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Abstract

In this paper we consider a structural form credit risk model with jumps. We investigate the
credit spread, the price, and the fair premium of the zero-coupon bond for the proposed
model. The price and the fair premium of the bond are associated with the Laplace
transform of default time and the firm’s expected present market value at default. We
give sufficient conditions under which the Laplace transform and the expected present
market value of a firm at default are twice continuously differentiable. We derive closed-
form expressions for them when the jumps have a hyperexponential distribution. Using
the closed-form expressions, we obtain numerical solutions for the default probability,
the credit spread, and the fair premium of the bond.
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1. Introduction

Defaultable zero-coupon bond and credit default swap (CDS) are important credit deriva-
tives. The fair premium of the bond is associated with its CDS. It is of special interest to
price these derivatives in credit risk theory. The structural form model, initially proposed in
Black and Scholes (1973), Merton (1974), and Black and Cox (1976), could give an intuitive
understanding for the credit risk by specifying a firm’s value process. A commonly used method
for investigating the credit risk in structural form models is the first passage time approach,
which specifies the default as the first time that the firm’s value falls below a threshold level.
See, for example, Black and Cox (1976), Longstaff and Schwartz (1995), Collin-Dufresne and
Goldstein (2001).

In some earlier structural form models, the firm’s market value process is assumed to follow
adiffusion process. This assumption leads to zero limiting credit spreads, which contradicts the
empirical observation that credit spreads do not vanish as maturity decreases to 0. To overcome
this shortcoming, many authors consider structural form credit risk models in which the firm’s
market value process contains jumps. See, for example, Zhou (2001), Hilberink and Rogers
(2002), and Le Courtois and Quittard-Pinon (2006). Following the idea of these papers, we
also consider a structural form model with jumps. Using the first passage time approach, we
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investigate the credit spread, the price, and the fair premium of the bond under the proposed
model.

All random variables considered in this paper are defined on the filtered complete probability
space {2, S, {3y}, P}. We assume that the total market value of a firm under the pricing
probability measure P is given by

N(t)

V() = Voexp|:,ut+oW(t)+ZZ,-:| (1.1)
i=0

for t > 0, where i, o, and Vj are positive constants, and Vj represents the initial market value
of the firm; {W(¢)} is a standard Brownian motion; { /N (¢)} is a Poisson process with parameter
A > 0; and the random variables {Z;} are independent and identically distributed with common
distribution F. It is assumed that {W (¢)}, {N(¢)}, and {Z;} are independent. This means that
Zf\]:((t)) Z; is a compound Poisson process with intensity A > 0 and jump size distribution F.

For simplicity, we let the constant K > 0 denote the debt of the firm. Set u = —In(K/Vj).
Following Longstaff and Schwartz (1995) we define the default time as

T, =inf{t: V() < K}

with 7, = oo if V() > K for all t > 0. We call the constant K the default threshold level.
As in Black and Cox (1976), we let the default threshold level K be an exponential function
of time . However, this choice does not bring any essential extension of mathematics in the
following discussions.

Consider the jump diffusion process defined by

N(t)
X(t)=u+put+oW) + Y _ Z, t>0. 1.2)
i=0

Then, we have
T, = inf{z: X (t) < 0}

with 1, = coif X(r) > O forall # > 0. Given T > 0, the default probability of the firm in
[0, T] is defined as W (u, T) = P(t, < T).

If F(0) = 1, the process X (¢) given in (1.2) reduces to the classical risk process perturbed by
diffusion introduced in Gerber (1970) in insurance mathematics. In this case, # > 0is the initial
surplus of the insurer and the default time 7, above is, in fact, the time of ruin; see Dufresne
and Gerber (1991). Ruin theory for Gerber’s classical risk process perturbed by diffusion has
been extensively studied in risk theory. See, for example, Dufresne and Gerber (1991), Furrer
and Schmidli (1994), Gerber and Shiu (1998), Wang and Wu (2000), Tsai and Willmot (2002),
and Chiu and Yin (2003).

Using similar processes to models (1.1) and (1.2), Chen and Panjer (2009) investigated
connections between ruin theory and credit risk for a structural form credit risk process with
jumps, so that the results developed in ruin theory can be used to develop analogous results in
credit risk. Zhou (2001) considered a structural credit risk model with jumps, and provided a
simple Monte Carlo algorithm to evaluate bond prices and credit spread when the jumps have
normal distribution. Kou and Wang (2003) and Le Courtois and Quittard-Pinon (2006) derived
closed-form solutions for the Laplace transform of the first passage times that is associated with
the jump diffusion process (1.2) when the jumps are double-exponentially distributed by using
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the memoryless property of the exponential distribution. Ramezani and Zeng (2007) considered
an asset process similar to process (1.1). Using a maximum likelihood estimation procedure,
they found that the asset process for both individual stocks and the indexes of the S&P-500 and
the NASDAQ with jumps having double-exponential distribution performs better than the case
with normally distributed jumps or without jumps. There are a number of works that study
the double-exponential jump diffusion model; see Kou (2002), Kou and Wang (2003), (2004),
Huang and Huang (2003), and Huang and Zhou (2008), to name only a few. Intuitively, jumps of
the firm’s value process are triggered if unexpected information or events are revealed, and there
might be a variety of information. Motivated by the work of Lindskog and McNeil (2003), we
assume that different varieties of unexpected information or events arrive as independent Poisson
processes, and that the jump sizes caused by the same type of information are independent and
have a common distribution. Hence, the jump components of the firm’s value process caused
by unexpected information or events can be seen to be a sum of some independent compound
Poisson-distributed random variables, and, therefore, itself compound Poisson distributed. If
all types of jump size follow double-exponential distributions, then the firm’s value process is a
hyperexponential jump diffusion model, which is a generalization of double-exponential jump
diffusion model. In fact, the credit risk process (1.1) with jumps having a hyperexponential
distribution may be more flexible, and it can well approximate many heavy-tailed distributions,
including exponential-tail and power-tail distributions. Hence, it can be used to incorporate the
uncertainty of the heaviness of the asset return tails.

The aim of this paper is to provide a method to value the price and the fair premium of the zero-
coupon bond under credit risk process (1.1). Specifically, we present closed-form expressions
for them when the jumps have a hyperexponential distribution. The rest of this paper is organized
as follows. In Section 2 we present the connections between the price and the fair premium of
the zero-coupon bond, the Laplace transform of default time, and the firm’s expected present
value at default. In Section 3 we give sufficient conditions under which the Laplace transform
and the firm’s expected present value at default are twice continuously differentiable and derive
closed-form expressions for them when the jumps have a hyperexponential distribution. Using
the closed-form expressions, we obtain numerical solutions for the credit spread, the default
probability, and the fair premium of the bond in Section 4. Section 5 provides some conclusions.

2. The price and the fair premium of the zero-coupon bond

Let § > 0. The Laplace transform of 7, is defined as L(u) = E[e%7]. We have
Lu)=1 foru <O. 2.1

The density of the default time 7, can be obtained by inverting its Laplace transform L (u).
Let ¢ (u) = E[V (1,)e %% 1(1, < 00)] denote the expected presented market value of a firm
at default time, where § > 0 is the discounted factor. It is easy to see that

du) =V, foru <O0. 2.2)

Some exact expressions for ¢ (1) are obtained when the jumps in the credit risk process (1.1) have
a double-exponential distribution or when the jump diffusion process X (¢) of (1.2) is replaced
by a Lévy process with no upward jumps, a so-called spectrally negative Lévy process. See Le
Courtois and Quittard-Pinon (2006) and Hilberink and Rogers (2002).

The price and the fair premium of a defaultable zero-coupon bond are associated with the
functions L(u) and ¢ (u). Given a short constant rate of interest » > 0, the fair price B(0, T')
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of a defaultable zero-coupon bond at time 0 with maturity 7" and unit face value is given by
RE[e™ ™V (ty) I(ty < T)]

X )
where R € [0, 1]is a constant. The first term on the right-hand side of (2.3) is the present value
of the bond if there is no default occurring before time 7. The second term is the expected
present value of what the bondholders receive upon default (if this happens before maturity).
The bondholder receives the fraction RV (t,)/K of the face value in case of a default. We can
interpret 1 — R as the fraction of the liquidity cost of the firm when default occurs.

The credit spread corresponding to B(0, T') is denoted as 57 it is the solution to the equation
B(0, T) = e~ "*t1T Hence, we have

BO,T)=¢"TP(x,>T)+

(2.3)

_In(BO.T))

- . 2.4
nr T r 24

Given B(0, T'), we can obtain n7 from (2.4).

In a credit default swap (CDS) contract written on the firm’s zero-coupon bond, we assume
that the insurance seller will continuously receive the premium at rate ¢ until the firm goes
bankrupt and will cover the loss of the insurance buyer in the event of credit default. This
means that the price CDS(0, T') of the contract with notional value 1, continuous premium rate
payments ¢, and maturity 7 is

_RV@)

T
)e—rru 1(z, < T)] — E[/ ce " 1(t, > 1) dt]. (2.5)
0

The first term on the right-hand side of (2.5) is the expected present value of the loss of the
bond. The second term is the expected present value of the premium paid by the bondholder
till default occurs. The fair premium rate C7 should make the value of CDS(0, T') 0. Hence,
from (2.5) we obtain

CDS(0, T) :E[(l

_ B[ - RV(w)/K)e "™ Lt <D)] _ A, T)
B E[J, e~ 1(z, > 1) d1] Ay, T)

Since there are no exact results for the price of the bond and for the fair premium under credit
risk process (1.1), following Hilberink and Rogers (2002) and Le Courtois and Quittard-Pinon
(2006), we consider the Laplace transforms of the price B(0, T') and the Laplace transforms
of Aj(u, T) and A, (u, T). By inverting these Laplace transforms we could obtain the price of
the bond and the fair premium.

The Laplace transform of B(0, T') is given by

Cr

B(y) = /oo e ?TB(0, T)dT
0

® RE[e " "TV(5,) 1(z, < T)] JT.

=/ e ?TEle™T 1(z, > T)1dT +/
0

0 K
(2.6)
Using Fubini’s theorem, we can rewrite (2.6) as
u —rty—yT
B(y) = E|:/t e~ 0T dT} —|—E[/Oo Re™ "™ VTV (7,) 1z, < oo)] JT
0 - K
1 — E[e~ 0+ RE[e— My 1
= [e ] n [e () 1(7, < oo)]' o
V + r K)/
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Similarly, the Laplace transforms of A(u, T) and A>(u, T) are given by

~ oo —(r+y)t _
Ay :/ T Ay (. T)dT = Ele="+7)% (1 — RV (1,)/K) 1(zy < 00)] 2.8)
0 Y

and

o0
Ar(y) = / T Ay(u, T)dT
0

o0 o0
- [// e—VT—”l(ru>r)dez]
0 t
Ty a—(y+r)t
e
0 14

1 — Ble~ 0+
= 2.9)
y(y +r)
Itis easy to see that the Laplace transforms in (2.7), (2.8), and (2.9) rely on the Laplace transform
of 7, and the expectation E[e~ "+t %V (1,)1(t, < 00)]. Thus, it is helpful to derive some
exact results available for the latter two.

3. Main results

Let Y be arandom variable measurable with respect to the o-algebra o {X (s), 0 < s < o0}.
We use the superscript u in the conditional expectation E¥[Y] = E[Y | X(0) = u] to indicate
that the real-valued Markov process {X (¢)} starts from X (0) = u with probability 1. To unify
the study, following Gerber and Shiu (1998), we consider the function

@ (u) = B'[e ™ EX (@) 1(7, < 00)] for& > 0.

Theorem 3.1. Assume that the jump size distribution F is absolutely continuous. Then,
the function ®(u) is twice continuously differentiable on (0, 0c0) and it satisfies the integro-
differential equation

%UZCD”(M)+MCD’(M)—()»—HS)CD(M) = —)\U ue<“+1>f dF(z)+/oo d>(u+z)dF(z)] (3.1

Proof. Letu > 0. Note that the process {X (¢)} is a homogeneous strong Markov process
on (—oo, 00). The killed version of the process {X ()} at default time 7, is

X(@) ift <1y,
0 ift > 1,

)_((t)z{

where d denotes the death state for the process { X (¢)}. The twice killing process for the process
{X(}is
X(t) ift<¢,
Z() = Q) it < ¢
0 ift > ¢,
where ¢ is an exponential random variable with parameter §, independent of the process

{X (), t = 0}. The process {Z(t), t > 0} is also a homogeneous strong Markov process
in (0, 00). See, for example, Blumenthal and Getoor (1968, Chapter 3).
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Let A denote the weak infinitesimal generator of the process {Z(¢)}, and let D(A) denote its
domain. Since o > 0 in credit risk process (1.1), each function in D(A) is defined on (0, co)
and is twice continuously differentiable. Using Itd’s formula, we can find the infinitesimal
generator

E*[g(Z(h)] — g(u)
h

A =1
g(u) 111?3

oo

2

= %g”(u) + g’ (u) + k/ gu+2z2)dF(z) — (6 +A)gu), (3.2)
—u

where g € D(A).

Similar to Yuen et al. (2009), to prove the theorem, it is sufficient to show that the function
®(u) on (0, 00) is in D(A). To show this, from Dynkin (1965, Chapter 1), we need to only
prove that limy, o E“[®(Z(h))] = @ (u) for each u € (0, 00) and that, as a function of variable
u on (0, 0o), the limit

E“[®(Z(h))] — ®(u)
m
hl0 h

is bounded and continuous.

For ¢+ > 0, let 6; denote the shift operator from Q to itself defined by X (s, w) o 6; =
X (s, 6;0) = X (s +1¢, w). Werefer the reader to Revuz and Yor (1991, pp. 34, 97) for a detailed
definition.

It is easy to see that

E'[®(Z(h)] = E*[1(h < 7, < 00) 1(¢ > h)D (X (h))]
=e "EY[1(h < 1, < 00)D(X (h))], (3.3)

where, by convention, ®(d) = 0. Conditioning on {h < 1, < oo}, we have 7, = h + 1, 0 6j,.
A standard use of the homogeneous Markov property of the process X () gives

E“[1(h < 1, < 00)® (X (h))] = E*[1(h < 7, < 00) B¥[e W tEX(@) ¢ 9, | §1]
= EB“[E“[1(h < 1, < c0)e dwtsX (@) 50, | 3411
— EH [l(h <1, < Oo)eféruoeh+EX(tu09;,+h)]
=E"[1(h < 1, < 00)e’—0rutsX(m))
=" ®u) — " B [1(r, < hye ?nteX (], (34
Hence, from (3.3) and (3.4) we obtain
E“[®(Z(h)] = ®(u) — E“[1(t, < h)e duteX @y, 3.5)

Equation (3.5) implies that

. E“[®(Z(h)] — @) . E"[1(zy < h)e dutsX(m)]
lim = —lim .
10 h hl0 h

Note that P(N (k) > 2) = o(h) and P(info<s<p (s + o W(s)) +u < 0) = o(h) for each
u > 0. Given N (h) = 1, let e(h) denote the jump time of the Poisson process {N(#)} in [0, &].
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Conditioning on the number of the jump times of the Poisson process {/N(¢)} in [0, /4] and using
the independence assumptions, we obtain

_ E“[1(r, < h)e P tEX(m]
lim =
hl0 h

1
= lim —[E“[1(z, < h) L(N(h) = 0)e 0w H6X(®)]
0 h

+E“[1(ty < h) 1(N (h) = D)e duteXm))
+E“[1(z, < h)1(N(h) > 2)e ntsX @y

1
= mg E[eﬂ»h E* [1(0;132}1(/“ +oW(s)+u< 0) 1(z, < h)efSrqugx(T“)]

+ ke M E[l( inf (s +oW(s) +1(s > e()Z1) +u < o)
0<s<h
« efée(h)JrSX(e(h)):I 4 o(h)]

= lim Ae M B [1( inf (s +oW(s) +1(s > e(W)Z)) + u < o)e—5€<h>+fx<f<h)>]
h10 0<s<h

—Uu

— X/ et dF(2).
—0o0

Therefore, we have

u
e@rIEGF (7). (3.6)

[e.e]

i E“[®(Z(h)] — d(u) /*
im = —A
hl0 h _

By assumption, F is absolutely continuous. Hence, the integral f__:o e +98 dF (z) is bounded
and continuous in « on (0, 0o), given & > 0. This means that limj o E“[®(Z(h))] = P (u) for
each u € (0, o0). Therefore, the function ®(u) on (0, c0) is in D(A) and, hence, it is twice
continuously differentiable on (0, 0o). Replacing the function g by the function ® in (3.2) and
then using (3.6), we obtain (3.1). This completes the proof.

Itis easy to see that L(u) = ®(u)|g=o and ¢ (u) = K P (u)|¢=1 on (0, 0c0). Hence, we have
the following two corollaries.

Corollary 3.1. Assume that the jump size distribution F is absolutely continuous. Then, the
Laplace transform L(u) is twice continuously differentiable on (0, 00) and it satisfies the
integro-differential equation

%UZL"(M)JrML'(U)—(k+5)L(M) = —K[F(—u)Jr/ L(u+z)dF(z)}, u>0.@3.7)

Corollary 3.2. Assume that the jump size distribution F is absolutely continuous. Then, the
expected present market value ¢ (1) at the default time is twice continuously differentiable on
(0, 00) and it satisfies the integro-differential equation

—u o]

3720 W10/ - 699w = 4| [ ke ar @+ [Towrnaro)| 6

—00 —Uu
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Remark 3.1. Denote by 7z the mean of Z;. Assume that it = 4+ Az > 0, so that we have
V(t) - oo ast — oo and lim,_, 5 7, = 00 almost surely. In this case, we have

ull)rréo L) =0. (3.9)

Thus, we could obtain the Laplace transform L(u) by solving the boundary value prob-
lems (2.1), (3.7), and (3.9). In the case where it < 0, the boundary condition (3.9) does
not hold any more and we cannot in general obtain the Laplace transform L(u) by solving
only the boundary value problems (2.1) and (3.7). However, using the boundedness of the
Laplace transform and by solving the boundary value problems (2.1) and (3.7), we can obtain
a closed-form expression for the Laplace transform L (x) when the jump size distribution F is
a hyperexponential distribution. Similar arguments also hold for the function ¢ ().

Example 3.1. We now assume that the jump size distribution F' is a hyperexponential distri-
bution, that is, its density function, denoted by f, can be expressed as

pro1e” %1% 4+ prape™ 2 4 - -+ puae Tt 72 >0,

f@)=
q181€P17 + @ foeP?* + - + g refr, z <0,

(3.10)

withO <oy << <o, 0<Br<Ba<--<Bu,0<pi,gi<1l,i=1,...,n, and
Y (pi+a) = 1.

Though the density function f(z) given in (3.10) may not be continuous at z = 0, the hyper-
exponential distribution F is absolutely continuous. Hence, by Theorem 3.1, the corresponding
Laplace transform L () in this example is twice continuously differentiable on (0, co) and it
satisfies (3.7).

Let I denote the identity operator, and let D denote the differential operator. Define the
differential operator polynomial

hy(D) = 10°D? + uD — (A + O,
where, by convention, DZL(u) = DL (u)). Similarly, we define hy(x) = %szz + ux —
(A + 6). Inserting (3.10) into (3.7) gives

n u n
hy(D)L(u) = —A[Z gie Pt +/0 L(s) > qifief 7 ds
i=l i=1

o0 n
—|—/ L(S)Zp,'a,-ef"‘"(““) ds]. (3.11)
u

i=1
Similar to Gerber and Shiu (2005) and Wang and Wu (2008), applying the differential operator
polynomial [[7_, [(D + B;I)(D — «;I)] to the both sides of (3.11) yields the differential equation

(]‘[[(D +BD(D - a,-b])hz(ﬂ))uu),

i=1

=1 pict ((D +6D ] 1@+8D®- aﬂD])L(u)

i=1 Jj=1, j#i
—AZqiﬂi(m—aiﬂ) I1 [(ID>+ﬂjJI)(D—ajH)])L(u). (3.12)
i=1 j=1, j#i
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[ Lo |
T (- [

_'Bn _'anl _132 _'Bl oy Oy @, | &

FiGURE 1: The roots of (3.15).

The characteristic equation of (3.12) is

(H[(x +Bi)(x — Oli)])hz(X)
i=1

n n + B, . n n 1B, o
=iy piai[] W -2 aibi[] % (3.13)
i=1 j=1 i=1 j=1

By partial fraction decomposition we can rewrite (3.13) as

_ ([ pi; _ 4iBi
h2(x)_x§<x_ai x+ﬂ{). (3.14)

Define

x+p6i x—o

1 n . . . .
g(-x) = 502x2+MX—)»+)»Z< %,31 Did )
i=1

Then, (3.14) can be rewritten as
gx) =6. (3.15)
Note that (3.13) has 2n + 2 roots and it has the same roots as (3.15). We can verify that (3.15)
has 2n 4+ 2 distinct roots r;, p;j, i = 1,2, ...,n 4+ 1, with
ppl < =B <tp < —Pp1<---<—=P1<r; <0,
O<pr<ap<pr<ay<---<dy < pPptl
(see Figure 1). Hence, the Laplace transform L (i) has the form

n+1 n+1

L) = Zcier"” + Zdiep"“, u>0,
i=1

i=1

where the ¢;s and d;s are arbitrary constants. From the boundedness of the Laplace transform
and boundary condition (2.1), we see that

di =0, i=1,...,n+1,
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and
n+1

Zci =1. (3.16)
i=l1

It follows that
n+1

L(u) = Zcie”", u>0. (3.17)
i=1
Substituting L («) given in (3.17) into (3.11) and equating the coefficients of e~ yields
n+1

3 L . (3.18)
j=1,3i+rj

Let A denote the (n + 1) x (n 4+ 1) coefficient matrix of the linear system (3.16) and (3.18).

‘We have
1 1
P B
Ao B1 -'i-rl ' Bi +.rn+1
Bo B
Bn + 11 Bn +1nt1

Denote the determinant of the matrix A by det A. We can verify that det A # 0. Let Ay denote
the matrix obtained from A by replacing its kth column by the (n + 1)-dimensional column
vector W= (1,1,..., DT, k=1,2,...,n+ 1. Thus, we have

cx = (det A)~! det Ay, k=1,2,...,n+ 1. (3.19)

Hence, (3.17) and (3.19) give the closed-form expression for the Laplace transform L ().
For n = 2, we have
L(u) = cie™ + cre™" + c3e™,

where r{, r, and r3 with r3 < —f < rp < —f1 < r; < 0 are the three roots of the equation

a6 QB2 D1y D202
ha(x) + A + + + =0, 3.20
2() (x+ﬂ1 x+pB2 o —x az—x) ( )
and rars(ry + Bt + B)
_ ar3(n 1) (71 2 (3.21a)

‘= (ri—r)(ri —r3)BiB’

o — rir3(r2 + B1)(r2 + .32)’ (3.21b)
(ro —r1)(r2 —1r3)B1B2
_nin(r3+ B1)(r3 + p2)

c3 = .
(r3 —r1)(r3 —r2)B1B2

Similarly, for n = 1, we have

(3.21¢)

L) = c1e" + cpe™",
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where r1 and rp with ry < —f81 < r; < 0 are the two roots of the equation
q1B1 piag
)+ —+ —— ) =0
2 (x+.31 al—x>

and
i+ p) _ri(rn+ B1)

cl = , = .
P12 —r1) Bi(r1 —r2)

(3.22)

Example 3.2. Under the assumptions of Example 3.1, we can obtain a closed-form expression

for ¢ (u) by solving (3.8) with boundary conditions (2.2).

Using boundary conditions (2.2) and following the same arguments as used to derive (3.17)

and (3.19), we obtain
n+1

¢w) =y Knie™,
i=1

where the 7;s solve the system

with

.
= (1, 0pe) | and =(1, pi P >
1= ) and Q Bi+D) T BatD

being two (n + 1)-dimensional column vectors, and the r;s are the roots of (3.14).

For n = 2, we have
¢ (u) = K(me"" + npe"" + nze”"),
where r1, rp, and r3 are the three roots of (3.20), and

= (ri+ B+ B2 — D3 — 1)
(r1 —r)(r = r3)(1 + B1)(1 + B2)’
_ (4 B2+ ) — D3 — 1)
(=) —r) 1+ BN+ B’
= (r3+ B)(r3 + B2)(ri — V(2 — 1).
(r3 —r)(r3 —r2)(A + B + B2)

Similarly, for n = 1, we have

n2

¢ (u) = K(me" + ne™"),
where 7| and r, are the two roots of (3.22), and

_ (r1 + B0 —r2) ny = 2+ B —1)
YT =)+ B GO RET )

4. Numerical solutions

(3.23)

(3.242)

(3.24b)

(3.24¢)

In this section we present some numerical results on the fair premium rate of the zero-coupon
bond, the default probability, and the credit spread when the jumps have a hyperexponential
distribution. We first introduce the Gaver—Stehfest algorithm for inverting the Laplace transform
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which was used in Kou and Wang (2003). For a nonnegative function f(¢), we denote by F its
Laplace transform, that is,

ﬁ(&):/ e % £(1)dt, 4.1)
0
where § > 0. Using (4.1), and Equations (5.1) and (5.2) of Kou and Wang (2003), we obtain
f@y = lim 3 ok, m)Fe(), 4.2)
k=1
where
(kom)y = (—ynk X 43)
et m = Kl (m — k)l '
-~ W@ em! . In(2)
Fn() = — wln 11 2 Z( 1) ( ) (( +k) ) @4

and m is a positive integer. As pointed out in Section 5 of Kou and Wang (2003), we can
increase the numerical stability by replacing Fi(¢) in (4.2) by Fyy2(¢), that is, we can use the
approximation formula

@ =) @k, m)F), (4.5)
k=1

where @ and F are given by (4.3) and (4.4), respectively. The algorithm quickly converges
and it typically converges nicely even for m between 5 and 10.

Let 1/7(14, 8) denote the Laplace transform of W (u, t) = P(r, < ¢). Similar to Kou and Wang
(2003), we have

N o 1 [ 1
U (u, 8) =/ eV P(r, <) dr = —/ e dP(z, <t) = —=L().
0 8 Jo 8
For simplicity, we choose n = 2 in Example 3.1. Thus, from (3.17) we have

1/f(u 8) = —(cle”" + cre"" + c3e"M), (4.6)

where c1, ¢, and c3 are given in (3.21a)—(3.21c¢), and rq, 7, and r3 are the roots of (3.20) with
8 being replaced by y + r in h(x). Similarly, from (3.17) and (3.23), we obtain

~ 1 R c R c R .
B(y) = + <ﬂ - —l)erlu + (ﬂ _ 2 )erzu + ( 3 _ 3 )erw’
vero Ny oy v oov+r v v+r

“4.7)
A (c1 — Rnp)e™ + (c2 — Rnp)e™" + (c1 — Rnz)e”™"
Al(y) = ; , (4.8)
A 1 — cre — cpet — cqel3t
Ary) = , 4.9)
y(y +r)

where 711, 12, and n3 are given in (3.24a)—(3.24c¢).
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It is easy to see that

var(X (1)) = [52 + 2/\(”—; + 2 Iy q—iﬂt — o1,
af oy BT B

To investigate the impact of jumps on the default probability, the fare premium, and the credit
spread, following Zhou (2001) and Le Courtois and Quittard-Pinon (2006), we keep 0}2( constant,
so that the variations in the default probability, the fare premium, and the credit spread are mainly
caused by the jump component rather than by the changes of the whole value of 0)2(. Fix the
parameters ¥ = 0.03, R =08, p1 = pr=q1 = ¢» = }T, uw=0020x =02, Vo/K =2,
and, hence, u = 0.7. A purely diffusion process corresponds to A = 0 and, therefore, ox =
o = 0.2. For jump size parameters, we consider two different cases.

CaseA. a1 = B1 =5, a2 = B = 10,
Case B. a1 = B1 =10, a3 = B> = 20.

It is obvious that the variation of the jump size in case A is larger than that in case B.

We choose m = 9 in (4.5). Applying (2.4), (4.5), and (4.6)—(4.9), we obtain numerical
solutions for the default probability, the fair premium, and the credit spread. Some numerical
results for the impact of jumps on the default probability are shown in Figure 2. As can be seen
from the figure the defaults are caused mainly by jumps rather than by the diffusion part over
a relatively short interval of time at the beginning. Then, the diffusion part contributes more
to the default probability than the jump for relatively larger times #. We can also see that the
default probability of credit risk process (1.1) with jumps is larger than that with no jumps over
a short interval at the beginning. This fact was also noted in Zhou (2001), Le Courtois and
Quittard-Pinon (2006), and Ramezani and Zeng (2007).

Figure 2(a) shows that the default probability is an increasing function of the jump intensity A
over a short interval at the beginning and a decreasing function of A for relatively larger times ¢.
This is because increasing the value of A means diminishing o, owing to the facts that oy is
assumed to be a constant and a higher value of A corresponds to a smaller o for fixed jump
sizes.

Given the jump intensity, Figure 2(b) shows that a firm with larger jump sizes (case A) is
more likely to default over a relatively short interval of time at the beginning and the reverse
relationship holds for relatively large times ¢.

In Figure 2(c), we assumed that the variation of the compound Poisson process in pro-
cess (1.1) for case A is equal to that for case B. From Figure 2(c) we see that the default
probability with larger intensity value A and smaller jump sizes is closer to that for a purely dif-
fusive process. This is intuitively clear because the compound Poisson process in process (1.1)
for case A is closer to a purely diffusive process than for case B.

In Figure 3 we present the influence of jumps on the credit spread. From Figure 3(a) we see
that a larger variation of jump size corresponds to a higher value of credit spread over a short
interval at the beginning, given the intensity A.

For a given jump size, Figure 3(b) indicates that the credit spread increases in intensity A
over a short interval at the beginning.

In Figure 4 we present the influence of jumps on the fair premium of the zero-coupon bond.
From Figure 4(a) we see that a jump size with larger variation corresponds to a higher fair
premium rate, given the intensity A. For the same jump size, Figure 4(b) shows that the fair
premium rate is an increasing function of the intensity X.
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FIGURE 2: Relations between the default probability and (a) the jump intensity, (b) the variation of the
jump size, and (c) the total jump component.
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FIGURE 3: Relations between the credit spread and (a) the jump size and (b) the jump intensity.
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FIGURE 4: Relations between the fair premium rate and (a) the variation of the jump size and (b) the jump
intensity.

5. Conclusions

In this paper we have considered a structural form credit risk model with jumps and provided
ways to value the price and the fair premium of the zero-coupon bond. Both the price and the
fair premium of the zero-coupon bond rely on the Laplace transforms of the default time and
on the firm’s expected present market value at default. We derived sufficient conditions under
which the firm’s expected present market value at default is twice continuously differentiable
using a probabilistic method. Closed-form expressions for the Laplace transform of the default
time and for the firm’s expected present market value at default were obtained by solving
certain integro-differential equations when the jumps have a hyperexponential distribution. We
presented numerical illustrations to show how the jumps in the model impact on the default
probability, the fair premium, and the credit spread.

Since the hyperexponential distribution is rich enough to approximate many other distribu-
tions, including some heavy-tailed distributions, in the sense of weak convergence, we may
use credit risk process (1.1) with jumps having a hyperexponential distribution to approximate
some models with jumps that are generally two-sided distributed when evaluating the credit
risk for the proposed model. The jump magnitudes in credit risk process (1.1) need not be
hyperexponentially distributed. Hence, another important topic for further research is the
pricing of the zero-coupon bond under a general jump size distribution.
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