla-
tion. Flattening the shape of the vol curves increases the price of the credit
derivative, although not markedly.

Additional comparative statics show that

e Increasing the spread c&from the base case of 500 basis points up
to 900 basis points, holding all else the same, increases the price of the
yield-spread option to 2.7% of face value.

e Increasing the strike spre&from 200 basis points to 300 basis points
reduces the price to 0.7% of face value.

¢ Increasing the yield-spread volatility from the base case of 40% up to
a volatility of 65% increases the price to 2.9% of face value.

e Increasing from 0 to 0.4 the initial correlation of yield spread changes
with Treasury note yield changes reduces the yield-spread option price,
but only slightly, to 2.0% of face value.

e Increasing the expiration daflefrom 1 to 4 years increases the yield
spread option price to 3.8% of face value.
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Spread Option Price
Recovery Rate Sensitivity
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Figure 5
Impact of recovery rate on credit derivative price

e Within conventional ranges, the yield-spread option price is relatively
insensitive to the Treasury yield volatility. For example, as one changes
the initial yield volatility of the underlying Treasury note from 15 to
25%, by scaling the base-case vol curve shown in Figure 4, the price
of the yield-spread option is not affected, up to two significant figures.
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