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Introduction

The complexity arising from financial markets is a challenge to develop new and more sophisticated
models. Since the pioneering work of Black and Scholes [10], the stochastic finance literature has grown as
well as the interest on the topic. Markov processes have been largely used in an attempt to give a stochastic
description of financial markets. However the Markovian memoryless hypothesis imposes strict conditions
on the distribution of the waiting times in the states. Semi-Markov processes are a generalization of Markov
processes allowing every kind of waiting times distribution and preserving the memoryless hypothesis in a
more adaptable way.

Semi-Markov processes can be view as a generalization of both Markov processes and renewal processes.
The first works on the topic have been produced independently by Lévy [64], Smith [79] and Takacs [83].
An important theoretical contribution was given by Cinlar [27, 28]. Since the introduction of this concept
the interest on the topic has been growing. Nowadays there are applications of semi-Markov processes in
various fields as a mark of their flexibility.

In this thesis we will focus our attention on applications in finance, in particular on interest rate, volatility
derivatives and credit risk.

A relevant class of models for application in finance is that of (Markov or semi-Markov) modulated models.
Indeed, they can give an explanation of the external random elements that influence the phenomena. For
example, the classical interest rate diffusion models can be modulated by a switching process that allows
to take into account for macroeconomic changing; modulated diffusion model of price returns can give an
explanation of low or high volatility periods.

There is a wide literature on interest rate models since the fundamental paper by Vasicek [84]: among the
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diffusion models of particularly relevance are those of Hull and White [54] and Cox, Ingersoll and Ross (CIR)
[30]. Many works have been presented in order to extend and improve diffusion models. Duffie and Kan [47]
proposed a model consisting of short rate process function of a state process. Successively, developments
have been proposed by Mamon [66] who characterized the term structure of a Markov interest rate model
when the interest rate process is assumed to be a function of a continuous time non-homogeneous Markov
chain. Then using forward measures Mamon [67] has shown how to price term structure derivative products.
In this thesis we assume that the short rate process is a diffusive process modulated by a continuous time
semi-Markov process. In this way we provide a general model of evolution that is able to reproduce a great
variety of evolutions of the interest rate. The results include renewal type equations for the higher order
moments of the zero coupon bond process and for the covariance function of the force of interest.

The market for variance and volatility swaps has been growing, and many investment banks and other
financial institutions are now actively quoting volatility swaps on various assets: stock indices, currencies, as
well as commodities. Among recent and new financial products there are covariance and correlation swaps,
which are useful for volatility hedging and speculation using two different financial underlying assets. Mar-
kets with Markov modulated volatility have been analyzed by Elliott and Swishchuk [50], in this work the
incompleteness of the market is shown and a minimal martingale measure to price option is found. They give
an expression for the price of European option as well as variance swap. In this thesis, within a stochastic
Markov modulated volatility market, we obtain an expression for the price of volatility swap. Considering a
two risky asset market with Markov modulated volatility, the price of a covariance swap and an expression
for the price of a correlation swap are obtained. We apply these results to stochastic volatility driven by a
two-state Markov chain. Numerical examples are presented for VIX and VXN volatility indices (S&P 500
and NASDAQ-100, respectively, since January 2004 to June 2012). We also used VIX (January 2004 to June
2012) to price variance and volatility swaps for the two-state Markov-modulated volatility and to present a
numerical result in this case.

Using the martingale representation of semi-Markov processes, we were able to generalize this model. Vari-
ance swap price has been derived in a semi-Markov stochastic volatility market by Swishchuk [81]. In this

work we derive an expression for volatility swap price. In a two risky asset market with semi-Markov volatility
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we price covariance swap and we obtain an expression for the correlation swap price.

The study of loss probability of any financial subjects is the main challenge of credit risk. There are many
approaches to this topic, among them we pay particular attention to credit migration models. The main
advantage of these models is their ability to describe not just the probability of default, but what happens
to the credit reliability of a debtor during the life of a contract. Semi-Markov processes were proposed for
the first time as applied to credit ratings by D’Amico et al. [32], and more recently D’Amico et al. [33]
applied this method to credit default swap evaluation.

The recent financial crisis has stressed the importance of considering all the sources of risk associated with
financial products. As well known financial markets create a network connecting institutions, banks and
companies. In any financial contract the risk of default of the counterpart is then crucial. In order to
approach this problem we need to build models able to capture the default correlation between financial
subjects.

The first challenge was to build a bivariate model whose components could be credit migration processes.
In this thesis we define multivariate semi-Markov chains, i.e. multivariate chains whose components are
semi-Markov chain. The evolution of a bivariate chain in time is studied. A bivariate reliability model for
the study of credit rating evolution of two debtors is defined. This model has been applied to the study of
counterparty risk in credit default swap (CDS).

The evolution of the yield spread as a function of rating evolution has been studied by D’Amico et al. [37].
They used a semi-Markov rewards process for the yield spread, a complete discussion about semi-Markov
rewards process is found in Stenberg et al. [80]. Particular relevant, nowadays is the credit spread between
two debtors. In this thesis, a bivariate reward model is defined and the evaluation of first and second
moments is discussed. In this model we are able to evaluate the credit spread between two debtors.

The thesis is organized in two parts as follows.

The first part is composed of 4 chapters and concerns Markov and semi-Markov modulated models, in
particular their applications to interest rate and stochastic volatility. Discrete and continuos time semi-
Markov processes are defined in the first chapter. This chapter does not contain new developments, however

it recalls the main definitions and fixes the notation for what follows.
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A semi-Markov modulated model for interest rate is discussed in the second chapter. In this chapter a
continuos time semi-Markov process modulates a diffusion model to describe the force of interest. In this
framework we are able to evaluate the Zero Coupon Bond (ZCB) and its higher order moments. We apply
this model to some well known diffusion models such as Vasicek, Hull and White and CIR. This chapter is
based on a paper [41] currently under review.

Financial markets with Markov modulated volatility are studied in Chapter 3. In this chapter we first
describe Markov processes by their martingale representation, then we consider two market models: a single
and a double risky assets. In the single risky asset market model with Markov stochastic volatility we show
how to price variance and volatility swap. In the two risky assets market model with Markov stochastic
volatility we obtain a closed form solution for the price of covariance swaps and we derive an approximation
formula for the price of correlation swaps. We discuss an application to a simple two state Markov chain
model. We apply our model to S&P 500 and NASDAQ 100 indices. This chapter is based on a paper [75]
currently under review. This and the next chapter have been developed during my visiting PhD program at
the University of Calgary, Calgary (AB) Canada, under the supervision of Prof. A. V. Swishchuk.

Financial markets with semi-Markov modulated volatility are studied in Chapter 4, that is a generalization
of Chapter 3 to semi-Markov environment. A martingale characterization of semi-Markov processes is given
at the beginning of the chapter, then we discuss variance and volatility swaps in a single risky asset market
with semi-Markov volatility. Covariance and correlation swaps are studied in a two risky assets market with
semi-Markov volatilities.

The second part concerns the study of multivariate semi-Markov processes, in particular definition,
properties and their application to credit risk.

Bivariate Markov chain are presented in Chapter 5. In the first section we study multidimensional
matrices. We use multidimensional matrices as a general framework for bivariate Markov chain. To study
this topic we will follow the works of Manca [68, 69] for notation and we refer to them for details and proofs.
Bivariate Markov chain are discussed in the second section. We first consider the system as a whole and
then we discuss some particular dependence structures between the components.

Discrete time multivariate semi-Markov processes on a finite state space are defined in Chapter 6. First we
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discuss the assumptions and all the main definitions, then we study the evolution equation of this multivariate
process. This chapter and the next are based on a paper [40] currently under review.

A discrete time bivariate semi-Markov reliability model and its applications to counterpart credit risk
are presented in Chapter 7. A bivariate semi-Markov reliability model for credit ratings evolution is defined
in the first part of this chapter; here we define the system reliability and the marginal reliabilities of the
components and we show how to express them in terms of the semi-Markov kernel. The counterparty credit
risk in a credit default swap (CDS) contract is analyzed by the bivariate reliability model. The price of a
risky CDS and the credit value adjustment due to the counterpart credit risk are obtained. A numerical
example is discussed in the final part of the chapter.

A Dbivariate semi-Markov rewards model and its application to credit spread evaluation is discussed in
Chapter 8. The bivariate semi-Markov rewards model and the evaluation of its first and second order mo-
ments are discussed on the second section of the chapter. The computation of the credit spread between two

debtors is described in the last section. This chapter is based on a working paper [42].
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Markov and Semi-Markov Modulated
Models






Chapter 1

Semi-Markov Process

This chapter will recall some standard notations about finite semi-Markov process.

Many books have been written on this topic and we refer to them for more details, eg. Barbu and Limnios
[3], Janssen and Manca [59] and Limnios and Opriagn [65].

The chapter is organized as follows: the first section is devoted to discrete time semi-Markov process

while in the second section we discuss continuos time processes.
1.1 Discrete Time Semi-Markov Process

In this section we will describe discrete time processes. Let (2,.%, (%, )nen, P) be a complete filtered

probability space and let E = {1,...,d} be a given finite set.

Definition 1.1.1. Markov Chain
A sequence of random variables J = (J)nen in E = {1,...,d} is called time homogenous Markov chain if

for every n € N we have
P(JnJrl:j|Jozio,...,JnZi):P(Jn+1:j|ani)Z:pij Vijek, (1.1)
the stochastic matriv P = (p;j)i jer is called Markov transition probability.

Let X = (X, )nen+ be a sequence of positive random variables with values in N, i.e. X,, > 0 for any

n > 0. Let T = (T,,)nen+ be the increasing sequence of partial sums

Tn :X0+X1+"'—|—Xn_1 :T7L—1+Xn—1 fOI‘TLZ 1 y (12)
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where Ty € Z is the initial time. The (X, )nen are called lifetimes or waiting times; intuitively they represent
the times between the occurrence of two successive events. The (T},),en+ are called arrival times and describe

the successive instants when a specific event occurs.

Definition 1.1.2. Renewal Chain

A random sequence T = (T}, )nen+ such that the waiting times X = (Xp,)nen+ form an i.i.d. sequence and
e 7, =0 a.s.;
o I, =Xo+ X1+ +Xpn_1;

is called a renewal chain and the r.v. T,,, n > 0 are called renewal times.

Remark 1.1.3. If we consider a sequence X with values in Ry we can define the increasing sequence of

partial sums T in exactly the same way.

Definition 1.1.4. Counting Process

The increasing random sequence N = (N (t))ien+ defined by
N(t)=max{n e N | T, <t} , (1.3)
is the counting process associated to the renewal chain T. It gives at any time the number of events occurred.

It is interesting to study a process whose sequence of states is determined by a Markov chain and the
permanence in any state is triggered by a renewal chain. To this end we first define a semi-Markov kernel

and then we introduce the Markov renewal chain.

Definition 1.1.5. Discrete-Time Cumulated Semi-Markov Kernel

A matriz valued function Q = (Q;5(t); i,j € E, t € N*) is a discrete-time cumulated semi-Markov kernel if
e Qi;(t) >0 for everyi,j € E andt € N*;
e Q;;(0) =0 for every i,j € E;

o (lim o Qij(t))i,jeE is a Markov transition probability.
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Definition 1.1.6. Discrete-Time Semi-Markov Kernel

A matriz valued function q = (¢;5(t); i,j € E, t € N*) is a discrete-time semi-Markov kernel if
e ¢;i(t) >0 for everyi,j € E and t € N*;
e ¢;;(0) =0 for every i,j € E;
o (32 aiy(t), jep 18 a Markov transition probability.
Definition 1.1.7. Markov Renewal Chain
A random sequence (J,T) = (Jn, Tn)nen+ is a Markov renewal chain if for alln € N, i,5 € E and t € N it
satisfies
P{Jns1 =5, Tns1 —Tn <t|o(J0, Tu),0 < a <n} =P{Jpt1 = j, Tny1 — Tn < t|J, =i} . (1.4)
If the probability in Eq. (1.4) does not depend on n, (J,T) is time homogenous and its associated semi-Markov
kernel q is defined by
qij(t) = P{J7L+1 = j, Tn+1 — Tn =t ‘ Jn = Z} . (15)

The cumulated semi-Markov kernel associated to the Markov renewal chain (J,T") is defined by

t

Qui(t) = Plnss = G, Xn <t S =i} =S iy (k) - (1.6)
k=0

Remark 1.1.8. Through this thesis we will only consider time homogenous processes, then, in what follow,

we may omit to specify it.

If (J,T) is a Markov renewal chain then (J,,),en+ is a Markov chain, called the embedded Markov chain

associated to the Markov renewal chain (J,T). The Markov transition probability of J is defined by
pij =P{Jpp1=7|Jn =1} = iqz‘j(t) . (1.7)
t=0
Definition 1.1.9. Distributions of the Waiting Times
o The cumulative conditional distribution of X, is defined by
Gij(t) =P{Xn <t | Jn =i, Jn1 =j}, (1.8)

for everyn € N andi,j € F.
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e The cumulative unconditional distribution of X, is defined by

Hyt) :=P{X, <t | J,=i} =Y Qi(t), (1.9)

JEE

for everyn € N and i € E.

Remark 1.1.10. We can express the conditional distribution in terms of the semi-Markov kernel as

Gij(t) = Q;ji(t) forpiz #0 , (1.10)
ij

and we set G;;(t) =1 for p;j =0 for every t € N.

Definition 1.1.11. Semi-Markov Chain
Let (J,T) be a Markov renewal chain and N its associated counting process. The process Z = (Z(t))tinn

defined by
Z(t) = JIn@), (1.11)

is a semi-Markov chain associated to the Markov renewal chain (J,T). In other words Z(t) gives the position

of the embedded Markov chain at time t.

An example of trajectory is shown in Figure 1.1. The evolution of a semi-Markov chain from an initial

state can be studied by the associated transition probability.

Definition 1.1.12. Transition Probability
The transition probability of the semi-Markov chain Z is the matriz valued function ¢ = (¢;;(t); i,j € E, t €

N*) defined by
¢i(t) :=P{Z(t) =j | Z(0) =i,Tn() = 0} . (1.12)

The following result allows us to express the transition probability in a recursive way as a function of the

semi-Markov kernel.

Proposition 1.1.13. Evolution Equation (see for example Howard [52])

For alli,j € E and t € N, we have

(1) = 01— Hi(®)] + )Y  qu(m)®y(t —7) (1.13)

leE =1
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Figure 1.1: A semi-Markov trajectory is shown as a function of time. In the picture sojourn times, transition
times and backward recurrence time are shown.

T1 T2

where 0;; represents the Kronecker symbol.

The transition probability is expressed as a sum of two terms. The first is the probability to have no
transition up to k while the second gives the probability to have at least one transition. This result completely
defines the evolution of the semi-Markov chain and it allows us to solve numerically the process once the
semi-Markov kernel is known (see Janssen and Manca [59] for details).

Semi-Markov processes are a very convenient way to describe phenomena which display a duration effect.
The duration effect states that the time system spent in a state influence its transition probabilities. One
way to detect and quantify it with semi-Markov processes is by using backward and forward recurrence time

processes. Recurrence processes were analyzed in Janssen and Manca [60] and more recently in D’Amico et

al. [34, 39].

Definition 1.1.14. Backward Recurrence Time

The backward recurrence time process B = (B(t))ten associated to the semi-Markov chain Z is defined by
B(t) ==t — Ty (1.14)

Intuitively, it gives the lifetime of the present state, in other words it is the time since the last transition.
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In the semi-Markov evolution the Markovian memoryless property is preserved only at the transition
times, i.e. the renewal moments. This feature makes the age of the state particularly important. As a
consequence, the transition probabilities of a semi-Markov process change as a function of the values of the
backward time. Indeed, the conditional waiting times distribution functions (1.8) can be of any kind and
thus, also no memoryless distributions can be used. In this case the time length spent in the starting state
(initial backward value) changes the transition probabilities.

The transition probability with initial backward is
P (ust) :=P{Z(t) = j | Z(0) =i, B(0) = u}

and denotes the probability of being in state j after ¢ periods given that at present the process is in state i
and it got into this state with the last transition u periods before.
Furthermore one might be interested to know the age of state at time ¢, i.e. the backward value at time ¢

(final backward). The transition probability with initial and final backward is defined by
Yii(usv,t) = P{Z(t) = 4, B(t) = v | Z(0) =i, B(0) = u} .
It is clear that

P (ust) =Y Pij(usv,t) . (1.15)

veEN

We now find a recursive formula for calculating backward transition probability

Proposition 1.1.15. (D’Amico et al. [35])

Foralli,je E, u,v € N and k € N, we have

1— H;(u+k) +Z b qir(u+7)

T H () = Hy() Q9O (1.16)

b¢5ij(u; v, k) = 5ij5u+k,v
leET=1

If we sum on the value of the final backward v on both member of the above result we obtain a recursive

formula for the initial backward transition probability.

Remark 1.1.16. If we consider the joint process (Z,B), we record at any step the time already spent by

the semi-Markov process in the present state, then it result that (Z, B) is a Markov process (cf. Anselone
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[1] and Limnios and Oprisan [65]). In other words, a Markov process is obtained when to the semi-Markov

process is added the information regarding the permanence in the states.
1.2 Continuos Time Semi-Markov Process

In this section we summarize the main properties of continuos time processes, recalling the main definition
of continuos time semi-Markov process with particular emphasis on the difference with the discrete time
case. Let (Q,.7,(%)ier, ,P) be a complete filtered probability space, (.%;);cr, with the usual conditions

of completeness and right continuity, and let F = {1,...,d} be a given finite set.

Definition 1.2.1. Semi-Markov Kernel

A matriz valued function Q = (Q;;(t); i,j € E, t € Ry) is a semi-Markov kernel if
o for firted i,j € E, t — Q;;(t) is a nondecreasing right continuos function and Q;;(0) = 0;
o t — Q;;(t) is a probability distribution function for everyi,j € E;
o (lim¢yoo Qij(t)); jep s a Markou transition probability.

We define now Markov renewal chain in continuos time, i.e. Markov renewal chain with waiting times

taking values in R .

Definition 1.2.2. Continuos Time Markov Renewal Chain
A random sequence (J,T) = (Jn, Tn)nen+ is a continuos time Markov renewal chain if for alln € N, i,5 € E

and t € Ry it satisfies
P{Jni1 =34, Tns1 —Tn <to(Jo, T0),0 < a<n} =P{Jpy1 = J, Tni1 — Tn < t|Jp =4} . (1.17)

If the probability in (1.17) does not depend on n, (J,T) is time homogenous and its associated semi-Markov

kernel Q is defined by
Ql](t) = P{Jn+1 :j7 Tn+1 =T, <t ‘ In = 7/} . (118)

Definition 1.2.3. Counting Process

The stochastic process N = (N(t))icr, defined by

N(t) =sup{n e N | T, <t} (1.19)
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is the counting process associated to the renewal process T. In other words, it gives at any time the number

of events occurred.

Definition 1.2.4. Continuos Time Semi-Markov Process
Let (J,T) be a Markov renewal chain and N its associated counting process. The process Z = (Z(t))iinr.

defined by
Z(t) = JIn). (1.20)

is a semi-Markov process associated to the Markov renewal chain (J,T). In other words, Z(t) gives the

position of the embedded Markov chain at time t.

Definition 1.2.5. Transition Function
The transition function of the semi-Markov process Z is the matriz valued function ¢ = (¢;;(t); i,j € E, t €

R.) defined by
¢ii(t) :=P{Z(t) = j | Z(0) = i,Tn(o) = 0} . (1.21)

Proposition 1.2.6. (see for example Limnios and Oprisan [65])
The transition function can be expressed as
t
65(t) = 85 (L= Hi(®) + 3 [ us(t - 0)Qun(d0) (122
ker”/0
The first term on the right hand side (r.h.s), 6;;(1 — H;(t)) gives the probability that the system does not
have transitions up to time ¢ given that it starts in state 7 at time 0; the second ), _; fg Gt —0)Qix(df),
takes into account the permanence of the system in state i up to the time 6 where a transition in state k
occurs. After the transition, the system will move to state j following one of all the possible trajectories
going from state k to state j in the remaining time ¢ — 6. All possible states k and times 6 are considered
by the summation and the integration.

The backward recurrence time process is defined by

B(t) =1 TN(t)- (123)
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As we already pointed out in the discrete time case, the transition probabilities of a semi-Markov process
change as a function of the values of the backward time.

The transition function with initial backward is defined by
Poij(ust) :=P{Z(t) = j | Z(0) =i, B(0) = u} .

Proposition 1.2.7. (see for example Limnios and Oprisan [65])

The backward transition function can be expressed as
1— Hij(u+t g Qir(u+ do
7

1— oy 1— H,(u)

For our purposes we do not need to introduce the transition function with final backward, we refer to

the book of Limnios and Oprisan [65] for more details.
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Chapter 2

A Semi-Markov Modulated Interest Rate
Model

In this Chapter we propose a semi-Markov modulated model of interest rates. We assume that the
switching process is a semi-Markov process with finite state space F and the modulated process is a diffusive
process.

Under these assumptions we derive recursive equations for the higher order moments of the discount
factor and we describe a Monte Carlo algorithm to execute simulations. The results are specialized to
classical models as those by Vasicek [84], Hull and White [54] and Cox, Ingersoll and Ross (CIR) [30] with
a semi-Markov modulation.

The chapter is organized as follows. After a short introduction to the problem, we present the stochastic
models of the short interest rates and we derive the main results concerning the equations for the higher
order moments of the discount factor and for the covariance function of the force of interest. In the last
section we apply our model to three well known diffusion models for interest rate and we present a Monte
Carlo algorithm able to generate the synthetic data of the model.

This chapter is based on a paper (G. D’Amico, R. Manca and G. Salvi [41]) currently under review.

2.1 Introduction

The literature on interest rate models is ample and mainly concerns models based on short rate dynamics

and models of forward rate (see e.g. Bjork [9]). The advantages and the drawbacks of short rate models are
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well known in literature and even nowadays they continue to receive attention by researchers and practition-
ers.

The fundamental paper by Vasicek [84] is the pioneering contribution to short rate models. Different
extensions and alternatives to the Vasicek model have been presented. One interesting approach in term-
structure modeling is that proposed by Duffie and Kan [47], they assumed the short rate to be a function of
a state process. Interesting developments were subsequently obtained by Mamon [66] who characterized the
term structure of a Markov interest rate model when the interest rate process is assumed to be a function
of a continuous time non-homogeneous Markov chain. By using the forward measure it was shown how to
price term structure derivative products, see Mamon [67].

This paper assumes that the short rate is a diffusive process modulated by a continuous time semi-
Markov process. The force of interest rates is defined by using the theory of semi-Markov reward processes
with initial backward times, as developed by [80], and here opportunely extended to consider the case of
stochastic permanence rewards. The resulting model is sufficiently general to be able to reproduce a great
variety of interest rate evolutions. This is possible because the parameters of the diffusion are considered to
be dependent on the state of the regime (semi-Markov process) and also on the time elapsed in the current
regime (backward recurrence time process). Therefore the model is characterized by a rich parameter space,
which consequently allows for model flexibility. It is worth noting that, since the Markov modulated model
is an instance of the semi-Markov one, the latter will work at least as well as the former.

The results include renewal type equations for the higher order moments of the discount factor (DF) and
for the covariance function of the force of interest. Notice that, in the paper by Hunt and Devolder [55],
a discrete time regime switching binomial-like model of the term structure, where the regime switches are
governed by a discrete time semi-Markov process, is presented. As reported by Hunt and Devolder [55], the
semi-Markov modulated model offers a solution to some of the drawbacks of the Markovian switching models.
The most important inadequacies are represented by the memoryless property of Markov processes and by
the rather unrealistic hypothesis of constant transition intensities for the Markovian switching process for
interest rate data (see Dahlquist and Gray [44]). Additional advantages of the semi-Markov approach can

be found in Hunt and Devolder [55].
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We propose a finite state space continuous time semi-Markov modulated model as opposed to the
binomial-like discrete time regime switching model of Hunt and Devolder [55]. There are different rea-
sons motivating our choice. First of all, the continuous time model avoids necessitating the selection of a
discrete time scale that, in general, depends on the observation frequency. This, in turn, avoids the problem
of temporal aggregation when estimating model parameters, which may cause inconsistent estimations of the
short-term interest rate (see Broze et al. [18]). The second reason is that very often regimes are considered
as states of the economy and although economic measurements occur in discrete periods (e.g. monthly or
quarterly) the economy operates continuously in time.

It should be highlighted that our paper doesn’t discuss the problem of transformation between the real-
world (physical) measure and the pricing measure and therefore the proposed model could not be adopted for
pricing interest derivative products, but it is suitable for all applications that require real-world evolution of
rates (see Rebonato et al. [74] for a complete list). It should be mentioned that determination of real-world
evolution of rates should not to be considered as an alternative to sampling the risk-adjusted measure, but
rather as a complement (see Rebonato et al. [74]).

Particular cases of our model proved appropriate to solve problems with applications to insurance (see
Norberg [71]). In this respect, the semi-Markov modulated interest rate model can be useful in studying
problems of actuarial mathematics such as, for example, the evolution of mathematical reserves linked to life
insurance contracts, where the adoption of simplified and stylized interest rates models can determine mis-
leading results. The mis-modeling of interest rates is a serious problem, which impacts on assets, liabilities

and surplus levels (see Wang and Huang [86]).

2.2 The Model

In this section we define a semi-Markov modulated model of interest rates and we assess its probabilistic
behavior.
In the following we assume that the force of interest, at any time ¢, is a stochastic process of diffusive

type whose parameters depend on the state of the semi-Markov process, on the backward recurrence time
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process and on the initial value of the force of interest ry. To be more precise we assume that within two
transition times T;,_; and T, of the semi-Markov process the evolution of the force of interest follows the
dynamic of a diffusive process whose parameters depends on the state J,_; of the semi-Markov process.

The dynamic of the force of interest, between two consecutive renewal moments, will be indicated as
dr(t) = bi(r(t), t)dt + o;(r(t), t)dW(t), r(0) =ro, (2.1)

where it is supposed that Tp = 0, 77 > t and Jy = 4. The process W(t) is a Brownian motion with respect
to its own filtration 7}V, and we denote the drift and diffusion coefficients with b and o, respectively. The
solution of the stochastic differential equation (2.1) will be denoted by r; ,,(s), for s € [Ty, T1). In T the
semi-Markov process transits to another state, say j, the force of interest in the time interval since 77 to the

next transition will evolve according to
dr(t) = b;(r(t), t)dt + o;(r(t), t)dW(t), r(Th) = rir,(Th) , (2.2)

for t € [Ty, T»), and so on. Therefore, the resulting force of interest will be a continuous process.
We would like to stress that for any s € [Tp,T1), and in general between any two transition times, the
solution 7; ., (s) is obtained with standard stochastic calculus methods.

Due to the fact that the force of interest depends on the modulating process, we need to describe the
force of interest process at any time s given the information available at the present time, which is time zero

as long as we are working with a homogenous time model, and this is represented by the triplet of values
{2(0) =i, B(0) = u,r(0) = ro}.
Definition 2.2.1. The force of interest at the generic time s is defined as:
d . ,
51‘7%7«0 (8) = X(Tl > S|J0 = ’L,TO = —u,T1 > 0)7“1"7«0 (8) + X(Tl < S|J0 = Z,TO = —u, T1 > 0)(5‘]1,0’731.77.0 (Tl)(s — Tl).
(2.3)

Here x(A | B) is the indicator function of set A given the information B and the symbol 2 stands for the

equality in distribution.

Remark 2.2.2. The processes x(T1 > s|Jo = i,To = —u,T1 > 0) and r;,,(s) are independent for any

seRy andi e .
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Remark 2.2.3. The process x(s < Ty < s+h|Jy =1i,Tp = —u, Ty > 0)5]170)””,0(7*1)(84-h—Tl) conditioning

to the value of r; y,(T1) is independent of r; . (s).

We are interested in the DF process v; y r, (t,T) 1= exp(— ft iur ($)ds) expressing the value of 1 Euro
at time T, given that at current time ¢ the semi-Markov process is in the state 7 and it has entered this
state u periods before and the force of interest at that time is ;. To this end, we would like to consider
only diffusion processes in the following that allow an explicit representation of the Laplace transform of

fo Tir (8)ds for example, Vasicek [84], Hull and White [54] and Cox, Ingersoll and Ross (1985) (CIR) model.

Theorem 2.2.4. Let

Vi (8, T) = E[(viu, (t,T))"] , (2.4)

1,U,Tt

be the nth order moment of the DF process, then it results that
1-H,(T—-t+u)

Vi (6 T) = s (B T)
+> sz (r+ “)) (Bi(;ﬁi (t,7) / o Ve (r TV, () (dm))dT : 27
ker 't oo
where Bffz 1s defined by
Bfﬁi t,T)=E {exp <—n /T Tir, (s)ds> } . (2.6)
t
Proof. Let us consider that at the time ¢, the process v; 4, r, (¢, 1) ft i.ur (5)ds) and the condition

Tn(t)+1 is the time of the next switching process transition. We can partition the state space into two
possible events: {T'()41 > T} or {Tn@y+1 < T}

The first event {Ty(4)41 > T’} corresponds to the possibility of having no transition up to the time 7" and it

lin(TftJru)

i) Under this event, the force of interest is given by

has a probability
Gire (8) =Tir,(s) for s € [t,T] . (2.7)
In this case, the DF process assumes the value
T
Vi e, (6, T) = exp 7/ rir, (s)ds |, (2.8)
TN @)+1>T t

taking now the expectation that

E{ (v, (8, 7)) Ty 11 > T} = BO (1,T) (2.9)

Tt
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Therefore, we have

E{(vi,u,r, (6, T)"X(Tn(ty41 > TNy =6 Tnvey =t — u, Ty 11 > t,r(t) = 1)}

- 1-H{(T—-t+u) (n)
= = () B, ”(t T). (2.10)

The other event {Tn)+1 € (t, 1], Jn@w)+1 € I} corresponds to the possibility of having at least one
transition in the considered time interval. The probability that the semi-Markov process has the first

transition in the time interval (7,7 + d7), for 7 € (¢,T'), into the state k € I, is given by

Qi (T + u)

P(In@y+1 =k, Tnwy1 € (1,7 +dr)|FPM Z(t) = i, B(t) = u) = )

dr ,

where (FPM), is the filtration generated by the process (Z, B), that is the semi-Markov and the backward

recurrence time together. To properly evaluate the expectation under this event, we have to consider all the
possible values that the force of interest can assume on transition time 7. Denoting F., (;) as the cumulative

distribution function associated to 7; ,, (7), and using the continuity property of the force of interest, we have

Qir(T + u)

P(JN(t)+1 = kaTN(t)—i-l S (T,T + dT)7 5,’7%” (7') (1’ T + dCC)“Ft) 1— H( )

Fn - (r) (dl‘)d

where F; is the filtration generated by (Z,B,W). Under the event A = {Jy)41 = k,Tnw+1 € (1,7 +

dr), 0w, (T) € (z,x + dx), F; } the DF process can be expressed as

T T T
Vi, (6, T) =exp —/ Oiu,r, (8)ds = exp (/ ri,n(s)ds> exp 7/ Ok,0,2(s)ds
A t A t T A
Moreover from Remark 2.2.3, we have
T T
E{(vjur @t T)"|A} =E {exp <—n/ m,n(s)ds) exp (—n/ 5k,0@(s)ds> A}
t T
T T
= E {emp (—n/ ri,rt(s)ds> A} E {emp <—n/ 5k,0’z(s)ds> A} = Bz(?l (t,T)Vk(jé),z(T, T).
t T
and consequently
E{ (Vi (6, 1)"X(t < Tn+1 < TlIn =6 T =t = Tvr > 1,r(t) = 11)}
(2.11)

-y t Qm7+$><3m o / v (r, T)FT”(T)(dx))dT.

kel
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The value of the discount factor is given by
]E{(vi,u,rt (t,17)"} = E{(Ui,u,m (th))nX(TN(t)—‘,—l > TUN(t) = iaTN(t) =t- uvTN(t)—i-l >t,r(t) =r)}

+ E{(vi,ur (£, T)"x(t < Tnwy+1 < T|Inw) = 6 Tngy =t —u, Tngy+1 > t,r(t) = 10)},
(2.12)

then by substitution of expressions (2.10) and (2.11) into (2.12) the proof is complete. O

Corollary 2.2.5. Lets represent R; ., (s) = E[0; u,r, (8)], then it results that

1—H;(s+u) (T Jr U oo
Ri,u,n (5) = 1— I’,([ ( ) my; T, t 3 + Z/ Q k </ Rk,O,x(S - T)Fri,n(r) (dI)) dr 3 (213)
kel -

here, m; ., (s) := E[r; ,(5)].
We can derive the following result that helps us obtain the covariance function of the force of interest.
Theorem 2.2.6. Let s >0 and h > 0, and
Eiur (s, h) =E[0(s)d(s + h)|Z(0) =i, B(0) = u,§(0) = 9] . (2.14)

Then it results that

- 1-Hi(s+h+u)
Siu,ro (S7h) =

Pi,ro (Sa s+ h)

s+h +o0o
Qi (T +u)
Y2 Ao g mn® [, Bl hm D (ddr (215)
(T + u) [t
+ Z/ Q k / :k,O,z(S — 7,5+ h— T)Fl'yrg(.,-)(d.'l?)dT ,
kel -

here, piry (8,8 + h) :=E[r; o ($)7ir, (s + )]

Proof. Using the definition of the force of interest process §, cf. formula (2.3), we have that

8 ure (8)0i o (5 + h) £ {X(T1 > s Jo = i, To = —u, Ty > O)ri o (5)

+x(T1 < slJo =14,To = —u, T1 > 0)[6,, 0,1, (1) (s — T1)]}

(2.16)
X {X(T1 >s+h|Jo=1,To = —u, 11 > 0)r; (s + )
=+ X(Tl S s+ h|J0 = ’L',TO = —U,Tl > 0)[6.]1,07“,“)('111)(8 + h — Tl)]} 5
which can be simplified to
Oiuro (8)0iure(s+h) =x(Th > s+ hl|Jo=1,Tp = —u,Th > 0)r;r,(8)Tir, (s + h)
+ X(S < T1 S S+ h|J0 = i, To = —u, T1 > O)Tiﬂ”o (5)511,0,7"i,r0(T1)(5 + h — Tl) (217)

+ X(T1 < SlJO =1, 1y = —u,T > 0)5J17O;Ti,r0(T1)(S - T1)5J1:077'1,T0 (Tl)(s +h— Tl) s
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The first term on the right hand side of (2.17) corresponds to the possibility that the semi-Markov process
has no transition up to time s+ h, the second term considers the case when the first transition occurs during
the time interval (s,s + h) and the third takes into account the possibility of the first transition occurring
before s.

Taking expectations of the first term on the right hand side (r.h.s.) of (2.17) and noting that (cf. Remark
2.2.2) the random variable x(T7 > s + h|Jo = i,Ty = —u, Ty > 0) is independent from, both, r; ,,(s) and
Tiro (s + h) yields,

Ex(Th > s+ hlJo =14, To = —u,T1 > 0)1,4(8)7i,r (5 + h)]

=EN(T1 > s+ hl|Jo =i, To = —u, Ty > 0)[E[ri,re (8)7i,r0 (s + )] (2.18)

_1—Hij(s+h+u)
= T Ti(0) Pire (8,8 +h) .

Let us consider the second term on the r.h.s. of (2.17). By taking the expectation and by conditioning
on the value of r; ,,(T1), we can use the independence between r; . (s) and x(s < T1 < s+ hlJy = i,Tp =

—u, Th > 0)67, 0, ,, (1) (s +h—T1) (cf. Remark 2.2.3) to obtain

]E{E[X(S < T1 S S+ h‘JO = ’i,TO = 7U,T1 > O)Tiﬂ‘o (8)5‘]1707””0('1“1)(8 +h— T1)|7'i7r0 (Tl) = x}} (219)
=E{E[x(Th > s+ h[Jo=14,To = —u,T1 > 0)0,4, 0,1, ,,(1:) (s + 1 = T1)|ri,ro (T1) = ]} E[r; 1, (5)]

S h i T4+u oo
= Sper [T LTI R s (5)] [ Eldko,0 (5 + b — ) Ey gy (d)dr

since

E[Ti,ro (8)} = miﬂ‘o(s) ) (220)

and

Eldk00(s +h—7)] = Rpoa(s +h—1), (2.21)

then, by substitution, we get

E[X(S <Ty <s+ h|.]0 =1,Ty = —u, Ty > O)Ti,ro (S)(SJlgO""i,ro(Tl)(s +h - Tl)]

s+h Qir(T4+u +o0
=S ier ) %mi,m (8) [72 Riou(s+h — 7)Fy oy (d)dr (2.22)
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Finally, taking the expectation of the third term on the r.h.s. of (2.17) we obtain

E[X(Tl S S|J0 = i, TO = —u, T1 > 0)5J1;07T"i,r0 (T1)(S — T1)5J170x7“i,'r0 (TI)(S —|— h — Tl)] (223)

= Sher fo SEEVEk 0.0y ()5 = TNk 0y ) (5 + h =TT
and, by considering all possible values of r; ,,(7), we get

E[X(Tl < S|J0 =1,Ty = —u, T > 0)5J1,0,T71,TO(T1)(S — Tl)(SJl,O,Ti,rO(Tl)(S +h— Tl)] (224)

=Y wer fo ?Lkgtf)) (f  E[0k,0.0(s — T)0k0,0(s +h— T)}Fi,ro(f)(dx)>d7— ;
but
El0k,00(s —T)0ko0z(s +h—7) =Ekoa(s—7T,s+h—7), (2.25)
then

E[X(Tl S S|J0 = i, TO = —u, T1 > 0)(51]1,077.%)“0 (Tl)(s — T1)5J17017'i,r0 (Tl)(S + h — Tl)] (226)

=Y ker lo C%kHTJr:)) (f S Ekoa(s—T.s+h—T)F m(ﬂ(df))d’r

Therefore, in order to determine the expectation of (2.17), it is sufficient to sum (2.18), (2.22) and (2.26). O

2.3 Applications to Some Known Diffusion Models

So far, we have not assumed any specific dynamic driving the force of interest between two consecutive
renewal moments. In this section we would like to consider some extensively applied diffusion models for
the force of interest such as those proposed by Vasicek [84], Hull and White [54] and CIR [30]. For these
models, as it is well known, the Laplace transformation of the integral of the force of interest, r, has an
explicit representation. As we will see, our general results specialized for these particular cases.

Without loss of generality, since we are working with an homogeneous time model, we can suppose that
the present time is ¢t = 0, with Jy = ¢, and study the dynamic of the force of interest from 0 up to a generic

instant t < T7.
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2.3.1 Vasicek Modulated Model

We assume that the process r; . (t), satisfies

{ dri e, (t) = ai(bi — 74,0, (t))dt 4 o;dW;
Ti,ro (O) =To

where a;, b; and o;, for fixed ¢ € I, are non-negative constants. The solution of the previous stochastic

differential equation is
t
T (£) = b; + (g — b;)e™ " + Uie*‘“t/ e SdW, . (2.27)
0

For any fixed t, 7; , (t) is normally distributed, r; ., (t) ~ N (m; (), 07, (t)) with mean

Mo (t) = Elri g (8)] = b; + (ro — bi)e™ ", (2.28)
and variance
2 o} —2a;t
Tig(t) = T%(l —e ). (2:29)
It follows that (see Lamberton and Lapeyre [63]) fo s)ds is a normal random variable, since the integral

can be written as the limit of Riemann sums, which are Gaussians. Then we can completely characterize

the distribution of f(f Tiro(s)ds with its mean and variance. The mean, using Fubini’s Theorem, is given by

E [ / t rim(s)ds] -/ Elry o (5))ds = / o ()4

) (2.30)
:/ [bi + (ro — bs)e**]ds = byt +
0

—b; ,
P07 0 ety

a;

The variance can be expressed as

t S
Var {/ Tire(8)d ] Var [ ( ro — bj)e %% + aie_‘”s/ ea"“qu> ds}
0 0 0
=Var [/ ( _“"3/ “"“qu) ds] ,
0
which can be written as

var| | t rinn(s)is] = Var | [ g (o [ t s ), (2.32)

Using Ito’s isometry we get

¢ t t 2 t e~ @il _ g—ait 2
Var [/ ri7ro(s)ds] = U?/ g2ain (/ e_’“sds) du = 0’?/ g2ain <) du .
0 0 u 0 a;

(2.31)
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This is a standard integral, and we can simply solve it using the ordinary techniques of calculus obtaining

2¢ 01‘2

t
Var [/0 Tirg (s)ds} = (; - a—?(l — e %) —

Now, we can give an analytical expression of the nth moment of a DF between two consecutive renewal

2
i

3
2a;

(1—et)2 (2.33)

moments, Bf’:% (0,t) (cf. Theorem 2.2.4), defined by

Bf?% (0,t) = {e;vp{—n /Ot Tire (t)dt}} , (2.34)

which can be seen as the Laplace transformation of the normal random variable fOT Ti.r (t)dt and then it can

be expressed as

B (0,t) = exp {—n]E Uot ri,m(t)dt] + %2Var Uot Piro (t)dt} } . (2.35)

Substituting in the mean and variance expressions we get

2,2 2,2 — b, 2,2
B™ (0,t) = eap { ("aZ - nbz) t— (UGZ G l)) (1—e o) - %(1 - e—“if)z} . (2.36)

i a;

This way, we are able to express all the moments of the DF in any time interval.

Corollary 2.3.1. The nth order moment of the discount factor in the Vasicek model modulated by the

semi-Markov process of kernel Q 1is
T
n lsz(Tft+u) n
Vi (. T) = E [expm / 6i,u,r,,<s>ds>] = B )

sz 7— + u) n oo n
+ Z Bi(,rz, (t77—) f./\/(m1 o (T—1),0 (T*t))(x)vk(,o),x(ﬂ T)dx dr.

ker’t u) —oo T

(2.37)

where Bz(ﬁz (t,T) is given in equation (7?) and fN(mi,rt (r—t),02, (r—t)) S the probability distribution function
of a normal random variable with mean m; . (1 —t) and variance o7, (1 —1t) (cf. eq. (2.28) and (2.29),

respectively).

Corollary 2.3.2. The first moment of the force of interest of the Vasicek model modulated by the semi-

Markov process of kernel Q is
1—H;(s+u)
1-— Hl(u)

+o0o
+ Z Q’Lk: T + u) / fN(mL o (1),02 (7)) (ﬂf)Rk,O,x(s — T)d$d7—~
ker’t ) —o0 T o

Riur,(8) = El0su,r, (s)] = (bi + (re — by)e %)

(2.38)
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where far(m,. o (7),02, (7)) 18 the probability distribution function of a normal random wvariable with mean

i,

M, (1) and variance o7, (1) (cf. eq. (2.28) and (2.29), respectively) .

Corollary 2.3.3. The product moment of the force of interest of the Vasicek model modulated by the semi-

Markov process of kernel Q 1is

1-Hi(s+h+u)

Eiuro(s,h) =E[6(s)d(s + h)|Z(0) =4, B(0) = u,5(0) =1¢] = Piro (8,8 + h)

1 — Hi(u)
s+h Q ( +o0
k(T +u) —ass
- g T H bt o —be ) /_Oo TN g (0102, () (@) Bl 0.2(5 + h = T)dadT 5 59)
sz (T + u) oo =
+Z o ) fN(ml o (7)o lro( ))(x):k,oym(s —T,S+h-7’)d{£d7’
kel -

where p; r,(s,s + h) is given by

2

Ti gmaih(] _ g=2ms), (2.40)

Pi,ro (57 5+ h) = E[Tiﬂ“o (S)Tiﬂ"o (S + h)] = My,r, (S)miﬂ“t (S + h) + 2a;

and f/\f(mi,rt(r),crf”(r)) is the distribution function of a normal random variable with mean m; ., (T) and
variance o7, () (cf. eq. (2.28) and (2.29), respectively) .
Monte Carlo Algorithm

We conclude the discussion with a Monte Carlo algorithm able to generate the trajectories of the Vasicek
model modulated by a semi-Markov process of kernel Q in the time interval [0,T]. The algorithm consists
in repeated random sampling to compute successive visited states of the random variables {Jp, Ji, ...}, the

jump times {Tp, Ty, ...} and the force of interest process r(¢) up to the time 7.

The algorithm consists of 5 steps:
1. Set n =0, Jy =1, Tp = 0, 7(0) = ro, horizon time= T'; discretization step= h
2. Sample J from py, . and set Jp41 = J(w);
3. Sample W from G, j,,,(-) and set Tp,41 =T, + W(w);

4. For each i =T, : h: max(T,Tj41 — 1)
Sample N from N(0, h)

Set T(i + 1) =by, +e n (T(’L) — bjn) + e %n (TJnN(’L' + 1)
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5. if T,4q1 > T stop

else Set n =n+ 1 and go to 2).
2.3.2 Hull and White modulated model

Let’s now assume that the process r; ., (t) satisfies

{ dri g () = (@i(t) = Bi(t)7i,r (1))dE + 04(8)dW;
Ti,ro (0) =70

where «;, 8; and o; are deterministic functions of time. The solution of this stochastic differential equation

can be expressed (see Shreve [78]) as
¢ ¢
Pigo(t) = e Fil0) {r0+ / ek (" s (w)du + / b (Wi (w)dW (u) | (2.41)
0 0
where
¢
0

Note that (7, (t)):eo,7] is @ Gaussian process whose mean is given by

t
Mo (E) = e ki(®) {ro —l—/ ek'i(“)ai(u)du] , (2.43)
0
and its variance is given by
t
o, (t) = 6_2’“"(’5)/ ek (W (u)?du. (2.44)
0

Moreover the process (fg Ti.ro(8)ds)efo,r) is Gaussian as well, with mean
t t s
E [/ ri,ro(s)ds} z/ e~ ki®) |:’I“0 —|—/ eki(“)ai(u)du] ds, (2.45)
0 0 0

t t t 2
Var (/ Ti,ro(s)dS) = / ek (W 52 () </ e_ki(s)ds> du. (2.46)
0 0 0

Then, we are able to express the n” moment of a DF value between two consecutive renewal moment in an

and variance

analytical form

n 1
B! )(O,t):E +§Va7"

2,70

exp{—n /OT Tiro (t)dt}] = exp {—E /OT Tiro (£)dt

We can now express all the moments of the DF in any time interval.

/ ' Pimo (t)dt] } . (2.47)
0
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Corollary 2.3.4. The nth order moment of the discount factor in the Hull and White model modulated by

the semi-Markov process of kernel Q is

W?Auﬂ:E{wm—ylawﬂ@M@}zl‘f¥gﬁf”NEQ@T»

sz T + U n oo n
+Z/ Bf,ri(taﬂ/ IN @iy (r—1),0 1”(T—t))(x)vk(,0?z(7—> T)dx |dr

kel >

(2.48)

where BZ-(T (t,T) is given in equation (2.47) and far(m, . (r—t),02  (r—t)) 15 the probability distribution func-
3Tt 1,7t i,y
tion of a Normal distribution with mean m;,,(T —t) and variance o7, (7 —t) (cf. eq. (2.43) and (2.44)

respectively).

Corollary 2.3.5. The first moment of the force of interest of the Hull and White model modulated by the

semi-Markov process of kernel Q is

Rigr(9) = BB, ()] = e et g [ b yan

(2.49)

Q k(T —|—u) +oo
" Z z (u) IN@mi s (),02,, () (@) Br0,2(s — 7)dwdr.
kel oo

where fr(m, v (7),02, (1)) is the probability distribution function of a Normal distribution with mean my ., (T)
s i t

and variance o7, (1) (cf. eq. (2.43) and (2.44) respectively) .

Corollary 2.3.6. The product moment of the force of interest of the Hull and White model modulated by

the semi-Markov process of kernel Q is

1—Hi(s+h+u)
1—Hi(u)

iy (8, h) = E[6(s)0(s + h)[Z(0) = i, B(0) = u,6(0) = ro] = Pire (5,8 + h)

s+h Q ( s too
§ k(T + U) —ki(s ki(u
L) TEWm S ()[r”/o M Oai(uldu] | gm0, o) (@ Bros(s +h—7)dedr

Qik T + U) oo -
+ Z o ) f/\/(mZ To(T) ‘71 o (T))(x):k,()’m(s - 7,8 + h — T)dl’d’l' s
kel e

(2.50)

where p; r,(s,s + h) is given by
t
Pire (8,8 + h) =E[ri r (8)7ire (s + R)] = myp ()M (s + h) + e ki(s)=ki(s+h) / e%i(“)al-(u)Qdu , (2.51)
0

and far(m, e (7)02, (7)) U8 the probability distribution function of a Normal distribution with mean m; . (T)
s i,7¢

and variance o7, (1) (cf. eq. (2.43) and (2.44) respectively) .
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2.3.3 Cox-Ingersoll-Ross (CIR) Modulated Model

In this model we assume that the dynamics of the force of interest between two consecutive renewal

moments, is described by the following stochastic differential equation

)

{ d’f‘i’ro (t) = (ai - biri,,«o (t))dt + 0i\/Ti,rg (t)th

Tiro(0) =70
here, a; and o; are non-negative constants, while b; € R. This stochastic differential equation, for any ry € R,
has a unique solution (see e.g. Tkeda and Watanabe [57]). We will not elaborate on the explicit solution of
this equation, but following the approach of Lamberton and Lapeyre [63], we will study the property of the
distribution of 7; ., (¢). To this aim, let us first study the distribution of (r; ,, (¢), fot Tir(8)ds). It is possible

to show (see Lamberton and Lapeyre [63]) that
E (e*Mi,ro(t)e*# I Tivro(s)ds) = eXP(—ai¢i,A,u(t)) exp(—ro%,A,u(t)) ) (2.52)

where the functions ¢; » ,(t) and v¥; » ,(t) are given by

t(vi+b4)
2 2vie” 2
i t)=——1 , 2.53
Porul?) o7 % (U?A(@Wt — 1)+ — b +evt(y; + bi)) (2.5

and

A(yi +bi + € (y; — bi)) + 2p(e — 1)
ofA(enit —1) +7; — b + eVt (y; + b;)

Yixpu(t) = , (2.54)

with 7; = y/b? 4+ 202 . Using this result we can explicitly evaluate the Laplace transform of ; ., (t), indeed

by putting p = 0 in the above expression we get

2a;
2h. o2 2Ab; e bit
IE( — A\, (t)) _ i i _ v . 2.55
e 0 012)\(1 — e*bit) o0, exp o 03}\(1 _ e*bz‘t) + 2b; ( )

Moreover, we can obtain an analytic representation of the nth moment of a DF between two renewal moments,

in fact setting A = 0 and p = n, we have

2a;
t(vi+b4)

2
n ‘ 2y 2(enit — 1
B (0,t) =E (e*n 5 ’"ivro(s)ds) = ( vie * > exp <—r0 (e ) ) . (2.56)

Yi — bi + €7 (i + bi) Yi — bi + €7 (7 + bi)
where v; = /b? + 20?n . Starting from here we can obtain the nth moment of a DF in an arbitrary time

interval and the first moment of the force of interest.
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Corollary 2.3.7. The nth order moment of the discount factor in the CIR model modulated by the semi-

Markov process of kernel Q is

T - 1 - u
v (1) —E{em—n / 5i,u,n<s>ds>} — e )

Q ) N (2.57)
zk T + U m >
+ E : . ) (Bz( :2 (t,7) /0 e @ei(rtyrezai+2.2ui (1) (x)vk(,?)?a: (, T>dx) dr.

kel
where Bl(iz (t,T) is given in equation (2.56) and fy2(2¢,(r,t)r;2qi4+2,2u;(r,t)) 45 the non-central chi-square dis-

tribution function with

Qbi . - Zai
o(1—ebitr=t)) "’ %= o2

(3

ci(m,t) = —1; ui(r,t) =ci(r, t)ree T (2.58)

Corollary 2.3.8. The first moment of the force of interest of the CIR model modulated by a semi-Markov

process of kernel Q is

lsz(eru) b (s— a; b (s—
Ri,u,n(s) = E[éi,u,m(s)] = 1_7]{(10 r¢e bi(s—1) + bf (1 —e bi t))]

Qz T —|— u) oo
+ Z/ i _ | Ix2 i (rt)res2qi+2,2us (7,6)) (2) Ri 0,2 (8 — T)dxdT.

kel

(2.59)

where fy2(2c,(,t)re:2q4+2,2ui (r,t)) 18 the non-central chi-square distribution function.



Chapter 3

Financial Markets with Markov
Modulated Stochastic Volatilities

In this chapter we price covariance and correlation swaps for financial markets with Markov-modulated
volatilities. As an example, we consider stochastic volatility driven by a two-state continuous time Markov
chain. In this case, numerical examples are presented for VIX and VXN volatility indexes (S&P 500 and
NASDAQ-100, respectively, since January 2004 to June 2012). We also use VIX to price variance and
volatility swaps for the two-state Markov-modulated volatility and to present a numerical result in this case.

The chapter is organized as follows. First, martingale representation of Markov processes is considered.
Then, variance and volatility swaps for financial markets with Markov-modulated stochastic volatilities are
studied. Furthermore, pricing of covariance and correlation swaps for a two risky assets for financial markets
with Markov-modulated stochastic volatilities is presented. Finally, we consider an example for variance,
volatility, covariance and correlation swaps for Markov-modulated volatility driven by a two-state continuous
time Markov chain. Here, a numerical example for variance and volatility swaps pricing using S&P500 VIX
index is given. Moreover, a numerical example for covariance and correlation swaps using S&P500 VIX and
NASDAQ-100 VXN indexes is presented.

This chapter is based on the work done while visiting University of Calgary, Calgary (AB) Canada, under
the supervision of Prof. A. V. Swishchuk.

This chapter is based on a paper (G. Salvi and A. V. Swishchuk [75]) currently under review.
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3.1 Introduction

Among the recent and new financial products there are covariance and correlation swaps, which are useful
for volatility hedging and speculation using two different financial underlying assets.

For example, option dependent on exchange rate movements, such as those paying in a currency different
from the underlying currency, have an exposure to movements of the correlation between the asset and the
exchange rate. This risk may be eliminated by using covariance swap.

A covariance swap is a covariance forward contract of the underlying rates S! and S2. Its payoff at
expiration is equal to

N(Covg(Sh,S?) — Keo)
where K., is the strike price, N is the notional amount, Covg(S?!, S?) is the covariance between the two
assets S' and S2.

A correlation swap is a correlation forward contract of two underlying rates S' and S? which payoff at
expiration is equal to:

N(Corrp(S*, S?) — Keorr) 5
where Corr(S!,S?) is the realized correlation of two underlying assets S' and S2, K, is the strike price,
and N is the notional amount.

Pricing covariance swap, from a theoretical point of view, is similar to pricing variance swaps, since
Covg(S*,5%) = 1/4{0%(S*S?) — 0%(S'/S?)} ,
where 0%(S) is a variance swap for underlying assets.

Thus, we need to know variances for S15? and for S*/S2. Correlation Corrg(S*, S?) is defined as follows:

Covg(St, S?
Comn(S' ) =

Given two assets S} and S? with ¢ € [0,7], sampled on days tg = 0 < t; < t5 < ... < t, = T between

Sy ._
), i=1,2,...,n, j=1,2.
Sti—l

today and maturity T, the log-return for each asset is: Rg := log(

Covariance and correlation can be approximated by

1 o2y _ n ol 2
CO’Un(S ,S )—WZRZRZ,
i=1
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and

Corr,(S*,5%) = Covn (S, 5%)
e VVar,(SY)\/Var,(5?)

respectively.

The literature devoted to the volatility derivatives is growing. We give here a short overview of the latest
development in this area. The Non-Gaussian Ornstein-Uhlenbeck stochastic volatility model was used by
Benth et al. [4] to study volatility and variance swaps. M. Broadie and A. Jain [15] evaluated price and
hedging strategy for volatility derivatives in the Heston square root stochastic volatility model and in [16]
they compare result from various model in order to investigate the effect of jumps and discrete sampling on
variance and volatility swaps. Pure jump process with independent increments return were used by Carr et
al. [19] to price derivatives written on realized variance, and subsequent development by Carr and Lee [20].
We also refer to Carr and Lee [21] for a good survey on volatility derivatives. Da Fonseca et al. [43] analyzed
the influence of variance and covariance swap in a market by solving a portfolio optimization problem in a
market with risky assets and volatility derivatives. Correlation swap price has been investigated by Bossu
[12, 13] for component of an equity index using statistical method. Drissien et al. [46] discusses the price of
correlation risk for equity options. Pricing volatility swaps under Heston’s model with regime-switching and
pricing options under a generalized Markov-modulated jump-diffusion model are discussed by Elliott et al.
[48, 49], respectively. Howison et al. [53] considers the pricing of a range of volatility derivatives, including
volatility and variance swaps and swaptions. The pricing options on realized variance in the Heston model
with jumps in returns and volatility is studied by Sepp [77]. An analytical closed-form pricing of pseudo-
variance, pseudo-volatility, pseudo-covariance and pseudo-correlation swaps is studied by Swishchuk et al.

[82]. Windcliff et al. [87] investigates the behaviour and hedging of discretely observed volatility derivatives.
3.2 DMartingale Representation of Markov Processes

Let (2,.7,(%)ier,,P) be a filtered probability space, with right-continuous filtration (.#;);cr, and
probability P. Let (X, 2") be a measurable space and (z¢)¢cr, be a (X, 2")-valued Markov process with
generator (). The following two results allow us to associate a martingale to this process and to obtain its

quadratic variation (we refer to Elliott and Swishchuk [50] for the proofs).
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Proposition 3.2.1. (Elliott and Swishchuk [50])

Let (z4)1er, be a Markov process with generator @ and f € Domain (Q), then

mi = f(x1) — f(xo) / Qf(xs)ds (3.1)
is a zero-mean martingale with respect to F; := o{y(s);0 < s < t}.
Let us evaluate the quadratic variation of this martingale.

Proposition 3.2.2. (Elliott and Swishchuk [50])

Let (z¢)ier, be a Markov process with generator Q, f € Domain (Q)) and (m{)teRJr its associated martingale,

then

t
mh)ei= [ Q) = 21w Qs (w.)ds (32)
is the quadratic variation of m’.

In the following it will be useful to consider the quadratic covariation of two martingales associated to a

generic couple of functions of a Markov process.

Proposition 3.2.3. Let (z)icr, be a Markov process with generator Q, f,g € Domain (Q) such that fg €

Domain (Q). Denote by (m{)teRJr, (m)ier, their associated martingale. Then

(f(z.), g(z)) ::/O {Q(f(zs)g(ws)) — [9(2s)Qf (ws) + f(2s)Qg(xs)]}ds (3.3)
is the quadratic covariation of f and g.

Proof. First of all, we note that

mim? = ze)g(ze) — f(as t Tg)ds — g(x¢ t Ts)ds t Ts)ds t Ts)ds
fmd = fz)g(z) — I )/OQg( )ds — g )/OQf( )d+/OQf( )d/oQg( )d -

— Fla)g(we) — mi /0 ' Qg(ea)ds — /0 CQf(w)ds - /0 Qs /0 ' Qule.)du

Moreover,

[ ! / Qg(eds+mi [ Qrads+ [ Qiteas | Qg(%)du]
( g(xs ds) dmt (/ Qf(zs ds) dmi +mj Qg(l“t)dt +m{Qf(zy)dt

< g(z, ds) Qf(zy)dt + (/ Qf (s dS) Qg(x)dt
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Using the expression for m/ and m9 (cf. Proposition 3.2.1) we obtain
t t t t
|l [ Qutwis+mt [ Qreis+ [ @rwyas [ Qo
0 0 0 0

-(/ t Qu(e)as ) anl + ( [ t Qf(w.)ds ) dmd + J(o)Qu(er)dt-+ g()Qf i)t

and using Eq. (3.5), Eq. (3.4) becomes

mfmt = flag(en) - | [ t ([ @sti) amf + [ t ([ @saan) am]

- /0 F(@2)Qq(xs) + 9(22)Qf (xs)] ds -

Adding and subtracting f(f Q(f(zs)g(xs))ds on the right hand side of the previous equation, we have

mimd = f(z0)g(z:) - / Q(f (x2)g(zs))ds
0

- Uot (/0 Qg(mu)d“) dm{ + /Ot (/0 Qf(xu)du> dmg} (3.6)
T /Ot [Q(f(2s)g(xs)) — f(25)Qq(xs) — g(5)Qf (w5)] ds .

Since fg € Domain (Q), then (¢f. Proposition 3.2.1)

t
fagtan - [ QUfagtan)ds teR, (37)
is a martingale. The term in square bracket on the r.h.s of Eq. (3.6) is a martingale too. Therefore
t
mfmf = [ QU@ )a(w)) = 1) Qa(.) ~ s(a)Qf (w.)) s L., (38)

is a martingale and we have that

(f(z.), g(z)) :/0 [Q(f (zs)g(xs)) — f(25)Q9(ws) — g(as) QS (x4)] ds . (3.9)

Now, we are able to evaluate the expectation of a generic function of a Markov process.

Proposition 3.2.4. (Elliott and Swishchuk [50])

Let (x4)ier, be a Markov process with generator @ and f € Domain (Q), then

E{f(z:)} = €' f(x0) - (3.10)
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Remark 3.2.5. Let (z;)icr, be a Markov process with generator Q, f,g € Domain (Q) such that fg €

Domain (Q), then
E{f(ze)g(w:)} = '@ f(x0)g(zo) - (3.11)

3.3 Variance and Volatility Swaps for Financial Markets with Markov-
Modulated Stochastic Volatilities

Let us consider a financial market with only two securities, the risk free bond (B;);cr, and the stock
(St)ter, - Let us suppose that the stock price and the bond satisfy the following stochastic differential

equation

{ dB; = Byr(zy)dt (3.12)

dSt = St(u(fbt)dt + a(xt)dwt) ’

where w is a standard Wiener process independent of the Markov process (x¢)ier,. In this model the
volatility is stochastic, then it is interesting to study the property of ¢ and in particular how to price future
contracts on realized variance and volatility.

The following results concern the expectation of variance and are simple application of Propositions 3.2.1

and 3.2.4.
Corollary 3.3.1. Suppose that o € Domain (Q). Then
t
E{o?(z¢)|.Zu} = 0?(x4) —|—/ QE{c*(zs)|Fu}ds | (3.13)
for any 0 <u <t.
Corollary 3.3.2. The conditional expectation of the variance can be expressed as
E{o?(x,)| 7} = 7903 (2, | (3.14)
for any 0 <u <t.

This Markov-modulated financial market is incomplete (see Elliott and Swishchuk [50]). In order to price

the swaps we will use the minimal martingale measure. We briefly recall here the main definition.
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Definition 3.3.3. Martingale measure
The measure P* is called a martingale measure, if it is equivalent to P and such that the discounted capital

B S,
My = w here (8,7) is a portfolio
¢

is a P* martingale.

Definition 3.3.4. Strongly orthogonal martingales

Two martingales are said to be strongly orthogonal if their product is a martingale.

Definition 3.3.5. Minimal martingale measure
A martingale measure P* for a discounted capital is called a minimal martingale measure associated with P if
any local P-martingale strongly orthogonal (under P) to each local martingale M remains a local martingale

under P*.

Lemma 3.3.6. (Elliott and Swishchuk [50])

The measure defined by

where

Ny = eJol(r(@s)—p(zs)) /o (x:)]dws =3 [5[(r(ws)—p(ws))/o(xs)]ds , (3.16)

is the minimal martingale measure associated with P.
In the following, for simplicity we will denote the minimal martingale measure with P as well.

3.3.1 Pricing Variance Swaps

Let us start from the more straightforward variance swap. Variance swaps are forward contract on future

realized level of variance. The payoff of a variance swap with expiration date T is given by

N(O’}%(l‘) - Kvar) . (317)

T
o (x) = ?/0 o?(zs)ds | (3.18)
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while K4, is the strike price for variance and N is the notional amounts of dollars per annualized variance
point. Without loss of generality, we can assume N = 1. The price of the variance swap is the expected

present value of the payoff in the risk-neutral world
Pyor(z) = EB{e ™ (0% (2) — Kyar)} - (3.19)

The following result concern the evaluation of the variance swap. We refer to Elliott and Swishchuk [50] for

a complete discussion and proof.

Theorem 3.3.7. (Elliott and Swishchuk [50])

The present value of a variance swap for Markov stochastic volatility is

Poar(z) =T {;/0 (e'Qo?(z) — Kvar)dt} . (3.20)

3.3.2 Pricing Volatility Swaps

Volatility swaps are forward contracts on future realized level of volatility. The payoff of a volatility swap

with maturity date T is given by
N(UR(m) - Kvol) ) (321)

where or(x) is the realized stock volatility over the life of the contract defined by

or(x) = 1/%/0 o?(zs)ds , (3.22)

where K,,,; is the strike price for volatility and N is the notional amounts of dollars per annualized volatility
point. We will assume, as before, that NV = 1 for sake of simplicity. The price of the volatility swap is the

expected present value of the payoff in the risk-neutral world
Pyo(z) = E{e " (or(z) — Kyat)} - (3.23)

In order to evaluate the volatility swaps we need to know the expected value of the square root of the
variance, but unfortunately we are not able to evaluate analytically this expected value. Then in order to

obtain a closed formula for the price of volatility swaps we have to make an approximation. Following the



3.3 Variance and Volatility Swaps for Financial Markets with Markov-Modulated Stochastic
Volatilities 43

approach of Brockhaus and Long [17] (see also Javaheri et al. [61]), from the second order Taylor expansion

we have

(1710'21'
Bly/oh} ~ Eloh (o)} - gt (3.24)

Then, in order to evaluate the volatility swap price we have to know both expectation and variance of 0'12%(11).

Theorem 3.3.8. The value of a volatility swap for Markov-modulated stochastic volatility is

~ —rT 1 T Var{o%(x)}
P’uol(-'L') ~ e {\/T fO etQUQ(x)dt— 8(%f0T etQ;(m)dt)S'/Q - vol} s

where the variance is given by

Var{og(z TQ/ / )el! =992 (x )] dsdt — [; /OT etQJZ(x)dtr.

Proof. We have already obtained the expectation of the realized variance,

T
E{o%(z)} = % /0 'Q02(2)dt | (3.25)

then it remains to prove that

Var{ok(z = / / )e' Qo (z)] dsdt — H /0 ’ et%2(g:)dtr.

The variance is, from the definition, given by

Var{oh(2)} = E{[0h(z) — E{oh()}]*} . (3.26)

Using the definition of realized variance, and Fubini theorem, we have

T T 2
%~/0 02(xt)dt — %/0 E{U2($t)}dt]

T 2
% /0 (02($t) - E{J2(act)}) dt} (3.27)

*LTT o (1) — E{o*(x o (x s
5 [ ] Bl Bl wlio?e) ~ Blo? ) dst

Var{alz%(x)} =E

=E

and then solving the product

Var{o(z =72 / / E {o?(z¢)0® (2s) } dsdt — [ /OT E{JQ(xt)}dtla (3.28)
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The second term on the r.h.s of Eq. (3.28) is known: it follows directly from Proposition 3.3.1. Moreover,
we observe that the integrand on the first term is invariant in the exchange of s and ¢. Then, we can divide
the integration set in two zone above and below the line t = s. Thanks to symmetry the contribution on the

two parts is the same. We can rewrite the variance as

Var{o%(x T2/ /E{a z)o?(zs)} dsdt — [ /et%Q(x)dtr. (3.29)

We stress that, in this form, the integration set of the first term is such that the inequality s < ¢ holds true.

Using the properties of conditional expectation we have

T 2
Var{oy(z Tg/ /E{a E{0?(21)|.F.} Hdsdt — l;/o etQaz(x)dt] .

Using the Markov property and Corollary 3.3.2, the conditional expected value in the integrand can be

viewed as a function of the process at time s, that is
E{0?(z)|Fs} = e 99 (25) =: g(x) - (3.30)
Thus, the variance can be expressed as

Var{o%(x T2/ /IE{U xs)g(zs) pdsdt — [ /etQag(x)dt]Q.

Now, using Proposition 3.2.4 we can solve the expectation on the integrand and we finally obtain

Var{o%(x T2/ / g(x)) dsdt — [; /OTetQUQ(a:)dt]

Moreover we observe that function g, evaluated in x, becomes

2

g(z) = e#=9902(z) . (3.31)

Then, by substituting in the previous formula we can expressed the variance as

Var{ok(z TQ/ / )el! =993 (z )] dsdt — [; /OT ethZ(w)dtr.
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3.4 Covariance and Correlation Swaps for a Two Risky Assets F'i-
nancial Markets with Markov-Modulated Stochastic Volatilities

Let’s consider a market model with two risky assets and a risk free bond. Let’s assume that the risky

assets satisfy the following stochastic differential equations

ast” = s (Mt + oM (2,)dwi)
; (3.32)
s = 5P (P dt + o (2,)dw?)

where ("), (2 are deterministic functions of time and (wt(l))te]R+ and (wt@))teR+ are standard Wiener

processes with quadratic covariance given by
dw), w?] = pdt . (3.33)

Here, p; is a deterministic function of time and (W§1))t€]R+, ('LUt(Q))te]R+ are supposed to be independent of
the Markov process (2¢)ier, . This model allows us to study the covariance and correlation structure of two

risky assets and how it is possible to price future contract on them.
3.4.1 Pricing Covariance Swaps

A covariance swap is a covariance forward contract on the realized covariance between two risky assets

which payoff at maturity is equal to
N(Covp(S™,S®) — Ke.p) (3.34)

where Ko, is a strike reference value, N is the notional amount and Covg(S™), S (2)) is the realized covariance

of the two assets S and S defined by

1 I
Covg(SW,5@) = —[In S(Tl),ln 5}2)] = T/ peo D (z)o P (xy)dt . (3.35)

0

=l

The price of the covariance swap is the expected present value of the payoff in the risk neutral world
Poow(z) = B{e T (Covg(SM, S?) — Koop)} (3.36)

where we assumed that N = 1.
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Theorem 3.4.1. The value of a covariance swap for Markov-modulated stochastic volatility is

T
P (z) = =7 {; /0 QoD (2)0® (2)]dt — K} (3.37)

Proof. To evaluate the price of covariance swap we only need to know

1 T
E{Covg(SM,5?))} = 7 / piE{oW (24)0 P () }dt . (3.38)
0

Then, it remains to show that
E{ocW (z,)0@ (z)} = eV (2)0P ()] . (3.39)
By applying Ito’s lemma we have
(oM ()0 (2,)) =0V (@y)do® (2,) + 0 (24)do™ () + (oM (2.),0P (2.)), . (3.40)
Using Proposition 3.2.3, we can express the covariation as
d(eW(z.), 0@ (2.)): =Qlo™ (z1)0® (z4)]dt — [0 (21) Qo P (21) + 0@ () Qo™ (4] dt . (3.41)
Furthermore, from Proposition 3.2.1, we have
do D (z,) = QoD (zy)dt + dm®"” i=1,2. (3.42)

Substituting Eqgs. (3.41), (3.42) in Eq. (3.40) we get

d(eM (z)0® (21)) =Q[o D (2y) 0@ (z)]dt + oD (z)dm®” + @ (z)dm”" . (3.43)
Taking the expectation on both side of the above equation we obtain
t
E{o™M(@)0® (a)} =o' (2)0® (2) +/ QE{o" (x,)0® (x,)}dt . (3.44)
0
Now, we can solve this differential equation and we get
E{ocW (z,)0@ (z,)} = e[cW (2)0P ()] . (3.45)

This conclude the proof. O
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3.4.2 Pricing Correlation Swaps

A correlation swap is a forward contract on the correlation between the underlying assets S! and 52

which payoff at maturity is equal to
N(Corrg(8*,8?) — Keopr) » (3.46)

where K., is a strike reference level, N is the notional amount and Corrg(S?!, S?) is the realized correlation
defined by

Covg(St, S?)

C St 8%) = 3.47
orrg(S',5%) R e (3.47)
op’ (@) o' (v)
where the realized variance is given by
; L7
o (@)= /0 (0 (ay)) 2t i=12. (3.48)

The price of the correlation swap is the expected present value of the payoff in the risk neutral world
Peorr(z) = E{e "™ (Corrr(S*, %) — Keorr)} (3.49)

where we set N = 1 for simplicity. Unfortunately the expected value of Corry(S?*,S?) is not known
analytically. In order to obtain an explicit formula for the correlation swap price we have to introduce some

approximation.

3.4.3 Correlation Swaps Made Simple

First of all, let us introduce the following notations
X =Covg(S*, 5%)

Y =o' (2) (3.50)

Z zag)z (z) .

In what follows we will denote with the subscript 0 the expected value of the above random variables.
Starting from the approach we have used for the volatility swap, we would like to approximate the square

root of Y and Z at the first order as follows

Y - Y
Y VYo + 5
0 (3.51)

A/
VZ /7y + 229
" 97,
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The realized correlation can now be approximated by

i X o
Corrg(S*,5%) ~ (\/}70_~_ y_ yo) (r+ Z— ZO) - (1+ YQ}E/OSO (f+ Zngo) .

Solving the product in the denominator on the r.h.s of last term and keeping only the terms up to the first

order in the increment, we have

X

NN X Y - Y Z — 7,
C 517 82 VYoV Zo ~ 1— 0 0 .
or( )~ 1+ (Y Yo 4 Z- Zo) VYo Z, 2Y, + 27
Finally we obtain the following approximation for the correlation
X X Y-Yy Z-2
Corrg(S*t, S? ( + ) . 3.52
& )~ VYo Zo  VYo/Zo \ 2Y, 2% (3.52)

We are going to evaluate the expectation only on the first term on the right hand side, which represent the
zero order of approximation and the most intuitive part. We will discuss the first order correction in the

next section. In what follows we are going to approximate the realized correlation as

X
Corrp(S', 8?) ~ 3.53
Substituting X, Y and Z we obtain
1 /T
Corrg(S*, S?) ~ / peo M (@)o® ()dt (3.54)

\/E{a \/IE{ 2% (x
where (cf. Theorem 3.3.7), we have
T T
E{o%)p(2)} =E {;/O (o (:rt))2dt} = %/0 (0 (x))%dt , (3.55)

for ¢ = 1,2. In order to price a correlation swap we need to be able to evaluate the expectation of both side

of Eq. (3.54). From Proposition 3.2.4 the expectation of the integrand on the r.h.s of Eq. (3.54) is given by
E{oW (z)0P (z)} = QoD (2)0@ () . (3.56)
We can summarize the previous result in the following statement.

Theorem 3.4.2. The value of a correlation swap for a Markov-modulated stochastic volatility is

or I peetQo ™ ()o@ (z)dt

VIT eQe0@)2dn/ [T (0™ (2)dt

— Keorr | - (3.57)

Pcorr(x) ~e
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3.4.4 Correlation Swaps: First Order Correction

We would like to obtain an approximation for the realized correlation between two risky assets

CO’UR(Sl, 52)

C St,8%) = 3.58
(51, §%) = —— 2o (3.5%)
op’ (@) o (z)
In Section 3.4.3 we have already obtained the following approximated expression
X
Yo Ze X Y-Yy Z-2
Corrgr(S*,5?) ~ V¥ov'Zo ~ {1 - < + )] . (3.59)
Y-V Z—Z 2Y 27,
1+( 2Y00+700) VYoV Zo 0 0
where
X =Covp(S*, S?)
Y =o' (2) (3.60)

Z =03 (x),

and with the pedix 0 we have denoted the expected values. We have already evaluated the expectation of
the zero order approximation, now we would like to evaluate the first order.

Substituting X, ¥ and Z in Eq. (3.59) we obtain

1 I
Corrg(St, S?) ~ —/ pio M ()0 (x4)dt

Ve @D @y T

_ T 0—(1) - 0(2) »
QTQ(]E{USP(:E)}>3/2<]E{Ug)2(m)})3/2/o Pt (x¢) (y)dt

2)2 T
x{E{a“m} / (0D (2))? — E{ (W (z,))*})ds

(3.61)

+E{o{)" (@)} / — E{(o <zu>>2}1du},

where (cf. Theorem 3.3.7) we have

T T
E{o%n(z)} =E {; /O (o (xt))th} -z /0 1o (2))dt | (3.62)

for i = 1,2. We have to evaluate the expectation of the right hand side of Eq. (3.61). In Section 3.4.3 we
computed the expectation of the first term. Then we will focus now on the other terms. First of all, let us

rewrite them as follows
/o / pior D (@)o® (@) (E{of) (@)} (0 (@) — E{(0V (@.)%)]
+ E{of) @)}(0® (@.))? = E{(0® (@,))?}]) dsdt .

(3.63)
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We have four different contributions to the integrals: the expectation values of the terms

/ ' / " pee D (1 ()0 (2 Efo () B0 () s (3.64)
0 0

for ¢ = 1,2, can be evaluate using Theorem 3.4.1. Then, in order to evaluate the expectation of the

approximated realized correlation, it only remains to calculate

T T
E {/ / pta(l)(xt)a@)(a:t)a(i)? (ms)dsdt} i=1,2. (3.65)
o Jo

To this end, let’s first divide the range of integration in two intervals as follows

T t T T
E{ / / pro D ()0 ® (20)0 ) (2,)dsdt + / / pta“)(xt)a(”(xt)a“f(xs>dsdt},
0 0 0 t

for ¢ = 1,2. We notice that the first integral set is such that ¢ > s while the second has ¢t < s. We can now

use the property of conditional expectation to obtain

T t
¢ {/ / pE{o W (2,)0® (2,)| Fs}o O’ (24)dsdt
0 0

. (3.66)
+ /O /t pta(l)(xt)a(Q)(xt)E{a(i)Q(xs)|3‘}}dsdt} .
Using the Markov property, we can express the conditional expectations as
E{o™W (2:)0® (2,)| F} = €% W (2,)0®) (2,) =: h(zs) , (3.67)
for ¢t > s and
E{o" (@)l 71} = 7% @) = gD (@) . (3.68)

for s > t. Therefore, the first term of Eq. (3.66) can be expressed (cf. Proposition 3.2.4) as

T t T t
2)0® (z,)ds = e o @ (2)ds .
E{/O | oo (@) dt} | [ weina @asar. (3.69)

while the second as

T T
E{/O /t Pta(l)(xt)a(Q)(xt)g(i)(xt)dsdt}

N (3.70)
= / / peet@leM (1) () gD ()| dsdt .
0 t
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Now, we evaluate the functions h and g at x obtaining
hz) =)W (2)6@ (z)] , (3.71)
and
99 (z) = 7D ()] . (3.72)
We can summarize the previous result in the following statement that gives the correlation swap price up to
the first order of approximation.

Theorem 3.4.3. The value of the correlation swap for a Markov-modulated volatility is
Peorr(z) = e (E{Corrg(S", %)} — Keorr) (3.73)

where the realized correlation can be approximated by
2 [T pretQo ) (2)0® ()t
\/f et@ (oW (x)) th\/f et@Q (o2 (x))2dt
o pelfy e R0 W (2)0 @ (@)]o V (2)}ds + f, e 9{o V) (2)0® (2)e“ IR0V’ ()]} du) dt
2 (I (o @)ar)”” ([T e@(o® (@)2ar)
o oy eI 0 D (@)0® ()]0’ (2)}ds + ) ' o V) (@) (2)el Qo) ()] }du)dt
/2 3/2
2(Jy Qe (@ ))2dt) (Jy e (e®())2ar)

E{Corrg(S*, S?)} ~

3.5 Example: Variance, Volatility, Covariance and Correlation Swaps
for Stochastic Volatility Driven by Two State Continuos Markov
Chain

Let (2¢)ier, be a two state continuous time Markov chain, let us denote the states as ‘Up’ (u) and ‘Down’

(d). Let @Q be the generator of this Markov chain

qdu  4dd

Q= (q““ q“) : (3.74)

and let

P(t) = ( wu(f) pw(t)) : (3.75)

Pau(t) Ppaa(t)
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be its transition function, such that
P(t) = €' . (3.76)

In this simple model the volatility takes only two values: o, and o4, thus we can easily express the swap
prices of the futures contract so far studied.

The variance swap price in this model is given by

T
Pvar(i) = eirT {11—1/0 (piu(t)ai +pid(t)0'§)dt - Kvar} s (3'77)

where ¢ = u,d is the initial state of the Markov chain. If we are uncertain about the initial state and we

have only a probability distribution, say (p,,pq) such that p, + pg, then the price is going be
Pvar = pquar(u) + de'ua'r(d) . (378)

If we assume that initial distribution is actually the stationary distribution of Markov chain the price simply

becomes
Py =e T {wuai + mgos — Kvar} , (3.79)

where (m,,7q) is the stationary distribution.

The volatility swap price in this model can be approximateted by

N =T 1 (T 2 , 207 Var{o% ()} _
onl(l) ~ e {\/T fo [pzu(t)au +pzd(t)‘7d]dt 8(% fUT[piu(t)05+pid(t)03]dt)3/2 Kvol} s

for i = u,d and where

Varloh} =gz | [ uopunlt = 90k + i Ipaalt = 5) + puals)pat = 9ot

1 (7 ’
+pia(s)paa(t — 8)o ydsdt — lT /0 [piw(t)o2 + pid(t)afl]dt] )

Let us now consider a two risky asset market model with volatility modulated by this two state Markov

chain. In this setting the covariance swap price is

1 T
Peou(i) = 7'" {T / pulpin ()P + pa(t)ol) o Pt - K} , (3.80)
0
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for ¢ = u, d representing the initial state of the chain.

The correlation swap in this model, at the zero order, can be approximated by

fo pt[pw Vol + put)o” <2’1dt
VI @002 4 puat W S i @) (@) + pia(t) (o)t

for i = u, d being the initial state of the chain.

Pcorr(i) ~ 6_

3.6 Numerical Example

3.6.1 S&P 500: Variance and Volatility Swaps

In this section, we give an example of the two states Markov chain model for stochastic volatility modu-
lating a single risky asset market. We use S&P 500 index as risky asset.
In order to estimate the Markov chain transition matrix and the parameters (o,,0q) we use the CBOE
Volatility Index (VIX), daily data from January 2004 to June 2012.
For every day t, a high data v and a low data v! are available. We interpolated between them defining

vy = £ (vf" + v}), a reference value for day t. Taking a mean of such values we defined

1 n
V= — E ’Ut . (3.81)
n
t=1

If vy > v the day t state is Up otherwise it is Down. The transition matrix is estimated The value o, is the
mean of v; evaluated only on the Up days and similarly o4 is the mean of v; evaluated only on the Down

days. In table 3.1 we show the one step transition probability matrix.

Transition Matrix

Up Down
Up 0.957 | 0.043

Down | 0.026 | 0.974

Table 3.1: One step transition probability matrix.

Using this probability matrix, given the initial state of the chain, we are able to evaluate the price of
covariance and correlation swap as described in Section 3.5. In Figure 3.1 the variance and volatility swap

prices as a function of maturity are shown. The rate of convergence of the prices depend on the rate of
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convergence of the transition probability matrix to the stationary distribution.
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Figure 3.1: Variance and volatility swap prices.
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3.6.2 S&P 500 and NASDAQ-100: Covariance and Correlation Swaps

In this section, we give an example of the two states Markov chain model for stochastic volatility modu-
lating a two risky assets market. We use S&P 500 index and NASDAQ-100 index as risky assets.
In order to estimate the Markov chain transition matrix and the parameters (a&l), O't(il), 0732), af)) we use the
CBOE Volatility Index (VIX) and the CBOE NASDAQ-100 Volatility Index (VXN), from January 2004 to
June 2012.
The volatilities of the two assets are modulated by the same Markov chain, then we can consider the two
volatility indices as two independent realization of the same process.

h h l l

For each index and a given day ¢, a high data (viz},ven}) and a low data (vizi,van;) are available. We

interpolated between them defining a VIX and VXN reference value for day ¢ as

. 1 . ‘
vizy = i(mxf + vizl) |

and

1
vINE = 5(1}3:71? +vanl) .

We evaluate the mean value (vix,vzn) over the period. If the day t viz; > viz VIX is in the state Up oth-
erwise it is in Down, similarly if vazn; > vzn VXN is in Up otherwise it is in Down. This procedure create
two (independent) sequences of Up and Down states of our Markov process: one for VIX and the other for
VXN. Using these sequences we can estimate the transition probability for the Markov chain. Regarding the

parameters, cr,(Ll) can be estimated by taking the mean of all the VIX values, vix;, such that t is an Up day

and 0511) by taking the mean only of viz; such that ¢ is a Down day. Similarly we can estimate (0182), 0'((12))

can be estimated by taking the mean over the Up and Down days of VXN, respectively. In table 7?7 we show

the one step transition probability matrix built using VIX and VXN indexes.

Using this probability matrix, given the initial state of the chain, we are able to evaluate the price of
covariance and correlation swap as described in Section 3.5. In the numerical evaluation we assume that the
correlation between the brownian motion p (¢f. Eq. 3.33) is constant.

In Figure 3.2 the covariance and correlation swap prices as a function of maturity are shown. The rate
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Transition Matrix

Up Down
Up 0.950 | 0.050

Down | 0.030 | 0.970

Table 3.2: One step transition probability matrix.

of convergence of the prices depends on the rate of convergence of the transition probability matrix to
the stationary distribution. For the correlation swap price we show the result up to the zero order of
approximation, as described in Section 3.5, and up to the first order of approximation, as described in
Section 3.4.4. The zero order of approximation price is constant, indeed at that order we only take into
account the correlation of the assets noise, that is p the brownian motions correlation. In the first order the
interaction of the volatilities due to the Markov process is taken into account and the price changes as a

function of maturity.
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Figure 3.2: Covariance and correlation swap prices.
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3.7 Conclusion

In a Markov-modulated stochastic volatility model an expression for the price of variance, volatility,
covariance and correlation swap has been obtained. The variance swap price and volatility swap price for
a single risky assets market have been studied. The covariance swap price in a two risky assets market has
been obtained and an approximated expression for the correlation swap price has been derived. The results
have been applied in a two state continuos Markov chain volatility model. A numerical example using data

of indices S& P 500 and NASDAQ 100 has been discussed.
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Chapter 4

Financial Markets with Semi-Markov
Modulated Stochastic Volatilities

In this chapter, we model financial markets with semi-Markov volatilities and price covariance and cor-
relation swaps for this markets. Numerical evaluations of variance, volatility, covariance and correlations
swaps with semi-Markov volatility are presented as well. This chapter is a generalization to the more flexible
semi-Markov environment of what we discuss in Chapter 3 in Markovian case.

The chapter is organized as follows. First, martingale representation of semi-Markov processes is pre-
sented. Then, Variance and volatility swaps for financial markets with semi-Markov modulated stochastic
volatilities are studied. Furthermore, pricing of covariance and correlation swaps for a two risky assets for
financial markets with semi-Markov modulated stochastic volatilities is presented. The difference between
Markov and semi-Markov case will be emphasized.

This chapter is based on the work done while visiting University of Calgary, Calgary (AB) Canada, under
the supervision of Prof. A. V. Swishchuk.

This chapter is based on a paper (G. Salvi and A. V. Swishchuk [76]) currently under review.

4.1 Introduction

One of the recent and new financial products are variance and volatility swaps, which are useful for
volatility hedging and speculation. The market for variance and volatility swaps has been growing, and

many investment banks and other financial institutions are now actively quoting volatility swaps on various
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assets: stock indexes, currencies, as well as commodities. A stock’s volatility is the simplest measure of
its riskiness or uncertainty. Formally, the volatility og is the annualized standard deviation of the stock’s
returns during the period of interest, where the subscript R denotes the observed or ’realized’ volatility. Why
trade volatility or variance? As mentioned in M. Broadie and A. Jain [16], ’just as stock investors think they
know something about the direction of the stock market so we may think we have insight into the level of
future volatility. If we think current volatility is low, for the right price we might want to take a position
that profits if volatility increases’.

In this chapter, we model financial markets with semi-Markov volatilities and price covariance and cor-
relation swaps for this markets. Numerical evaluations of variance, volatility, covariance and correlations
swaps with semi-Markov volatility are presented as well.

Volatility swaps are forward contracts on future realized stock volatility, variance swaps are similar
contract on variance, the square of the future volatility, both these instruments provide an easy way for
investors to gain exposure to the future level of volatility. A stock’s volatility is the simplest measure of
its riskness or uncertainty. Formally, the volatility or is the annualized standard deviation of the stock’s
returns during the period of interest, where the subscript R denotes the observed or "realized" volatility.

The easy way to trade volatility is to use volatility swaps, sometimes called realized volatility forward
contracts, because they provide pure exposure to volatility (and only to volatility).

A stock wvolatility swap is a forward contract on the annualized volatility. Its payoff at expiration is equal
to

N(UR(S) - Kvol) )

where og(9S) is the realized stock volatility (quoted in annual terms) over the life of contract,

1 T
or(S) = T/o o2ds

ot is a stochastic stock volatility, K, is the annualized volatility delivery price, and N is the notional
amount of the swap in dollar per annualized volatility point. The holder of a volatility swap at expiration
receives IN dollars for every point by which the stock’s realized volatility or has exceeded the volatility

delivery price K. The holder is swapping a fixed volatility K,,,; for the actual (floating) future volatility
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or. We note that usually N = af, where « is a converting parameter such as 1 per volatility-square, and [
is a long-short index (41 for long and —1 for short).

Although options market participants talk of volatility, it is its variance, or volatility squared, that has
more fundamental significance (see Demeterfi et al [45]).

A wvariance swap is a forward contract on annualized variance, the square of the realized volatility. Its

payoff at expiration is equal to

where 0%(S) is the realized stock variance(quoted in annual terms) over the life of the contract,

1 /7
o%(S) = T/o o?ds

Kyqr is the delivery price for variance, and N is the notional amount of the swap in dollars per annualized
volatility point squared. The holder of variance swap at expiration receives N dollars for every point by
which the stock’s realized variance 0123(5 ) has exceeded the variance delivery price Kyq-.

Therefore, pricing the variance swap reduces to calculating the realized volatility square.

Valuing a variance forward contract or swap is no different from valuing any other derivative security.
The value of a forward contract P on future realized variance with strike price K, is the expected present

value of the future payoff in the risk-neutral world:
P = E{eiTT(U?%(S) — Kuar)} s

where r is the risk-free discount rate corresponding to the expiration date T', and E denotes the expectation.
Thus, for calculating variance swaps we need to know only E{c%(S)}, namely, the mean value of the
underlying variance.
To calculate volatility swaps we need more. From Brockhaus and Long [17] approximation (which is used

the second order Taylor expansion for function y/z) we have (see also Javaheri et al [61]):

B{ o)) ~ VETTT - gl

where V := 0%(S9) and % is the convexity adjustment.
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Thus, to calculate volatility swaps we need both E{V} and Var{V}.

The realized continuously sampled variance is defined in the following way:

1 /T
V:i=Var(S) := T/ oldt .
0

Realized continuously sampled volatility is defined as follows:

Vol(S) :== /Var(S) =VV .

Options dependent on exchange rate movements, such as those paying in a currency different from the
underlying currency, have an exposure to movements of the correlation between the asset and the exchange
rate. This risk may be eliminated by using covariance swap. Variance and volatility swaps have been studied
by Swishchuk [81]. The novelty of this paper with respect to Swishchuk [81] is that we calculate the volatility
swap price explicitly; moreover we price covariance and correlation swap in a two risky assets market model.

A covariance swap is a covariance forward contact of the underlying rates S' and S? which payoff at
expiration is equal to

N(OO’UR(Sl, SQ) - Kcov) )

where K., is a strike price, N is the notional amount, Covgr(S*, S?) is a covariance between two assets S*
and S2.

Logically, a correlation swap is a correlation forward contract of two underlying rates S' and S? which
payoff at expiration is equal to:

N(COT’TR(Sl, 52) - Kcorr) )

where Corr(S?, S?) is a realized correlation of two underlying assets S' and S?, Ko, is a strike price, N is
the notional amount.

Pricing covariance swap, from a theoretical point of view, is similar to pricing variance swaps, since

Covg(S', 8%) = 1/4{0%(S1S?) — 0%(S'/S?)} |

where S! and S? are two given assets, 0%(S) is a variance swap for underlying assets, Covg(S!, S?) is a

realized covariance of the two underlying assets.
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Thus, we need to know variances for S15? and for S*/S2. Correlation Corrg(S*, S?) is defined as follows:

Corrg(Sh, 8?) = Cour(S',5%)
’ VoR(S1)/o%(5%)

where Covg(S?t, 5?) is defined above.

Given two assets S} and S? with ¢ € [0,7], sampled on days tg = 0 < t; < t5 < ... < t, = T between
. SJ
today and maturity 7', the log-return of each asset is: R! := log(sj#), i=1,2,...n, j=1,2.

ti—1

Covariance and correlation can be approximated by

1gay " 3 L R2
Covp (S, 5%) = (n_l)T;RZRZ :
and
Corr,(S',5%) = Coun (51, 5%)
B VVar,(S1)y/Var,(S?) ’
respectively.

The literature devoted to the volatility derivatives is growing. We give here a short overview of the latest
development in this area. The Non-Gaussian Ornstein-Uhlenbeck stochastic volatility model was used by
Benth et al. [4] to study volatility and variance swaps. M. Broadie and A. Jain [15] evaluated price and
hedging strategy for volatility derivatives in the Heston square root stochastic volatility model and in M.
Broadie and A. Jain [16] they compare result from various model in order to investigate the effect of jumps
and discrete sampling on variance and volatility swaps. Pure jump process with independent increments
return models were used by Carr et al. [19] to price derivatives written on realized variance, and subsequent
development by Carr and Lee [20]. We also refer to Carr and Lee [21] for a good survey on volatility
derivatives. Da Fonseca et al. [43] analyzed the influence of variance and covariance swap in a market by
solving a portfolio optimization problem in a market with risky assets and volatility derivatives. Correlation
swap price has been investigated by Bossu [12, 13| for component of an equity index using statistical method.
Drissien et al. [46] discusses the price of correlation risk for equity options. Pricing volatility swaps under
Heston’s model with regime-switching and pricing options under a generalized Markov-modulated jump-
diffusion model are discussed in and Elliott et al. [48, 49|, respectively. Howison et al. [53] considers

the pricing of a range of volatility derivatives, including volatility and variance swaps and swaptions. The
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pricing options on realized variance in the Heston model with jumps in returns and volatility is studied in
Sepp [77]. An analytical closed-forms pricing of pseudo-variance, pseudo-volatility, pseudo-covariance and
pseudo-correlation swaps is studied in Swishchuk et al. [82]. Windcliff et al. [87] investigates the behavior

and hedging of discretely observed volatility derivatives.
4.2 Martingale Representation of Semi-Markov Processes

Let (Q,.7,(%#)ier,,P) be a filtered probability space, with a right-continuous filtration (% )icr, and
probability P.

Let (X, Z) be a measurable space and
Qsn(z, By t) := P(z, B)G4(t) forre X,Be Z,teR,, (4.1)

be a semi-Markov kernel. Let (z,,,7,;n € N) be a (X x R}, 2" @ %, )-valued Markov renewal process with

Qs the associated kernel, that is
P(xpt1 € By Toy1 — Tn <t | Fn) = Qsm(zn, B, t) . (4.2)
Let us define the process
vy =sup{n e N: 7, <t} , (4.3)
that gives the number of jumps of the Markov renewal process in the time interval (0, ¢] and
Op i=Tp — Tn_1 , (4.4)

that gives the sojourn time of the Markov renewal process in the n-th visited state. The semi-Markov

process, associated with the Markov renewal process (z,,, T )nen, is defined by
Ty 1= Ty(y) fort e R, . (4.5)

Associated with the semi-Markov process, it is possible to define some auxiliaries processes. We are interested

in the backward recurrence time (or life-time) process defined by

Y(t) ==t =Ty fort e Ry . (4.6)
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The next result characterizes backward recurrence time process (¢f. Swishchuk [81]), we give the proof for

completeness.

Proposition 4.2.1. The backward recurrence time (y(t)): is a Markov process with generator

Qf(t) = 1'(t) + AB)[F(0) = f(1)] (4.7)

where A(t) = —@, G.(t) =1 — G.(t) and Domain(Q~) = C*(Ry).
G (t) v

x

Proof. Let t be the present time such that v(¢) = ¢, without loss of generality we can assume that ¢t < 71,

then for T' > ¢ we have

EAf((T)} = Edf(V(T)Io, 57} + Bl f (V(T)Ipy <1} - (4.8)

Using the properties of conditional expectation we obtain

Gu(T) |
EA{f(v(T)} =A(T )f 0 ) e ( ) (v(T)Li<o, <7} "
~InZS / F(T )G (u)e
By adding and subtracting f(¢) in the integrand we get
Ga(T) I / Ga(t) — Gu(T)
BASOMN) = DG+ o [0 =) = e+ oSt
then
EASOIN} = 10 = (D)~ SOV EE + s [ U@ —w = foGeihe. (@10
Recalling the definition of the generator and using the above equation we have
@ 10) = fim ST = gy - 28 700) - o0 (411)
this concludes the proof. O

Remark 4.2.2. As well known, semi-Markov processes preserve the lost-memories property only at transition
times, then (xt)ier, is not Markov. However, if we consider the joint process (x¢,(t))icr, , and we record
at any instant the time already spent by the semi-Markov process in the present state, then it result that

(z¢,7(t))ier, is a Markov process.
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In Section 3.2 we discussed the martingale representation of a Markov process. Here (x;); belongs to a
wider class, but if we consider the joint process with the backward recurrence time we can obtain a martingale
representation for the semi-Markov process as well.

We would like to study the martingale associated to the Markov process (x¢,v(t))tcr, and its generator.

The following statement concerns this task, and is a direct application of Proposition 3.2.1.

Lemma 4.2.3. (Swishchuk [81])

Let (z¢)ter, be a semi-Markov process with kernel Qs defined in Eq. (4.1). Then, the process

mf = f(ona @) = [ @fGaar(e)ds (1.12)
0

is a martingale with respect to the filtration F; = o{xs,vs;0 < s < t}, where Q is the generator of the

Markov process (x¢,7(t))ier, given by

Qfant) = Go.0) + 2 [ Pl dn)lr(0.0) - fat)] (113)

dG.. (1)
dt

here g, (t) =

The following statement follows directly from Proposition 3.2.2 and it allows us to evaluate the quadratic

variation of the martingale associated with (x¢,v(t))ter. -

Lemma 4.2.4. Let (2;)icr, be a semi-Markov process with kernel Qsnr, (x¢,Y(t))ier, is a Markov process

with generator @, f € Domain (Q) and (mtf)te]R+ its associated martingale, then

(mf), = / QS (20r7(5)) — 2f (20, 7(5)Qf (0 7(s)))ds (4.14)

is the quadratic variation of m/.

4.3 Variance and Volatility Swaps for Financial Markets with Semi-
Markov Stochastic Volatilities

Let us consider a Market model with only two securities, the risk free bond and the stock. Let us suppose

that the stock price (S¢):cr, satisfies the following stochastic differential equation

{ dBy = Byr(zy,(t))dt (4.15)

dS; = Se(p(we, y(t))dt + oz, y(t))dwy)
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where w is a standard Wiener process independent of (z,~). We are interested in studying the property of
the volatility o(x,~). Salvi and Swishchuk [75] have studied properties of volatility modulated by a Markov
process. Here we would like to generalize their work to the semi-Markov case. First of all we study the

second moment of the volatility.

Proposition 4.3.1. (Swishchuk [81])

Suppose that o € Domain (Q). Then
t
B(o e 1(0)|F.) = (e (W) + | QB{o (0 (5))| 7 ds (4.16)
for any 0 <u <t.

Remark 4.3.2. From Proposition 4.3.1, we can directly solve the equation for E{c?(x,v(t))|.Z.} and we

obtain
B{o® (e, v(1)|Fu} = €% (2, v(w) (4.17)
for any 0 <u <t.

It is known that the market model with semi-Markov stochastic volatility is incomplete, see Swishchuk
[81]. In order to price the future contracts we will use the minimal martingale measure, we refer to Swishchuk

[81] for the details.

4.3.1 Pricing of Variance Swaps

Let us start from the more straightforward variance swap. Variance swaps are forward contracts on future

realized level of variance. The payoff of a variance swap with expiration date T is given by
N(o%(z) — Kyar) (4.18)
where 0% (z) is the realized stock variance over the life of the contract

T
op(x) = T/o o%(xs,7v(s))ds , (4.19)

Ko 18 the strike price for variance and N is the notional amounts of dollars per annualized variance point,

we will assume that NV = 1 just for sake of simplicity. The price of the variance swap is the expected present
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value of the payoff in the risk-neutral world
Pour(z) = B{e ™ (0%(2) — Kyar)} - (4.20)

The following result concerns the evaluation of a variance swap in this semi-Markov volatility model. We

refer to Swishchuk [81] for details and proof.

Theorem 4.3.3. (Swishchuk [81])

The present value of a variance swap for semi-Markov stochastic volatility is

T
Pyor(z) =7 {;/0 (eRo?(z,v) — Kvm)dt} ) (4.21)

where Q is the generator of (xy,v(t)):, that is

Qfe.t) =0+ 20 | Pl anl.0 - 0] (422

4.3.2 Pricing of Volatility Swaps

Volatility swaps are forward contract on future realized level of volatility. The payoff of a volatility swap

with maturity T is given by

N(O—R(x) - Kvol) ) (423)

where or(x) is the realized stock volatility over the life of the contract

or(x) = \/;/0 o?(xs,v(8))ds (4.24)

K, is the strike price for volatility and N is the notional amounts of dollars per annualized volatility point,
as before we will assume that N = 1. The price of the volatility swap is the expected present value of the

payoff in the risk-neutral world
Pyoi(z) = E{e ™ (or(x) — Kyo)} - (4.25)

In order to evaluate the volatility swaps we need to know the expected value of the square root of the

variance, but unfortunately, in general we are not able to evaluate analytically this expected value. Then in
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order to obtain a close formula for the price of volatility swaps we have to make an approximation. Using
the same approach of the Markov case (see also Brockhaus and Long [17] and Javaheri at al. [61]), from the

second order Taylor expansion we have

Var{o())

B(y ko) = \E{oh () — g s (4.26)

Then, to evaluate the volatility swap price we have to know both expectation and variance of 0% (z). The
next result gives an explicit representation of the price of a volatility swap approximated to the second order

for this semi-Markov volatility model.

Theorem 4.3.4. The value of a volatility swap for semi-Markov stochastic volatility is

' 0'2
Pyoi(z) =~ e T {\/% fOT etQo?(x,y)dt — o Varlop@)} vol},

I @02z )ai)

where the variance is given by

Var{alz%(:c)} = % /OT /Ot {ESQ [02(%7)6@75)@02(%7)} — [etQJQ(:c,fy)] [68Q02(1’,’y)] } dsdt |

and Q is the generator of (xy,y(t)):, that is

ﬁ@’ b+ 9= (t)

@fz.t) = 5 G (1)

/X Pl dy)[f(4.0) — f(z.1)] - (4.27)

Proof. We have already obtained the expectation of the realized variance,

1

T
B(oh(@) = 1 [ et (4.28)

0

then it remains to prove that

T .t
Var{o%(z)} = %/0 /0 {esQ [UQ(x,'y)etQa2(x,7)] - [etQa2(m,7)] [eSQUQ(x,v)} } dsdt .

The variance is, from the definition, given by

Var{oh(2)} = E{[0h(z) - E{oh(2)}]*} , (4.29)
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Using the definition of realized variance, and Fubini theorem, we have

Var{o%(z)} =E %/0 o (xe,y(t))dt — %/0 ]E{UQ(xt,v(t))}dt]

7| e - E{a2<xt7v<t>>})dt] (4.30)

E

= / / E {[o2(w0,1(0)) — E{o? (w0, /() N0 1(5)) — E{0 (2, 1(5))}]} ddt

We note that the integrand is symmetric in the exchange of s and ¢t. We can divide the integration on the
plan in two areas above and below the graph of ¢ = s, thanks to the symmetry the contribution on the two

parts is the same. Then we obtain
Var{ok(z TQ/ / E{[o®(z¢,(t)) = E{o®(zs, () Ho? (25, 7(5)) — E{o® (x5, v(s))}] }dsdt
_ﬁ/o /0 [E{Uz(xtv’Y(t))UQ(xsv’Y(S))} - E{UQ(Z‘t,’Y(t))}E{U2($S,’y(S))}] dsdt .

We would like to stress that, in this representation, the integration set is such that the inequality s < ¢ holds

true. Using the property of conditional expectation and Proposition 4.3.1, we have

Var{o%(x T2/ / [E{0? (25, v(s))E{0? (x4, 7 (1)) Fs }} — (e'902(2,7)) (302 (x,))] dsdt .

The process (¢, v(t)): is Markovian, then using Remark 4.3.2 the conditional expected value in the integrand,

can be expressed as
B{o® (x1,7(t))|Fs} = 9% (25,7(s)) = g(ws,7(5)) - (4.31)
Thus, the variance becomes
Var{o%(x T2/ / [E{o?(z5,7(5)g(xs,7(5))} — (€20 (2, 7)) (50 (x,7))] dsdt .
Solving the expectation on the r.h.s we obtain
Var{oh()} = / / €@ (o2 (@, 1)g(@.7)) — (20%(2,7)) (%0 (@, 7))] dsdt
We notice that function g evaluated in (x,~) is simply given by

g(z,7) = "% (z,) , (4.32)
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then substituting in the previous formula the variance finally becomes

Var{och(z)} = % /OT /Ot {eSQ {UZ(x,v)e(tfs)QUQ(x,v)} - [etQaz(a:,'y)] [eSQJZ(x,’y)} } dsdt .
O

4.3.3 Numerical Evaluation of Variance and Volatility Swaps with Semi-Markov
Volatility

When we attempt to evaluate the price of a variance or a volatility swaps we have to deal with numerical
problems. The family of exponential operators (ef?); involved in Theorems 4.3.3 and 4.3.4 for the semi-
Markov stochastic volatility model is usually difficult to evaluate from a numerical point of view. To solve

this problem, we first look to the following identity

() =3 U@ iy (433)
n=0

n!

for any function f € Domain(Q). This identity allows us to obtain the operator (e'@); at any order of

approximation. For example, for n = 1, we obtain

eUf() = (I +Q)f() (4.34)

where I is an identity operator. At this order of approximation we allow semi-Markov process to make at
most one transition during the life time of contract. If we think to semi-Markov process as a macroeconomic
factor this can be plausible. However we can always evaluate the error in this approximation using the
subsequent orders. Using the first order approximation the variance swap price becomes

1 T
Pvar(z) zeirT {T / (I + tQ)UZ(:Ca V)dt - Kvar}
0 (4.35)

=T {02(m,’y) + %Qﬁ(w,w) — Kmr} .

Using the same approximation the volatility swap price can be expressed as

T ar 0'2 X
Pyoi(x) ~e T \/jl—v/o (I +tQ)o*(z,v)dt — . T Vart R( 1 3/2 Kool
8 (T S+ tQ)oQ(m,v)dt)

Var{oh(x)} x }
T 3/2 vol ( -
8 (02(I77) + EQGQ(I77))

=T {\/02(%7) Qo) -
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Here, the variance of realized volatility is given by

Varloh) mos [ [ {0 +5QI0%w 00 + (- 900w

(4.36)
— [ +1Q)0 (@, NI + 5Q)o™(w,7)]} dsdt .
Solving the product and keeping only the terms up to the first order in @), we obtain
Var{o%(x T2 / / {sQa™ (x,7) — 202(x,7)sQc*(x, ) ydsdt (437

=3 {Qa (2,7) = 20%(2,7)Q0*(x,7)} -

Finally, to first order of approximation in () the volatility swap price becomes

0'4 x — 0'2 xr O'2 X
P’Uol(x) ~ eirT {\/0'2(3377) + ng‘Q(x,’y) - T[Q ( 77) 2 ( ’W)Q ( ’rﬂ] - Kvol} .

24 (02(z,7) + £Qo(x,7))*”

4.4 Covariance and Correlation Swaps for a Two Risky Assets in
Financial Markets with Semi-Markov Stochastic Volatilities

Let’s consider now a market model with two risky assets and one risk free bond. Let’s assume that the
risky assets are satisfying the following stochastic differential equations
dst = Si (Ve 4 oD (e, (1) duy )
, (4.38)
ds? = 57 dt 4 0 (e, (1) duy™)

where (M), 1(2) are deterministic functions of time, (w ,E ))t and (w,EQ))t are standard Wiener processes with

quadratic covariance given by
dfwi? , w®] = pdt (4.39)

Here p; is a deterministic function and (wt(l))t, (w?))t are independent of (z,7).
In this model it is worth to study the covariance and the correlation swaps between the two risky assets.

4.4.1 Pricing of Covariance Swaps

A covariance swap is a covariance forward contract on the underlying assets S and S which payoff

at maturity is equal to

N(Covg(SM,8®) — K,,,) , (4.40)
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where K, is a strike reference value, N is the notional amount and Covg(S (1), S (2)) is the realized covariance

of the two assets S(!) and S given by

1 1 [T
Covr(s™M,5@) = ZInSp) m55) = / pro (e, 7 (1)) (i, (1)) dt . (4.41)
0

The price of the covariance swap is the expected present value of the payoff in the risk neutral world
Preoy(z) = E{e™" (Covr(SM,8@) — Kopu)} (4.42)
here we set N = 1. The next result provides an explicit representation of the covariance swap price.

Theorem 4.4.1. The value of a covariance swap for semi-Markov stochastic volatility is

1 T
Pooy(z) =T {T /0 pieRlo M (z,7)0 @ (x,7)]dt — K} : (4.43)

where @ is the generator of (x¢,v(t)):, that is

@ty = e+ 2 | Pldpire.0 - s (1.49)

Proof. To evaluate the price of covariance swap we need to know

1 T
E{Coun(sW,S®)} = = / {0 (@0, 1(1))0 (@, 1(1)) Yt . (4.45)

It remains to prove that
E{o™ (1, 7()o® (21,7(t)} = [0 (2,7)0 P (2,7)] . (4.46)

By applying Ito’s lemma we have

o™ (e, (£)0® (21, 1(0))) =0 (0, 7(0))do® (20, (1)) + 0 (a1, A1) do D (0,7 (1))
(4.47)

+d<0(1) (.13., ’7('))7 0(2) (.Z‘., 7()»75 :

Using Proposition 3.2.3 we obtain

d{o (., 7()), 0D (.. =Qo D (w1, 7(1)0® (. (8)))dt
(4.48)

oW (@, 7 (1) QoD (24, v(1)) + 0 (4, 7(t)) QoD (24, v(t))]dt .

Furthermore we have

do—(l) (xta ’}/(t)) = QJ(Z) (xt, ’Y(t))dt + dmg(i) 1= ]-7 2. (449)
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Substituting (4.48) and (4.49) in equation (4.47) we get

(D (w1, 102 (1,7()) =Qo D e, /(1) (ar, (1)l

(4.50)
2 1
+o0 (e, y(O)dm”” + o) (@ (1) dm? .
Taking the expectation on both side we can rewrite the above equation as
E{o™ (@4,7(1))0® (@:,7(1))} =o' (2,7)0P (2, 7)
t (4.51)
+ [ QB 2 1(9)0 ) (5]t
0
Solving this differential equation we obtain
E{o™ (@:,7(1))0® (@, 7(1))} = "2l (2,7)0®) (z,7)] , (4.52)
this conclude the proof. O

4.4.2 Pricing of Correlation Swaps

A correlation swap is a forward contract on the correlation between the underlying assets S' and S?

which payoff at maturity is equal to
N(Corrg(S*,S?) — Keorr) » (4.53)

where K., is a strike reference level, N is the notional amount and Corrg(S?!, S?) is the realized correlation
defined by

Covg(St, S?)

C S, 8%) = 4.54
orrg(S',5%) R S (4.54)
op’ (@) o' (v)
here the realized variance is given by
@2y _ 1 ! (i) 2 L
op (x) = T (o'W (zy,~(t)))"dt i=1,2. (4.55)
0

The price of the correlation swap is the expected present value of the payoff in the risk neutral world, that is
Peorr(x) = E{e " (Corrp(S*, S%) — Keorr)} (4.56)

where we set N = 1 for simplicity. Unfortunately the expected value of Corrg(S!,S?) is not known
analytically. Thus, in order to obtain an explicit formula for the correlation swap price, we have to make

some approximation.
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4.4.3 Correlation Swaps Made Simple

First of all, let us introduce the following notations

X =Covp(S*, S?)
Y =o' (2) (4.57)
Z =0 ().
and with the subscript 0 we will denote the expected value of the above random variables. Following the
approach frequently used for the volatility swap, we would like to approximate the square root of Y and Z

to the first order as follows

Y - Y
VY mVYo+ 5o
0 (4.58)

7 -7
VZ /7y + 229
o+ /70

The realized correlation can now be approximated by

- X _ v
COTTR(Slvsz) ~ (\/}70+ y— Yo) (\/70+ Z— ZO) o (1_|_ Y2;%/03 <T+ ZQ_Z?)) . (4.59)

Solving the product in the denominator of the last term on the r.h.s and keeping only the terms up to the

first order in the increment, we have

X
T X Y-Y, Z-2
C St 52 vYovZo ~ 1— 0 0. 4.60
orrg( )~ - (Y Yo, Z- Zo) Yo/ Zo %Y, + 57 ( )

In what follows, we will consider only the zeroth order of approximation. The first order correction will be
discuss in the next section.

Here, we are going to approximate the realized correlation as

X
Corrgr(S*t,S?) ~ 4.61
Substituting X, Y and Z we obtain
1 T
Corrg(S*, S?) ~ / pio M (@i, 1 ()a® (w, 5(8))dt (4.62)

\/E{ (12 }\/]E{ @2

where (c¢f. Teorem 4.3.3), we have

E{of) (@)} =E {; / <a“><xt,v<t>>>2dt} 7 [ e @arar (4.63)
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for ¢ = 1,2. In order to price a correlation swap we have to be able to evaluate the expectation of both side

of Eq. (4.62), the expectation of the r.h.s becomes

E{oM (@, 1)o@ (@, 1(0) | = 20D (@,7)0@ (2,7) - (4.64)
We can summarize the previous result in the following statement.

Theorem 4.4.2. The value of a correlation swap for semi-Markov stochastic volatility is

Iy pee' oW (@, 7)o@ (x, 7)) dt

Pcorr(x) ~ eiTT - Kcorr ) (465)
VIS e )2t [ (0@ (2,7))2d1
where Q is the generator of (xy,v(t)):, that is
d w
Qf(e.t) = Lz gy 20 [£(0.0) — F(z. 1) (4.66)

4.4.4 Correlation Swaps: First Order Correction

We would like to obtain a first-order approximation for the realized correlation between two risky assets

COUR(Sl 52)

Corrg(St,8%) = \/ o \/ s (4.67)
In section 4.4.3 we have already obtained the following approximated expression
Corrp(S*, S?) ~ T SR S R Sk (I St 4.68
orre(5, )N1+(Y2YYO+Z ZO)N\/YO\/Z{ ( 0 27, )] (4.68)
where
X =Covg(S*, 5?)
Y =o' (2) (4.69)

Z =i (),
and with the pedix 0 we have denoted the expected values. We have already evaluated the expectation of

the zeroth order approximation, now we would like to evaluate the first-order.
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Substituting X, Y and Z in Eq. (4.68) we obtain

1 1 /7
Corrp(S',5%) ~ 1 / pro ) (a1, (£))0 @ (0, A(1))

VR @) R @)

2T (B{of) (2) )2 (B{o) (x)})?/2

/0 oD (@0, 7(1)) 0 (1, A1)

4 (4.70)
x {E{oﬁ??m)} / (0 (a7 (5)))? — E{0D (s, v(3))?ds
+FEO @) [ (0Pt >>>2E{<o<2><xu,v<u>>>2}1du},
where
E{o? _gll (o )2t b = 2 QLTRO dt 4.71
{tn@} =ES £ [ @@ttt = 1 [ o) (471)

for i = 1,2. We have to evaluate the expectation of the r.h.s of equation (4.70). We already calculated the
expectation of the first term, which is the zero order approximation for the realized correlation. Then we

will focus now on the other terms. First of all, let us rewrite them as follows

/0 / pio M (@e, 1 (0)0 D (@e, 7 (1) (E{o ) (@)} (0D (2,7(5))? = E{(0 (e, 7(5)))2}

(4.72)
1 2
+ {0} (@)} (@0, 1(9))? ~ E{ (0 (20, 7(5)))2}]) disdt
we have four different contributions in the integrals, the expectation of the terms
T T ) , - -
| [ po®@n®)o® @B @ ()IE Y s asdr (4.73)
for i = 1,2, can be evaluate using Theorem 4.4.1. Then, in order to evaluate the expectation of the
approximated realized correlation, it only remains to calculate
T T Y
B3 [ [ po )0 (w1 (0)0 (w21 (5)dsit =12, (474)
o Jo
To this end, let’s first divide the range of integration in two intervals as follows
T t Y
E / / peo D (2, (1)o@ (24, 7)) 0D (45, y(s))dsdt
o Jo
(4.75)

4 / / pto“)(xt,w<t>>o<2>(xt,wt))o“)z(xs,v(s))dsdt},
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for ¢ = 1,2. We notice that the first integral set is such that ¢ > s while the second has ¢t < s. We can now

use the property of conditional expectation to obtain

E{/ / BT (20, 1(1))0® (20, 1 ()| Fo o (10, 4(5)) sl
o (4.76)
oM (zy, o (zy, PON Ts,7v(8))| S bds .

+ / / P (0,1 (£))0® (20, 1 (D) EL D (24, 7(5))| Fi }d dt}

We notice that (z,v(t)): is a Markov process, then using the Markov property, we can express the conditional

expectations as

E{o™ (@, 7(1))0® (@, 7(1))|F} = €799 W (@4, 7(5)0 P (2,79(5)) = h(z,7(5))
for t > s, and

E{o" (s, v(s)|Z0} = #7200 (, y(1)) = g (4, 7(1)) |
for s > t. Therefore, the first term of Eq. (4.76) can be expressed as
T ot o T ot -
E { || pebtaar(so® <xs,v<s>>dsdt} — [ [ e ineo st (4.77)
o Jo o Jo

while the second as

T /T
E {/0 /t ptg(l)(xt"Y(t))a(z)(xt’V(t))g(i)(xt,’y(t))dsdt}

(4.78)

T T ,

:/ / peet@Qlo W (z,7)0® (x,7)gD (z, v)]dsdt .
0 Jt

Now, we can evaluate the functions h and g at x obtaining

h(z,7) = "9 (2,7)0® (2, 7)] (4.79)
and

. _ )2

g (z,7) = eI (2, ~)]. (4.80)

We can summarize the previous result in the following statement which gives the correlation swap price up

to the first-order of approximation.
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Theorem 4.4.3. The value of the correlation swap for a semi-Markov volatility is
Pogrr(z) =T (]E{CO’/‘TR(Sl, SH} — Kco,.,«) , (4.81)

where the realized correlation can be approximated by

2 [ pee'Q0 M (,7)0® (w, ) dt

\/foT etQ (e (z, W))zdt\/foT e!Q (o (2,7))2dt

E{Corrg(S*, S?)} ~

(4.82)

T e et (@,7)0® (2, )]0 () s + [ oD (@,7)0® (2,7)e R0 (2,7)]}du)dt
2 ( I etQ(au)(x,»y))wt) / ( s etQ(a(Q)(x,*y))th)g

)

here Q is the generator of the Markov process (x¢,7(t))ier, given by

Q) = T )+

9z (t)
G.(t)

/X Pl dy)[f(4.0) — f(a.1)] - (4.83)

4.5 Numerical Evaluation of Covariance and Correlation Swaps
with Semi-Markov Stochastic Volatility

In order to obtain a more handy expression for the price of covariance and correlation swaps to use in
the application, we will introduce here an approximation for the family of operators (e'@);cr .. Following
the approach used for the variance and volatility case, we are going to approximate the operators at the first

order in Q as
L) = (I +1Q)f() - (4.84)
Using this approximation the covariance swap price becomes

Pooy(z) e T {; / ’ pi(I +tQ)[o M (x,7)0® (x, 7)]dt — K}
0

) ) (4.85)
=T {0(”(% 7)o@ (z,7) / pedt + Qo (z, 7)o (z,7)] / tpedt — Kcov} :
0 0
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The same approximation allow us to express the zeroth order approximation of correlation swap price as

T
Pcorr(x) ’RﬁeirT fO pt(I+tQ)[U(l)(ib,")/)0'(2)(.%,")/)]dt o Kco’r'r‘

VIT +1Q) (0 (@, 7)2dt\ [ (I +1Q) (0 (2,7))%dt

T T
_ o) V@D @) fy pdt+ QD (@)D @ ) fo terdt

Ve® @A) + 5Q0 (@)% (02 (@.7)” + 5Q(e) (@,7))?

(4.86)

4.6 Conclusion

A semi-Markov modulated stochastic volatility model has been defined, in this model variance, volatility,
covariance and correlation swap have been studied. In particular, second order approximation for volatility
swap price have been explicitly evaluated and a numerical evaluation of both variance and volatility swap
has been discussed. The covariance swap price in a two risky assets market with semi-Markov volatility has
been obtained and an approximated expression for the correlation swap price has been derived, a numerical

evaluation of them has been discussed.
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Chapter 5

Bivariate Markov Chains

In this chapter we will introduce the bivariate Markov chains.

Multivariate Markov chain for stock markets has been studied by Maskawa [70], in this work a two state
space is considered and the system is studied as a whole. Multivariate Markov chain has been already studied
by Ching et al. |24, 25| using a mixing distribution approach; we refer to the book of Ching and Ng [23]
for a complete review on their approach. Multivariate Markov process with copula has been investigated
by Bielecki et al. [7]. Bielecki et al. [6] analyzed the dependence structure in a multivariate process whose
components are Markov processes.

In the first section we study multidimensional matrices as a general framework, to study this topic we
will follow the works of Manca [68, 69] for notation and we refer to them for details and proofs. The second
section is devoted to bivariate Markov chains. We begin with the study of the system as a whole and then

we discuss some particular dependence structures between the components.
5.1 Multidimensional Matrices: Definition and Properties

In this section we will introduce the multidimensional matrices.

Let us take R as the field, we define matrices of dimensions 0 and 1 as follows.
Definition 5.1.1. Matrices of dimension 0 and 1
o The elements of R are matrices of dimension 0.

o A matriz A of dimension 1 is a matriz whose elements are matrices of dimension 0.
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We denote the matrix of order 1 by
Ap)lea) -
Here, rq is the number of rows and ¢; is the number of columns. Let ./\/l[lrl][cl] be the set of one dimensional
matrices with r; rows and ¢; columns.

For example, a matrix A of dimension 1 with 2 rows and 2 columns, A € /\/l[12] [2]> Can be expressed as

a b
Amm:(c d) : (5.1)

where a,b,c,d € R i.e. they are matrix of dimension 0.

By iteration we can define a matrix of higher dimension.

Definition 5.1.2. Matrices of dimension n
A matrix of dimension n is a matrix whose elements are matrices of dimension n — 1. We denote a matriz

of dimension n by

1 C1
Ay . where 7= | © | and c= | :|. (5.2)
Tn Cn
Herer = (r1,...,mn) and ¢ = (c1, ..., cp) represent the numbers of rows and columns at any dimension level,

respectively. We denote by My . the set of all n-dimensional matrices with order structure of rows r and

columns c.

For example, we define a matrix of dimension 2 as a matrix with o rows and ¢y columns, whose elements
are matrices of dimension 1, each one of them with r; rows and ¢; columns. We denote the two dimensional

matrices of this kind as follows

A, . where r = [7’1} and ¢c= {Cl} . (5.3)
- 79 C2

Then, a bidimensional matrix with vector of rows (11, 3) and vector of columns (c1,3) can be represented as

Uil Pl Ve 1
A[vél} {L‘31i| = 6[r1][cl] €[r1][e1] C[’l‘l][cl] where «, ﬁ7 Vs 67 € <> m, 97 A€ Mrlcl . (54)
Mraller)  Oprllea] Abrallea]

A generic element (matrix of dimension 0) of A[,.l] [Cl} can be expressed as
3 3

A(il)(h) where i, =1,...,71; j1=1,...,c1;90=1,...,3; jo=1,...,3. (5.5)

i2 ) \J2
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Denote by /\/li ¢ the set of bidimensional matrices with fixed order structure of rows r and columns c.

Therefore, with /\/lg[rl] [01] we will denote the set of all matrices 3 x 3 whose elements are one dimensional
3 3

matrices 1 X cj.

We define the product between two matrices as a natural generalization of the standard raws by columns

product.
Definition 5.1.3. Product of Matrices

o Let A,B € M‘[)l][l], we define the product of A and B as the standard multiplication between real

number.

o Let A€ M[lr][h] and B € M[lh][c], we define the product of A and B as the application
PMy: My x Mg — Mg (5.6)

given by

h
Clo) = PMi(A, B) ) =t (A1 B) i) = D ApwBuw) -
=1

fori=1,...;randj=1,... c.
o Let Ae M7, and B € My . we define the product of A and B as the application
PM,, : My, x My o — M7, (5.7)

gwen fori=1,....rp and j=1,...,¢c, by

Clry(ert) = PMA B oy ey = (AnB) ooy (o) = D Ay o By ey

i J i J i L i J
_ —1 _ . .
here r»~1, K" ~' and ¢! denote the n — 1 dimensional vectors whose components are the first n-1

components of vectors r, h and c, respectively.

Remark 5.1.4. The product of multidimensional matrices is defined recursively from the standard rows by
columns product of one dimensional matrices. The properties of the standard raws by columns product can

be directly generalized to this multidimensional case.
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5.2 Bivariate Markov Chains

In this section we will introduce the Multivariate Markov Chains.
Let (Q, 7, (Zn)nen, P) be a complete filtered probability space and E = {1,...,d} be a given finite set.
Let us consider 2 sequences of random variables with values in E, we denote the generic random sequence

by X¢ = (X%)nen, for a = 1,2, and by
X = (Xn)nen = (Xp, X )nen
the two-dimensional random vector collecting the sequences.
.
Let v = (1}2) denote a vector in E2.

Definition 5.2.1. Bivariate Markov Chain

The sequence (X)nen s a bivariate Markov chain if
P{X,1=j|Xo=1i0,....,Xp =i} =P{X,11 =j | X,y = 1ip} (5.8)
for everyn €N, j € E?, o = 1,2 and every sequence iy, . .., i, in E? such that
P{Xo =1ig,...,Xp =10p}>0.
Remark 5.2.2. The Markovian property is preserved by the system, and each component, with respect to
the filtration of the whole system.

Definition 5.2.3. Homogeneous Chain

The bivariate Markov chain is homogenous if
P{X,11=j| X =i} =P{X; =j | Xo=1i}, (5.9)
for alln € N and i,j € E2.

Definition 5.2.4. Transition Matrix

The transition matriz P = (P(ﬂ) <J.1
32 2

» ))i,jeE2 is the two-dimensional matrix in Mz[d] m defined by

df |d

P(;) <].1> = I[D{)(nJrl =j| X, = i} ) (5.10)

for alln € N and i,j € E?.
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Example 5.2.5. Let us consider a two state space system, i.e. E = {a,b}. Let (X}, X2),en be a couple of
sequences like
X' = abbaaabbabaabda
(5.11)
X? = babbbaaaabbbahb

The transition matriz P has the following structures

oo oo
e oo

The matrix elements can be estimated counting the number of times that a given transition occurs over the

b
b
b
b

total transitions number.
Lemma 5.2.6. P is a stochastic matriz, i.e.

e P has non negative entries, P(ﬂ) (]_1> >0 for alli,j € E?;

2 )52

e P has row sums equal to one, ZJ.GEQ P(H) (jl) =1 for all i € E2.
32

]-2

Let (™ be the probability distribution of X,,, for every n € N, defined by
(n) . _ s
Ky = P{Xn - 1} ’

for all i € E2. For n = 0, i is called the initial distribution of the chain, in the following we will denote it

by @ omitting the apex.

2

HikN

Remark 5.2.7. A probability distribution u on E? is a two-dimensional matriz in M

The probability of a given sequence can be expressed as

]P{XO = i07)(1 = ila cee 7Xn = in} = P{XO = i07)(1 = i17 cee 7Xn71 = lnfl}]P){Xn = ln | anl = infl}
(5.13)
= =P{Xo=io}P{Xy =11 | Xo =i} P{Xp = i | Xpno1 = in_1} = i Py -+ B

In—11n

for all n € N and ig, ..., i, € E?.
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Definition 5.2.8. Higher-Order Transitions

The n-th order transition matriz P is defined by
PUN (= Poman = [ X =1}, (5.14)
(2)C2)

foralln,m €N, n>0 andi,j€ E? Ifn=0 we have

Ty oee= ¥

i

where § represents the Kronecker’s delta.

Lemma 5.2.9. The transition matrix satisfies

(n) _ n— _ (n—-1) .
° P(z;> (j;) = (P %9 P 1))(z;> (;;) = len2 P<:;> (i;) P(i;) (j;) ;
T T O

for alln,m € N and i,j € E2.
The next result is a generalization of the standard case (¢f. Billingsley [8]).

Theorem 5.2.10. FExistence

Suppose that P = (P<A1> (71>)i,jeE2 is a stochastic matriz and that p is a probability distribution on E2.
2
J

i
i2

There exists on some (Q, F,P) a bivariate Markov chain X, X1, Xo,... with initial distribution p and

transition probability P.

Proof. Let (2,.%,P) be the unit square, i.e. the Cartesian product of two unit intervals, equipped with the
Borel o-algebra and the Lebesgue measure on the plane.

First construct a partition Q(?)l 7Q((1))2 e Q(d 0 of (0,1] x (0,1] into a finite number of rectangles of area

1 ) =

]P’(Q(Q) ) = pi. Next decompose each rectangle Q(l i) 1nto subsets Q(“ i2), (1 j2) of area P(Q(i1’i2)7(jl’j2)

(i1,32)

uiPy;. Iterating we obtain a sequence of partitions

(QEZ))),M’(M) : io, ey i, € E2) such that P{QEZJ))7’(1”)} = :u’iOPioil s Pinflin .

We define the bivariate chain as

X(w) =i if we | QE:;) (in—1),(3) -

,,,,,

10,0 sin—1
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By counstruction it is clear that the set {Xy = ig,...,X,, = i,} coincides with the rectangle Qg;)) i) and

thus

P{XO = io, . ,Xn = in} = :uiopioh .

.. P

inflin N
It remains to prove that
P{Xnt1=Jj|Xo=1lo,...,Xp =1} =P{Xp41 =j | Xy =1n} . (5~16)

The right hand side of Eq. (5.16) can be expressed as

P{Xni1 =3, Xn =10} 2igrnins Mo Fioty - Piuyi, B

P{Xn 1:j |Xn:1n}: . :Pin' y 5.17
* ]P){Xn = 171} X:io,_“,in,1 :U‘iof)ioil T Pin—lin ! ( )
on the other hand
. . . ]PX :i7"'7Xn:inaXn =
B{Xp = | Xo =g, X, = i) = L0 =To - Xnn =}
]P){XO—IO;---aXn—ln} (5 18)
i Bii, B i, Py P . )
Hig Pioil T Pin—lin nd
This concludes the proof. O

Remark 5.2.11. The bivariate Markov chain, when the two components are studied as a whole system, is
equivalent to a standard Markov chain with enlarged state space. In particular all the results regarding the
classification of the states and the stationary distribution hold in the bivariate case as well. However, in
attempt to study the dependence structure and the evolution of the components the standard approach is not

helpful.

Let us consider a chain starting in i € E2?, we define the probability of a first visit to j € E? after n steps

as
S = PRy £ Xt £5, X0 = | Xo =1} - (5.19)

Summing over all possible n, we obtain the probability of an eventual visit in j as

oo

fi=>_ fiﬁ") ~ (5.20)

n=1

In terms of f we can classify the state as follows.



92 Bivariate Markov Chains

Definition 5.2.12. Persistent and Transient States
o A state i € E? is persistent if eventually the chain return to it, that is fi; = 1.
o A state i € E? is transient in the opposite case fi; < 1.

Definition 5.2.13. Stationary Distributions

The distribution ™ on E? is a stationary distribution for the bivariate Markov chain (P, u) if

S mpNPray i\ =T - (5.21)
aize (2) (2)0) ()
Definition 5.2.14. Ergodic Markov Chain
A transition matriz P is said to be ergodic if, for all i,j € E?, there exists ro € N such that for all v > rg

the r-th order transition matriz P(") has only positive entries, that is P(Tj)l >0 for alli,j € E2. A

j1

2 )52

bivariate Markov chain is said to be ergodic if it can be generated by some initial distribution and an ergodic
transition matrixz. In other words a bivariate Markov chain is ergodic if every state can be reached, in a finite

number of steps, from any initial state.
The next result is a generalization of the standard case (¢f. Kolarov and Sinai [62]).

Theorem 5.2.15. Let P be an ergodic transition matriz for a bivariate Markov chain, then there exists a
unique stationary distribution © on E?. The n-th order transition matriz P"™) converges to the stationary

distribution m, that is

lim P{Y = . (5.22)

n—oo

The stationary distribution 7 is such that w5 > 0 for all j € E?.

Proof. In order to show the result we first define a metric on the space of probability distributions on EZ2.

Let i and € be two probability distributions on E?, we define

d(p, §) = % > -4l (5.23)

i€E?
It is to verify that d is a distance on the space of probability distributions on E2. Moreover, we observe that

L i O B L R G B O3 R P S I O K

icE2 \¢° icg2 \i? icE2 i2 icE2

i i
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where the apex + denotes the positive part. Then we have
(hpay =€) = D (Eray — 1y,
20 W E W T
Hence, we can express the distance as
1 1 1
dp, &) =5 Y |m =&l =5 D> (wpay =&ra\) T+ 5 D Eray —npa\)T =D (pay —&ray) " (5:25)
P TR T R TR )
We notice that
(11 %9 PM); J neN,
EMOREI0
is a probability distribution on E? and in the following will be denoted simply by pP().
Let us first show that
d(uP™,eP) < (1 - e1)d(, €) (5.26)
for all » > rg and some ¢; > 0. We have
+
d(pP™, ¢PM) = 3 [(uP™) (EPM) /oy ]T = (B =&/ )P (5.27)
2P T 2 20 T ) e)
Let us denote by I the subset of E? such that
- p >0, 5.28
Z0E W e o
for (iy,i2) € IT. If pu # € we have that I C E?, proper subset, therefore
P <. (5.29)
26 ()
Moreover, being the chain ergodic, there exists ry € N such that
29 <l-¢, (5.30)
e
for all 7 > rg and for some ¢; > 0. Hence, we have
+ _ _ + _ _
APER) < D 30 ey T ey Ty () = 0 Ly TE() T T AT )

h2 i2

ielt+ heE?
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Let 40 be a distribution on E? and p® = p°P™ for n € N. We show that (u"),ey is a Cauchy sequence.

That is, for any € > 0 there exists nf such that for any n > nf and k € N we have
d(p™, u™ ) <. (5.32)
Let us consider n > g and k € N, we have
d(p", ) < (1= e)d(p" =", p" T, (5.33)
for some fixed r > 1. Iterating we get
d(p", ") < (1= )™ d(p T ) < (1 - e)™, (5.34)

with m € N such that n — r(m — 1) > ro. For sufficiently large nf there exists m such that (1 — €)™ < €

and thus (u"),en is a Cauchy sequence. Let 7 = lim,,_, o ™, we have

J J

Ty Pray /0 = lim (1OP™) o\ Proy gy = lim (u0PUFD) =7y (5.35)
2,77 T 22 T ) () TR 0y =

ili2c B2 2 i2 il,i2cE? i2 i2 )\ 42 2 2
so the limit distribution is stationary. It is easy to show that such stationary distribution is unique. Indeed
let 71, and 7y two stationary distributions obtained as a limit of the sequences (u’P), ey and (€°P™),,cn,

respectively. Being the limit distributions stationary, we have
d(71'1, 7T2) = d(ﬂ'lP(r),ﬂ'QP(T)) S (1 — 61)d(ﬂ'1,ﬂ'2) s (536)
for r > ro. It follows that d(my,m2) = 0, that is m = ma, which concludes the proof. O

The bivariate Markov chain possesses the memoryless property with respect to the filtration of the whole
system. The two components are in general not Markovian with respect to their own filtrations. In principle
we can distinguish two cases: components Markovian with respect to the filtration of the whole system and

to their own filtration. In the following we analyze the dependence structure of the bivariate chain.

Proposition 5.2.16. The component o satisfies
P{Xy 1 =7%]Xo=1o,.... X, =i} =P{X;,, =5 | X, =in}, (5.37)

fora=1,2.
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Proof. This is a direct consequence of the law of total probability and the memoryless property of the

bivariate chain. O

Remark 5.2.17. The next visited state of a component depends on the present state of the whole system.

Definition 5.2.18. Marginal Transition Matrices
-2

The marginal transition matrices P® = (PZ‘_1> )ick2 jocp, for o =1,2, are the two-dimensional matrices
5)o)

in M3 defined by

ki

(e} P e _ g 3
P(2;>(ja) =P{Xn =7 | X, =i}, (5.38)
foralln €N, ic E? and j* € E.

Example 5.2.19. Let us consider again the two state space system E = {a,b} and the sequences (X}, X2)pen

X! = abbaaabbabaabda
(5.39)
X2 = babbbaaaabbbalb

Let us assume that (X', X?) is a strong Markov chain. Hence, the marginal transition matriz for component

1 has the following structures

P' = . (5.40)
Poyw F@m
Poye Foyw

and similarly for component 2.
Lemma 5.2.20. The marginal transition matrices P! and P? are stochastic, i.e.

e P® has non negative entries, PE“1> >0 for alli € E? and j® € E;
ja

32

i

e P® has row sums equal to one, ZjeE2 P(ﬂ)( : =1 for allic E?;
o (7
fora=1,2.

Remark 5.2.21. The marginal transition matriz for component 1 can be expressed in terms of transition

matrix as

e~ 200
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and similarly for component 2.
In general, the bivariate chain transition matrix is not the product of the marginals
P{Xp =75 X =77 [ X =1} £P{Xp 0 =7 | X = DP{X7,, =57 | X =i} . (5.41)

However, if the next visited states of the components depends only the present state of the system, i.e. the

components are conditionally independent, we have
P{X}H—l = j15X72L+1 = j2 | X =i} = P{X}H-l = jl | X, = i}P{XT2L+1 = j2 | X =1} . (5.42)

Definition 5.2.22. Marginal Higher-Order Transitions

The n-th order marginal transition matriz P*(n), for a = 1,2, is defined by
Pa.l (n):P{X% n:ja|Xm:i}7
<z2> (_7"1) + (5.43)
for alln,m € N, n>0,ic E? and j""* ¢ E. If n = 0 we have
pL 0) = ;1 1 ,
(;é)(jw( ) =00 (5.44)
and similarly for component 2.

Proposition 5.2.23. Let P be an ergodic transition matriz for a bivariate Markov chain with unique sta-
tionary distribution ™ on E?. The n-th order marginal transition matrices (P*(n),P?(n)) converge to the

marginal stationary distributions %, for a = 1,2, that is

nh_}rrolo Plia(n) =mja . (5.45)
The marginal stationary distributions © for o = 1,2 are such that
1 _
=2 "(3)
j2eE  \#
(5.46)

2 _
TR

jteE \#*

for i1, 5% € E.



5.2 Bivariate Markov Chains 97

As well known, components of a multivariate Markov process are in general not Markovian with respect
to their own filtrations. Bielecki et al. [7] distinguished between multivariate Markov processes whose
components are Markovian with respect to their own filtration (weak Markov consistency) and multivariate
Markov processes whose components are Markovian with respect to the filtration of the whole system (strong
Markov consistency).

It could be interesting to address the problem of the conditions to impose on a multivariate Markov
process in order to obtain components that are Markov process with a specific distribution, Ball and Yeo [2]
and Bielecki et al. [6] answered to this question for continuous time Markov chain.

In the following, we discuss a consistency condition for bivariate Markov chains (c¢f. Bielecki et al. [7])
and we derive the condition a bivariate Markov chain should satisfy in order to obtain given Markov chains

as components.

Definition 5.2.24. (strong) Markovian Consistency

Let X = (X!, X?) be a bivariate Markov chain, we said that X satisfy the Markovian consistency condition
if
]P){Xn+1_.7 |XO:i07'~'7X 1—1n 17 1} IP{XTL+1_]1 |X1 }

(5.47)
P{X2,1 =7 | Xo=1i0,.... X1 =1p-1, X, =i} =P{X2,, =4 | X2 =4°},

for all i, 5%, i%, 52 € E.

Proposition 5.2.25. Let Y and Y? be two Markov chains on E and let p* and p? be the transition matrices

of Y1 and Y2, respectively. If the system of linear equations in the unknowns P(ﬂ) (jl , fori,j€ E?:
2 j2>

P Pi it for all =)
;E (L>( > il or a 17 € (5.48)

1eE

ZP< )() plzz for all ‘e E,

has a solution, then there exists a Markovian consistent bivariate Markov chainY having P = (P<i1) <j1> )ije k2
2
J

i2

as a transition matriz and (Y*,Y?) as components.

Proof. If the system of Egs. (5.48) has a solution, then from Theorem 5.2.10 given an initial distribution on

2

E? there exists a bivariate Markov chain, Y, having P = (P <1> (7,1) )ijer? as a transition matrix. Moreover
il
J
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if the Eqs. (5.48) are satisfied, p! and p? are the marginal transition matrices. Thus, Y'! and Y? are the

components of Y, that is Y is Markovian consistent bivariate Markov chain. O

Remark 5.2.26. The system of Eqs. (5.48) has at least one solution. Indeed, in the independent case, it is

easy to verify that

P(H) <j1> = p111J1p$2Jz (549)
fori,j € E?, is a solution.

Corollary 5.2.27. Let X = (X', X?) be a Markovian consistent bivariate Markov chain with transition

i
2 )52

matric P = (P<_1) <j1> )ijer2, then X' and X? are Markov chain with transition matrices p' and p? if

W= Pray, forall  ?€E
e -

p,22j2 = jlze:E P<z;> (;;) for all iteE.

Remark 5.2.28. Proposition 5.2.25 and Corollary 5.2.25 give a necessary and sufficient condition for a

Markovian consistent bivariate Markov chain to have given Markov chains as marginals.

In Bielecki et al. [7] an example of Markovian consistent continuous-time bivariate Markov chain is
discussed. We give an example of Markovian consistent bivariate Markov chain with given Markov chains

as components.

Example 5.2.29. Let us consider again the two state space system E = {a,b}. Let Y1 and Y? be two

Markov chains, with values in E, with transition matrices

1 1
1_ Paa Pap — 1—(Oé+’7) Ct-’-’)/) 5.51
P (péa p;b) ( 0 1 ( . )

and

2 2 _
= () -0 ) 63
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It is easy to verify that

P =
(%)( ) ) <s>) (P<b> 6 ) <z>)
Poyey Toye) \Foe Toe (5.53)
(1 —(@+B+7) a 3 ~ )
- 0 1—(a+7) 0 a+ry
0 0 1—(B+v) B+v] "’
0 0 0 1

is a solution of the system of Eqs. (5.48), then P is a transition matriz of a bivariate Markov chain Y with

values in E?.
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Chapter 6

Bivariate Semi-Markov Chains

In this chapter we would like to define a bivariate process able to capture the semi-Markov environment
features. We will define a multivariate discrete time process whose components are semi-Markov with respect
to the information of the whole process.

The Markovian memoryless property will be preserved for any component at its transition time, i.e. each
component will preserve its own renewal time process. The renewal time processes of the system will be
independent, so the waiting times in the states for each component will only depend on its present state.
However the next visited state of a component depends on the present state of the whole system, that is the
embedded chain is Markovian with respect to the filtration of the whole system.

Thus, in this bivariatete case the one step transition probabilities of each component will depend on the
present state of the whole system. The evolution in time and the main properties of this bivariate system

will be studied.

6.1 Bivariate Semi-Markov Chain: Main Definitions

Let (2, %, (Zn)nen, P) be a complete filtered probability space and let E = {1,...,d} be a given finite
set.

Let us consider a system consisting of two parts, each part has values in E = {1,...,d}. Let us denote
by J% = (J%)nen, for a = 1,2, the sequence of states visited by the « part, each J* takes values in F.

1
Let v = (52) denote a vector in E2.
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Assumption 6.1.1. Let us assume that

A1 J = (JY,J?) is a bivariate Markov chain, i.e. the process and its components have the memoryless

Markov property with respect to the filtration of the whole system.

The one step transition probability for the bivariate Markov chain J is defined for i,j € E? as

P{Jpy1=jJo=1l0,.. ., Jn=1n} =P{Jp1 =j | Jn = in} = P(H) () (6.1)

J
2 )52

The process is time homogeneous and then the transition probabilities do not depend on present time.

Let us denote with (7},),en the sequence of system’s transition times, the state space of transition times
will be N since we are considering a discrete time system.

Let us also introduce the sequence of random variables X,, = T;,41 — Ty, for every n € N. X, is the
sojourn time of the system in state J,.

We define the counting process
N(t) =max{n e N | T, <t} ViteN,
which gives the number of transitions up to time t of the system.

Remark 6.1.2. The bivariate semi-Markov chain, when the two components are studied as a whole system
with a univariate renewal time process, is equivalent to a standard semi-Markov chain with enlarged state

space.
Definition 6.1.3. Bivariate Cumulated Semi-Markov Kernel

i J
2 )\ ;2

A two-dimension matriz valued function Q = (Q(,1> (1) (t); i,j € E%, t € N*) is a discrete-time bivariate

cumulated semi-Markov kernel if
° Q(il) <j1) (t) > 0 for every i,j € E? and t € N*;

. Q<;> (J;) (0) =0 for every i,j € E?;

2 72
J

. (hmtﬁoo Q<i1> (1> (t))) is a bivariate Markov chain transition probability.
i,jeE?

i
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Definition 6.1.4. Bivariate Semi-Markov Kernel

i2 2

A two-dimension matriz valued function q = (q<il> (j1> (t); i,j € E?, t € N*) is a discrete-time bivariate
j

semi-Markov kernel if

. Q(;) cl) (t) > 0 for everyi,j € E? and t € N*;

2

.2 -2

. q<1> <j1> (0) = 0 for every i,j € E?;

o (Z;’il q(ﬂ) <j1> (t)) is a bivariate Markov chain transition probability.
QAN ijeB?

J

Definition 6.1.5. Bivariate Markov Renewal Chain
A random sequence (J,T) = (I, Tp)nen- is a bivariate Markov renewal chain if for alln € N, i,j € E? and

t € N it satisfies
P{Ipi1 =3, Tns1 —Tn <t0(J0,T0),0<a <n} =P{Jpy1 =§,Tnt1 — Tn < t|Jp =1} . (6.2)

If the probability in Eq. (6.2) does not depend on n, (J,T) is time homogenous and its associated bivariate

semi-Markov kernel q is defined by

q(ﬂ) (_7‘1> (t) = P{Jn+1 :jaTn+1 - Tn =t | Jn = i} . (63)

i2 j2

n? n

If (J,7) is a bivariate Markov renewal chain then (J!,J2),en- is a bivariate Markov chain, called the
embedded bivariate Markov chain associated to the bivariate Markov renewal chain (J,T). The bivariate

Markov transition probability of J is defined by

J

a\ [ ::P{Jnlz'\.]n:i}:oo RENGE (6.4)
P2y () TP = 27 (2)

2 j +=0 2 .2

Let us define the cumulative unconditional distribution of X, as

.2

H/o\ () :=P{X, <t|J, =i}, (6.5)
()
for every n € Nand i€ E.

Assumption 6.1.6. The distribution of X, does not depend on the next visited state, that is
Gray /oy () =P{X, <t|J,=1,Tp11 =j}
(2)(2)

i2 -2

(6.6)

Z]P){X.,L§t|.]n=i}=H(1>(t),
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for every n € N and i,j € E2.

Definition 6.1.7. Bivariate Semi-Markov Chain
Let (J,T) be a bivariate Markov renewal chain and N its associated counting process. The process Z =

(Zl (t)7 Z2 (t))tinN* d@ﬁ’ﬂed by

Z(t) == (Ingy TR (6.7)

is a bivariate semi-Markov chain associated to the bivariate Markov renewal chain (J,T). In other words

Z(t) gives the position of the embedded bivariate Markov chain at time t.

The evolution of a bivariate semi-Markov chain from an initial state can be studied by the associated

transition probability.

Definition 6.1.8. Bivariate Transition Probability

The bivariate transition probability of the bivariate semi-Markov chain Z is the two-dimension matriz valued

32 2

function ¢ = ((;5(1_1) <j1> (t); i,j € E?, t € N*) defined by
6y /o (1) = P{Z() = | Z(0) = i, Ty(o) = O} .
() () (6:3)
The following result allows us to express the transition probability in a recursive way as a function of the
bivariate semi-Markov kernel.

Proposition 6.1.9. Evolution Equation

For alli,j € E? and t € N, we have

<I>(é> <J;) (t) = 5<1;> (J;> [1-— H<1;> )]+ Z Z q<?;> (ﬁ) (T)(I)G;) (Ji) (t—r), (6.9)

3J i J 1,12eE =1 @

where § represents the Kronecker symbol.

Proof. In order to evaluate the transition probability in ¢ let us first distinguish between the trajectories

with at least one transition in ¢-steps and those without, that is

P{Z(t) = | Z(0) = i} = B{Z(t) = j, Ty > t | Z(0) = i} + P{Z(t) =j, Ty <t | Z(0) =i} . (6.10)



6.1 Bivariate Semi-Markov Chain: Main Definitions 105

The first term on the r.h.s of Eq. (6.10) is given by
P{Z(t)=j,T1 >t | Z(0) =i} =6, .\ , \[1— H,\ ()], 6.11
{Z(t) =j, Ty >t | Z(0) = i} (l’;)@)[ (1;)()] (6.11)
by applying the law of total probability to the second term on the r.h.s of Eq. (6.10) we get

P{Z(t) =j,Ty < t| Z(0 =y Zp{z )=j, Ty =7, 2 (Ty) = 1", Z(Ty) = 12 | Z(0) = i}
2eprt=1

S Y P{Z() = | Ty =7, Z(r) =L Z(0) = {}P{Ty = 7, Z(7) = 1| Z(0) = i},

11, 12eE T=1

(6.12)

using the time homogeneity and the memoryless property of the bivariate chain at the transition time, we
obtain

P{Z(t) =j,Th <t | Z(0 Z ZQ< >< ) <,;> (j1>(t—7') , (6.13)

1N 12eET=1 12 ) \a?
this concludes the proof. O
In many applications, it might be more convenient to introduce a sequence of transition times for each
component of the system. In other words, we can define (T,Sa))neN the sequence of transition times of a-th
component, for a = 1,2. We can introduce the sequence of random variables X} = T, | — T}, for every
n € N. X% is the sojourn time of component « in state J<. For every component of our system we can
define the counting process

Ne(t) =max{n e N| T <t} VteN,
which gives the number of transitions up to time t of part a.

Remark 6.1.10. We notice that, for every t € N, we have
N(t) = N'(t) + N*(t) = #{Tywy = Ty k < 1}

here the number operator (#) allows not to count twice a simultaneous transition of the components. We
can now define

T, =min{t e N | N(t) =n},

and

Xn: n+1*Tn7
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thus, in order to study the evolution of the system the two approaches are equivalent. However, in attempt

to study the dependence structure and the evolution of the components the standard approach is not helpful.

Let us define the marginal transition probability for the embedded bivariate Markov chain J for i € E?
and j € E as
]P)(JrlLJrl =71 | J’rll = 1, JJ2V2(TT1L) =) = pil,jl
(6.14)
P(J72z+1 = Jo2 | J}\fl(Tg) = 11, Ji = ip) =: pi2,j2 .
Definition 6.1.11. Marginal cumulated semi-Markov kernel

The marginal cumulated semi-Markov kernel is, for each component o = 1,2, the two-dimension matriz

valued function Q® = (foj (t), fort € N)icpe jep defined by

[e3%

25() = P(JRa (11 = 5 TRaar = T St Inis) = i1, IR = i), (6.15)
for all s € N.

In the following, we will refer to the probability to have a transition exactly at a certain time, thus we

introduce here the marginal semi-Markov kernel.

Definition 6.1.12. Marginal semi-Markov kernel
The marginal semi-Markov kernel is, for each component a = 1,...,7, the matriz valued function q% =

(qiojj (t), fort € N)icp~ jer defined by

. Q(t+1)—Qf.(t) fort>0
q:)fj(t) = ]P)(J](zt]a(s)+1 = ¢7>T]?[a(s)+1 - T]%Oé(s) =1 | JN(S)) = { 7 0 ’J fO’I"t -0 (616)

for all s € N, where we used the time homogeneity of the process and we used the notation

TN (s)
In(s) = ) (6.17)

Lemma 6.1.13. The marginal transition probabilities of the embedded bivariate Markov chain, Eq. (6.14),

can be expressed in terms of the marginal semi-Markov kernel as

i =S a0 (6.18)
t=0

foreverya=1,...,v,i€ E7 and j € F.
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Figure 6.1: The trajectory of the double-component system is shown as a function of time. In the picture
sojourn times, transition times and backward recurrence times are shown.

The evolution of the multivariate (J,X) process can be described as follows, given an initial state the
next state occupied by the system is determined according to the evolution of the multivariate Markov chain
while the sojourn time in the present state, of every part of the system, is determined according to the joint
distribution of X. In the bivariate case an example of trajectory is shown in Figure (6.1).

The marginal transition function of part « of the multivariate semi-Markov chain is defined by
O (t) :==P(Z(t) = j | Z(0) =1, Tx1(0) = 0, T2y = 0), (6.19)

forallie E7, j € F and t € N. It gives the probability that component « at time ¢ is in a state j given the
state of the system at the present time 0.

In the semi-Markov evolution the Markovian memoryless property is preserved only at the transition
times, i.e. the renewal moments. This feature makes the age of the state particularly important. As a
consequence, the transition probabilities of a semi-Markov process change as a function of the values of the

backward time, see for example D’Amico et al. [36].

Definition 6.1.14. Multivariate backward recurrence time process
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The multivariate backward recurrence time process associated to the multivariate semi-Markov process Z,

denoted by (B(t))ieny = (BY(t), B2(t))ien), is defined component by component as
B(t) ==t = TRa fora=1,2,

its a component specifies at any time t the age of the a component’s state. In other words, B(t) gives the

time since the last transition of a-th component.

Definition 6.1.15. Marginal Backward Semi-Markov Kernel
The backward marginal semi-Markov kernel is, for each component a = 1,2, the matriz valued function

bqe = (bquj(va,t), fort € N,v, € N)icpr jer defined by
bqﬁ‘j(va,t) = IP’(JIC\Y/&(S)_H = j, XJ%‘!(S) =t -+ Vo | JN(s) = i s TN(s) =sl—v 5 TN(3)+1 > 81)
where v, stands for the backward of component v at time s.

Remark 6.1.16. If we add to the semi-Markov process the information regarding the permanence into the

states we obtain a Markov process. In other words, (Z,B) is a Markov process.

Definition 6.1.17. Transition probability for (Z,B)

The transition probability for (Z,B) is defined by

Py(v,w) =P(Z(t+1)=j,Bt+ 1) =w | Z(t) =1, B(t) = v) . (6.20)

The transition probability does not depend on t due to the homogeneity of the process.

Let us denote the marginal transition function for the a-th component by
bq)gja (Vitg,t) :=P(ZY) = jo, B¥(t) = uq | Z(0) =i, B(0) =v), (6.21)

it gives the probability of the event {Z1(t) = ji, B1(t) = u1}, for all j; € E and u; € N, given that Z(0) = i
be the initial state of the system with backward recurrence time B(0) = v.
In order to study the evolution equation for the marginal transition function we make some assumption

on the waiting times distribution.
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6.1.1 Bivariate Semi-Markov Chain with Independent Waiting Times

Assumption 6.1.18. A2 The sequences of random variables (X% )nen, for a = 1,2, are independent. To

be more precise the o algebras generated by (X)o=1,2 are independent. In other words the sojourn

times of the components do not influence each other.

The sequence of sojourn times (Xy(La))neN depends only on the visited state of the a-component JS .
Moreover, the sojourn time of component o depends only on its present state. Thus, the marginal

unconditional cumulative distribution function of the waiting times for component a can be defined as

P(Xfa) St | 0(TRng)ih < 5,8 =12) = B(Xfag) <t | 0(Jfap) b < )

= P(X§a() St | Jfagy =ia) =P(X2 <k | JS=io) = HX(t) VseN

where G(J]/fm(h), h <s,B8 =1,2) is the natural filtration of the multivariate Markov chain (J).

(6.22)

Remark 6.1.19. A simplifying assumption could be that of equally distributed sojourn times for each com-

ponent, i.e.
H}(k)=H?(k) VkeNjicE.
This simplification could be adopted if data are not sufficient to estimate different cdf.

Remark 6.1.20. Using assumptions A1 and A2, we have

P(JNa(s)+1 = J: TNa(s)+1 = Tnos) St (I Ty h < 8)) = P(IRa 11 = J: XNa) S INgs)

that is T, for a = 1,2, can be interpreted as the renewal times of component c.

Lemma 6.1.21. The marginal cumulated semi-Markov kernel can be expressed as

iofj (t) = p?ijf; (t) .

(6.23)

— ),

(6.24)

Proposition 6.1.22. Let Z be a semi-Markov chain satisfying assumptions A1 and A2. Then, the marginal

backward semi-Markov kernel for component o can be expressed as

H{ (t+va) — H (t +vq — 1)
1— HY (va)

P (Vast) = Py -

(6.25)
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Proof. By applying Bayes rules we get

P(JRa(s)41 =3 XNa@s) =t +0a | Ing) =1, Ty =5 =V, Ty > 8)
= P(XRFag)y =t+va | a1 =7, Ing =1, Tney =s—v, Tny+1 > 8)

X P(J]%”(S)—‘rl =7 ‘ JN(s) =i, TN(s) =S—V, TN(s)+1 > S). (626)
Then, by using assumptions Al and A2 we obtain

P(J](\l[a(s)+1 =7, X]C\Y,a(s) =t+ v, | JN(s) =i, TN(s) =s5s—vVv, TN(s)+1 > s)
= P(X]%a(s) =14 v, | J%a(s) = ia s T](\X]a(s) =8 —Vq , Tl%(s)+1 > S)

X 1P)(J]C\Y/a(sﬂ»l :.7 ‘ JN(S) = i)7 (627)

and by using the definitions we get

P(J]C\Y/'a(s)+1 :j7X]C\¥]°‘(S) = t+'l)a | JN(S) :i s TN(S) =SsS—V, TN(S)+1 > S)

Hi(t‘i‘va)_Hi(i(t'i_Ua_l)

o b«
_ =% (v, 1) . 6.28
1= H (va) iy = 45 (Vast) (6.28)

We notice that, if the backward process is zero B*(s) = 0 (v, = 0), as we expect the backward kernel

coincides with the kernel, that is
b
Qiafj(ovt) = Qiofj(t)-

Remark 6.1.23. Formula (6.25) reveals that assumptions A1 and A2 imply that backward semi-Markov
kernels (°q®)a=1,2 are affected by the permanence in the state only of their own component. That is, the
backward values of the other parts of the system does not affect the kernel. However, we will see that transition

functions will depend on the backward values of each part of the system.

Proposition 6.1.24. Let Z be a bivariate semi-Markov process satisfying assumptions A1 and A2. Then,
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the one-step transition probability for (Z,B) can be expressed as

1-H} (14v1) 1—H2Z (14v2) ) .
( T (o) ) ( T, (v2) ) fl=iw=v+1
1—H? (1+4v2) e
"4, (v1,1) 141232@2)2 if v # iy ge = in,w = (1.00,)
- s
Piglv,w) = °q7;, (v2,1) 711?;}_1(1(:1)1) if ju =i, J2 # iz, w = (") (6.29)
i1
H} (1+1)1)—Hi1 (v1) le (1+1)2)—Hi2 (v2) . . . i
( ' 1—H}1(v1)1 ) < : 1—H,?2(v2)2 ) P(@) (’;) if 1 # i1y g2 # iz, w = (0)
0 otherwise

Proof. The backward time process, for each component, takes value in N so P has in principle infinite
entries, however, most of them are null. In fact, the next step backward time of component « can assume
only two values depending on whether there is a transition on the next step, backward time null, or there
is no transition, backward time increasing of one. These two possibilities partition the trajectories of our

bivariate system in 4 parts. These parts can be obtained directly writing the one step transition probability

as
P(Z(1)=1,B(1) =v+1]| Z(0) =i,B(0) =v)
2 P(Z(1) = (1), B(1) = (: {.,) [ Z(0) =1,B(0) = v)
Piitvow) = Y p(z(1) = 5728,13(1 :E +§ 1 Z(0) =1, B(0) = v) (6:30)
P(Z(1) = 1) =) [ 2(0)=1,B(0) = v)
here we suppose i1 # j1 and i9 # jo. The first probability on the r.h.s of Eq. (6.30) can be expressed as

E
1—H,L-11(1—|—1}1)> (I—HZQZ(I—FUQ)

(
y
P(Z(1) =i, B(1) = v +1 | Z(O):i,B(O):v):( T Ay ) . (6.31)

it is the probability that no transition occurs.
The second probability on the r.h.s of Eq. (6.30) can be written as

1_H122(1+U2)> 7 (6.32)

P(Z(1) = (2),B(1) = (: £.,) [ 200) = ,B(0) =v) =g, (. 1) ( 12 ()

it is the probability that only component 1 makes a transition. Similarly the third, i.e. the probability that
only component 2 makes a transition, can be represented as

1_H1(1+U1)> (6.33)

PC(1) = (2).B() = (%) | 20) =3 B(0) =) =, (02.1) (= e

Finally the fourth part gives the probability of a simultaneous transition of both components and it can be

expressed as

H111(1+U1)*HZ.11(’01) HZ22(1+’U2) 7HZ»22(’UQ)P ) )
1= HL (01) 1= HZ (vy) () ()

i J

P(Z(1) = (33),B(1) = (5) | Z(0) =1,B(0) = v) =
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here P is the transition matrix of the embedded bivariate Markov chain. O

Assumption 6.1.25. A8 The bivariate process J = (J.,J?),en is such that the next visited state of

n?’ n
each component depends only on the present state of the system. The marginal one step transition

probabilities satisfy

n

P(Jpi1 =41 | o(Jp,h <n+1),0(Ji h < NX(T14)) = P(Jpy = 1 | o =i, JRery) = i2) =1 pi,

P(Jppa =gz | o(Jp,h < NUTR ) o(Ji b <+ 1)) = P(JR 40 = da | Ty re) = in, Iy = in) =2,

where o(J¥, h < n+ 1) denotes the natural filtration of J<.

Remark 6.1.26. The bivariate semi-Markov chain satisfying assumptions A1, A2 and A3 is not a mul-
tivariate process with independent components. Indeed, the waiting times are independent (see assumption
A2) but the sequences of visited states are dependent. This is outlined by assumption A8 stating that the

next visited state of component o depends on its present state and on the present states of all the other

components.

Theorem 6.1.27. Let Z be a bivariate semi-Markov process satisfying assumptions Al, A2 and A3. Let B

be the associated backward recurrence time process.

The transition probability function for component 1 can be expressed, for alli,j € E?, v,iu € N? andt € N,

as follows

1—H! t+ v, 1—H? t 4 vg
", (viu,t) = ( a1 )> ( sl )> Oy 1 Our vy

1—Hi11(U1) I—Hizz(UQ)
t 2
1—H:(s+vs)
1 12 bxl 0
i —_— [0} . t—
* 2 B (S ) g e
(6.34)
t 1 .
1—H; (s+v1)
2 11 byl vy + s
i —_— [0 1 . t—
+l2€:EZ;q1,l2(rU233) ( 1_ Hll (’U]) ) (;;)Jl(( 0 ),Ul, S)
2 S= 1

t
+ > Zbqil,ll(vl,S)bqﬁb(vzvS)b@l(zl);.1((8);ul,t*8),

I1,l.€E s=1 l2
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and similarly for component 2 we have

1= H (t+v1)\ (1= H2(t+v)

bx2 71 io

D2 (viug,t) = 8y inOus o
11j2( 7“'27) ( 1 Hill(vl) )( 1 Hizz(vz) ) 2,J2%uz,t+v2

¢ L I—Hi(s—‘r’l}g) ) o N
+ Z Zqi)h(vl,s) (1—1—{122(1)2)) b®<l1>;j2((v2+s),uQ,t— s)

i2

l1€FE s=1 ( )
t 6.35
1—H!(s+wv)
+ 2 (v, 8) | ——2———2 ) b@2, LY gt — s
5 5t (S,

t
+ > Zbqil,ll(m,S)bq512(v278)b¢2(11),, ((0);uz,t —s) -

11,l.€E s=1 l2)?
Proof. In order to show the result we first notice that, for all j; € E and u; € N, the event {Z(t) =
j1, BY(t) = u1}, given that the initial state is Z(0) = i with backward recurrence time B(0) = v, can be

obtained by different possible trajectories of the system, these can be divided in the following way
d
Lz (t)=j1, B (t)=u112(0)=1,B(0)=v} = {71 51,7251|Z(0)=1,B(0)=v} Oi1,j1 Ous t+v:

t
T Z Z Lery :S’Jllzll7T12>3‘Z(0):i7B(0):V}H{Zl(t):jl,Bl(t):ul |z(s)=(11) B)=(,,% .) }

lL€FE s=1
(6.36)

t
+ l; Sz:; H{Tll>s,T12=s,J12=l2\Z(O):i,B(O):v}H{Zl(t):thl(t):ul }Z(s): (;é) B(s)= (v10+ s) }

t
+ ZI;E ; H{Tllzsv‘]ll:ll»szst%:b|Z(O):i¢B(O):V}]I{Z1(t):j1,Bl(t):u1 |z(s):(§;) Be)=(5)}’

where § denotes the Kronecker delta function, the upper script d on the equal sign denotes the equality in
distribution, and on the second term of the r.h.s we used the following relation

P{Z(t) = j1, B'(t) = w1 |T} = 5, J} =11, T} > 5,Z(0) =1, B(0) = v}

=P{Z'(t) = j1, B'(t) = w|Z(s) = (1), B(s) = (.,,° .), Z(0) =i,B(0) = v} (6.37)

i vy + s
=P{Z'(t) = j1. B'(t) =w1|Z(s) = (3),B(s) = (.," ) }
here we applied (Z,B) as a Markov process. A similar relation has been used for the third and fourth term
on the r.h.s of Eq. (6.36).
The relation (6.36) divides the trajectories into four parts, the first takes into account the events with no
transition in ¢ steps, the second and third consider the trajectories where the first transition is made by the
first and second component respectively, finally the fourth possibility considers the first transition of the first

and second component simultaneously. A similar relation can be obtained for the event {Z2(t) = jo, B(t) =
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uz}, for all jo € E and ug € N, at ¢ time steps given that (Z(0) = i, B(0) = v) is the initial state, that is

d
L{ 22 (t)=j2, B2 (t)=us|Z(0) =i, B(0)=v} = L{T1 51,72 51|2(0)=1,B(0)=v} Ois.j2 Ous t+0vs

t
+ ll%:E ; H{Tllzs"]f:ll’T12>5‘Z(0):ivB(O):V}H{ZQ(t):jz,Bz(t):ug‘Z(s):(g),B(s):(v2()+ .):Z(0)=i,B(0)=v}

¢ (6.38)
+ Z Z Lz >57T12:5J12:l2\Z(O):LB(O):V}H{ZQ(t):jg,B2(t):u2‘Z(s): (’;‘;) B(s)= (”10+ ) ,Z(O):i,B(O):v}

loeFE s=1

t
* ll;E ; H{szs"]llzll’Tf:“f:l?'Z<°>:i’B(0>:V}H{Z2<t>:j2,32(t):u2 |2(5)=(11).B()=(3) 2()=1,B(0)=v}"

The transition probabilities for component 1 and 2 can be obtained by taking the conditional expectation on
both sides of Egs. (6.36) and (6.38), respectively. The structures of these two equations is similar, therefore
we will explicitly evaluate only the expected value of Eq. (6.36) for component 1. Similar calculations can
be done for the expression of the transition probability function for component 2.

We have to evaluate the expectation of four terms on the r.h.s of Eq. (6.36). In the first term the expectation

of the indicator function is given by

E{H{Tll>t,T12>t|Z(0):i,B(0):v}} =P{T} > t, T} > t|Z(0) =i,B(0) = v}

=P{X] >t +u|X] > v, Jg = 0 }P{XT > t + 0| XT > vp, J§ =i} (6.39)
B <1H111(t+v1)) <1H32(t+v2))
1—Hi11(’U1) 1—Hi22<’l)2)

where we used the independence between the waiting times of the components.
The second term on the r.h.s of Eq. (6.36) is a sum of terms that are products of indicator functions. By
linearity property of the expectation we can directly evaluate the expectation of the single terms of the sum.

Using the properties of conditional expectation, the expected value of the generic summand is

E {H{Tfs,Jllzl,Tf>s|z<o>i,B<o>v}ﬂ{zqt)—jl,zal(o—ul|z<s>-( )Beo=(,,% )} |20 = 1BO) = V}

51
io 2+ s

(6.40)
=P{T} =s,J{ =1, T} > s|Z(0) =1,B(0) = v}P{Z'(t) = j1, B'(t) = u1| Z(s) = (1), B(s) = (,,%.) } ,
where we used the Markov property of the process (Z,B). Now, by time homogeneity of the process
P{Z'(t) = j1, B'(t) = wi|Z(s) = (1), B(s) = (.,%.) }
(6.41)

= ]P{Zl(t - S) = jl,Bl(t— S) = U1|Z(O) = (g),B(O) = (,U20+S)} = b(bl(ll);jl((vzis);ul,t - S),
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and using the hypothesis A1 and A2

P{T! =s,J} =11, T? > s|Z(0) = i,B(0) = v}

=P{J] = 11|Jo = }P{T} = s|X| > vy, J) = i1}P{X] > s+ 02| X] > 0o, J§ = ia} (6.42)
o (Hi(sHv)-H} (s+v 1)\ (1-H(s+w)\ , (00, 5) 1-Hi(s+wv2)
— 1— HL (vy) 1—HZ(vy) ) W00 1—H2(vo) )~

Here the last equality is obtained using Eq. (6.25). Finally, by substituting we obtain

E {H{Tll_s,Jll_zl,T12>sz(o)_i,B(o)_v}]I{Zl(t)_thl(t)_ul|Z(S)_(g)7B(S)_( 0 )}‘Z(O) =1,B(0) = V}

vy + s
1— HZ2(s+v9)
b 1 12 bxl 0
= . —_—— 5 t_ .
100 = HE (v2) ) () (Gt =)

The expectation of the third term on the r.h.s of Eq. (6.36) can be evaluated in the same way. The fourth

(6.43)

term on the r.h.s of Eq. (6.36) is a sum as well, but now the generic summand takes into account for

simultaneous transitions of the components and its conditional expectation is

0

E {H{Tfs,Jllzl»Tfs’szz|z<o>i,B<o>v}ﬂ{z1<t>—j1,slm—u1|Z(s>-(;;),B(s)_(n)} Z(0)=1,B(0) = V} (6.44)

=P{T} =s,J{ =11, T} = 5,J7 = 15|Z(0) =1,B(0) = v}P{Z'(t) = j1, B'(t) = w1|Z(s) = (11),B(s) = (1) } -
Here by time homogeneity we have

P{Z'(t) = ji, B'(t) = wi|Z(s) = (11).B(s) = (5) } = bfbl(zl);jl((g);Ul»t - 5), (6.45)

l2
and using hypothesis A1 and A2 we can express this probability as

=P{J} = 11|Jo = i}P{J} = I5|Jo = i}P{T} = s|X] > v1,J5 = i1 }P{T? = 5| X7 > va, J3 =i}

2 H}l(ervl)inll(ervlfl) Hi22(s+v2)in22(s+v271)
R L~ H{ () 1 — HZ (vs)

= b‘]il,ll (Ulv S)bQiz,lg ('023 5) .

(6.46)

By substituting we get

E {H{Tf_&]ll_lhTf_S;Jf_lzZ(U)_LB(O)—V}H{Zl(t)—jl,Bl(t)—ul |269=(1).Bs)=(3)} ‘Z(O) =1B(0) = V} 647
= bQil,zl(Ula S)bQ?,lz (v2, S)b‘l)l(zl),. ((3);U1,t —5).

1271

The result is obtained by substituting all the terms in Eq. (6.36). O
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We can express the evolution equations for the transition probability functions of component 1 and 2 in
a more compact form. To this end, let us define the vector

bl (viug,t)
"Di5(viu,t) = ( 5t (v;uz t)) (6.48)
Lj2 N 70 ’

whose components are the transition probability for the two components, and let us introduce the following
notation for the Kronecker symbol on the states
05 = (51:1”:1) (6.49)
02,52
and similarly for the one on backward values. The vector ® defined in Eq. (6.48), represents the transition
probabilities for all the system. In terms of ® the recursive formulas (6.34) and (6.35) for the two components

can be represented as

1— H} (t+v) 1— HZ(t+v)
b . _ i
vt = () () Bt
11 12

+ Z quill(m,s) (m) bq)(ll>;j((v2?+s>;u7t —3)

@2

l1€FE s=1 ( )
6.50
t 1
1—H; (s+wv1)
b 2 11 b vy + s
: T 0 ()5 ut -
+lze;22—; ql’lz(v%S)( 1—H} (0) ) (Zé)”(( )it =)
2 S= L

t
+ Z qug,ll(vhS>bQi2,l2(U27S)bq)(ll)‘j((g);uat7S)a

1 %
l1,l€E s=1 2

where 1 is the bidimensional vector with the two components equal to one.

Lemma 6.1.28. Let Z be a bivariate semi-Markov process satisfying assumptions A1, A2 and AS3. Then,

the one-step transition probability for (Z,B) can be expressed as

1—H} (14v1) 1—H2 (1+vs) _ )
< T H1,(or) ) < T2, (v2) fl=i,w=v+1
1—H? (14v2) . L ]
- bqijl (017 1) #@2; if j1 # i1, J2 = 1o, W = (1 +0’v2)
J— 'l2
P j(v,w) = b2 1-H} (1+v1) L e (6.51)
¢y ) (G | i =g Aizw = (10"
i1
bqilvjlbq?,h Zf.]l 7£ ilaj2 # lo, W = (8)
0 otherwise

Proof. The result can be obtained by Proposition 6.1.24 using assumption A3. O
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6.2 Conclusions

A discrete time bivariate semi-Markov chain has been defined and a recursive system for the evaluation
of its transition probabilities has been derived. The transition probabilities define the evolution of the chain
over time.

Assuming the independence of the two components waiting times, an evolution equation for the marginal

transition function has been obtained.
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Chapter 7

Bivariate Reliability Model and
Application to Counterparty Credit Risk

The current financial crisis has necessitated further study of correlations in the financial market. In
this regard, the study of the risk of counterparty default, in any financial contract, has become crucial in
determining credit risk. For a complete treatment about credit risk we refer to the classical book by Bielecki
and Rutkowski [5]. Many works have been done trying to describe the counterparty risk in a Credit Default
Swap (CDS) contract, but all these works are based on the Markovian approach to the credit risk, see for
example Crepey et al. [31] or Ching and Ng [23].

Markov chain based models are too restrictive for the description of accurate rating dynamics. Indeed,
they require that the distribution functions of the sojourn times in a rating class, before transition into a
different rating class, should be exponentially or geometrically distributed for continuous and discrete time
models, respectively. In the early 90s, Carty and Fons [22] demonstrated that a Weibull distribution most
closely models the sojourn times in a given rating class.

In an attempt to produce more efficient credit rating models, homogeneous semi-Markov processes were
proposed for the first time as applied to credit ratings in the paper by D’Amico et al. [32]; more recent
results were given in D’Amico et al. [38, 37].

It is important to employ efficient migration models because reliable rating predictions are of interest
for pricing rating sensitive derivatives Vasileiou and Vassiliou [85], D’Amico et al. [33], for the valuation of

portfolios of defaulting bonds, for credit risk management and capital allocation.
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No results are available for counterparty credit risk for semi-Markov credit rating models. Such an exten-
sion is not straightforward, as randomness in the sojourn times and memory effects have to be appropriately
managed.

In this chapter, therefore, we present a novel multivariate semi-Markov model to approach the counter-
party risk in a CDS contract. In Section 7.1 we present a 2-component reliability model and results of strict
relevance to the financial problems. In Section 7.2 we analyze the counterparty credit risk in a CDS contract.
In Section 7.3 we present a numerical example involving real data on credit ratings.

This chapter is based on a submitted paper (G. D’Amico, R. Manca and G. Salvi [40]) currently under

review.

7.1 Bivariate Semi-Markov Reliability Model

Let us consider a system with two components supposed to be credit rating of companies or financial
institutions. The state space E of the system is a collection of the ratings, e.g. it could be the rating classes
of S&P or Moody'’s.

Let us partition the state space F in two parts respectively U and D, that is
E:UUD, such that UﬂDz@ : (7.1)

The subset U contains all good or alive states, when the components of the system are in this state they are
regarded as well working. Conversely, the subset D contains all bad or dead states, when the components

are in these state they are not well performing.
Assumption 7.1.1. Let us assume that
B1 All states in D are absorbing for the components.

It is a common assumption to consider the subset D as an absorbent class, in what follows we will make
this assumption as well.
The assumption Bl is quite common in survival analysis but it can be relaxed easily and it is possible to

execute the following computation in the general case.
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The main issue of reliability models is the study of survival probability, that is the probability that the
system will not default in a given time interval. This probability as a function of time is called reliability

function, conditioning on the present state it is defined by

RV ((v1,01);t1,t2) :=P(ZY(t1) € U, Z*(t2) € U | Z(0) = i, B(0) = v). (7.2)

1112
The conditional reliability defined above gives the probability that after ¢; and ¢2 periods the first and second

component, respectively, have not defaulted given the present state.

The following result gives a recursive formula for the conditional reliability of the system.

Theorem 7.1.2. Suppose that the system is composed of two components, i.e. v = 2, and such that

hypotheses A1, A2, A8 and B1 hold true. Then, for alli€ U?, t,s € N, and v € N2 we have

RV (nva)isit) = D0 30 Ri((wnwe)is = 1t = DPav,w) | (7.3)

l1,l2€U w1, w2 €N

for s,t > 1 and where P is given by

1-H} (14v1) \ [(1-HZ (1+v2) _ L
( 1-H} (v1) ) ( 1—HZ, (v2) ) if l=iw=v+1
1—H? (14v2) . ) _
- bQil,ll(Ul,l) #@2; if h# il =ig,w=(,0.,)
Pi,l(V,W) = 1-H! (21+1,1) ‘ . . (74)
bqi2,lz(v271) #@1) Zf l1 :@1,12 #ZQ,W: (1+Ovl)
1
bqill (U1, 1)bq12’l2 (’()2, 1) Zf ll 7& il,lg 7& o, W = (g)
0 otherwise

Proof. The reliability function is the probability of the event {Z'(s) € U, Z%(t) € U}, varying s,t € N, given
the initial state Z(0) = i € U? with backward recurrence time B(0) = v. Conditioning on the first step this

probability can be written as

RV ((v1,v2);8,t) =P(ZY(s) € U, Z*(t) € U | Z(0) =i, B(0) = v)

1112
= Y Y P(ZY(s)eUZ*t) €U, Z(1) =1,B(1) =w | Z(0) =1,B(0) = v) ,
l17l26U wl,IUQeN
using the Markov property of (Z, B) we have

R% ((v,ve)ist)= > Y P(Z'(s) €U, Z%(t) € U | Z(1) =1L, B(1) = w)

11,12 €U w1, w €N (7.6)
xP(Z(1)=1,B(1) =w | Z(0) =i,B(0) =v) .

Using the time homogeneity, we obtain

RfIy{Z((UhUQ Z Z Rflylz wl,wg) ]. t— 1)]5 (V W) s (77)

I1,l2€U wy, w2 €N
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where P is the one-step transition probability of (Z,B) obtained in Lemma 6.1.28. The proof is complete. [J

Remark 7.1.3. If we consider a model where the two components are supposed to be independent, then, we
are able to evaluate the reliability of the single component credit rating. The credit rating, in the independent
case, is described by a standard univariate semi-Markov chain (see D’Amico et al. [33]) and the reliability

functions of the component is

ind pl o 1 Ty — . Bl —
R (v,8) == B(Z' () € U | 2'(0) = i1, B (0) = v)
(7.8)
ind p2 o 2 200 _ i D20
R} (v, t) :=P(Z%(t) € U | Z7(0) = iz, B*(0) = v2) ,
where the left apexes ind stand for independent case, to stress the difference with the bivariate case. If the
two components are independent, the product of these two reliabilities should be equal to the reliability for

the system evaluated in Theorem 7.1.2. Indeed in the independent case the joint probability simple factorize

in the product of the probabilities. Then, any deviation of the ratio

R}Y? ((v1,v2);8,t)

’Lli2
MAR] (v1,5)M Rz, (v2, 1)

by one is an indication of the correlation between the two components.

In many applications at the present time we could only know that the system is in an Up state and it
has a given starting state distribution on the state space U2. In this case it is more natural to define the

reliability of the system as

RV (s,t) := Z Z &i(v, v2) RYYS (01, v2); 8, 1) fort e N (7.10)

i€U? v1,v2€N
where § = (&(v1,02))icu2.0, vpen 1S a starting distribution on possible states and backward values.
In what follows, it might be useful to have the probability that a given component is still alive after a
given time interval. Then, let us define the conditional marginal reliability functions for a single component

as
R

11,12

((v1,v2);t) :==P(Z'(t) € U | Z(0) = i, B(0) = v) -
7.11
R? . ((v1,v9);t) := P(Z3(t) € U | Z(0) = i, B(0) = v).

11,12

The next result expresses the link between the marginal reliabilities and the transition function of the

bivariate semi-Markov chain.
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Proposition 7.1.4. The marginal reliabilities can be expressed, for alli€ U%, v € N?> and t €N, as
R?l,ig((vlaUQ);t) = Z Z bq););ja (V,Ua;t) = Z bq););ja (V, vt) ) (712)
Ua>0jo €U Jja€U

for o € {1,2}.

Proof. The result follows directly from the definitions of marginal reliability and transition function. O

We can define, even for the marginal case, a reliability function not conditioned to any particular initial
state that is
R(t) =Y Y. &G(vi,va)Re;, (v, 00);t)  fort €N, (7.13)
ieU? v1,v2€N

for a = 1,2 and where £ is a distribution on the state space and backward values.

7.2 Counterparty Credit Risk in a CDS Contract

In the financial market all subjects are exposed to the default risk. Therefore, in any financial contract
we have to take the risk of default of our counterpart into account. Counterparty credit risk is, in general,
‘the risk that a counterpart of a financial contract will default prior to the expiration of the contract and
will not make all the payments required by the contract’ (¢f. Pykhtin and Zhu [73]).

We would like to study the counterparty credit risk in a Credit Default Swap (CDS) contract. In this work
we would like to emphasize the difference between the CDS contract with and without consideration of the
counterparty risk: we will call these two cases risky CDS and risk free CDS, respectively (Crépey et al. [31]).
Let us consider a firm C, supposed to be defaultable, emitting an obligation (or bond) on one money unit at
time 0 with maturity time 7. Let us also consider a bondholder A (or protection buyer), who is supposed

to be risk free in all what follows. The possible financial scenarios are

e If C has not been defaulted until T, then it is able to pay the money due to bondholder A.

e In case of C’s default before, or at, the maturity date T, it will be able only to pay a fraction (recovery

rate pco) of the face value of the obligation to A.
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For these reasons, bondholder A is looking for protection against the loss that would occur in the case of
C’s default. Let us consider a third financial subject that we will generically call protection seller B. A risk
free CDS is a contract obligates A (protection buyer) to pay a fee to B (protection seller who is supposed to
be risk free) in exchange for protection against the default of the reference credit firm C. The cash flows of

a risk free CDS are

e A pays B a stream of premia with spread K, from the initial date until the occurrence of the default

event or the maturity date 7.
e In case of default of C, B has to cover the loss of A. Then B has to pay 1 — p¢ unit of money to A.

The value of the spread is evaluated in order to guarantee that the contract has a value of zero at the
inception time to. We assume that the payment of B to A is made at the same time as the default event.

The cash amount should be discounted in order to be comparable, for this reason we introduce a structure
of discount factors (B:)ien. To define 8 we introduce the deterministic interest rates (r)ieny and then we

can define
B, = 1 if t=0
T UL (A re)"t i >0

Let 7¢ be the time of default for the credit reference firm C. From the above discussion, we can directly

(7.14)

write an expression for the cash flows and price process of the risk free CDS contract. The In Cash Flows

process from the perspective of the bondholder A in the risk free CDS is given by

Bre (1 = po)lity<ro<tys (7.15)

where  is a discount factor. The Out Cash Flows process is given by

T
K Bul{screy- (7.16)

s=to

Then, the discounted value of the risk free CDS with maturity T" at time t > ¢q is

T
Bipr(t) = =K Y Bd{scrc} + Bre (1 = po)ltaro<ty (7.17)

s=t

and its price process is given by Pr(t) = E¢[pr(t)]. The subscript ¢, hereafter indicates the information that,

at time ¢, the process is still in one of the Up states.
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Remark 7.2.1. The price of a risk free CDS can be evaluated with a single component reliability model,
where the rating of the only defaultable subject is modeled via a standard univariate semi-Markov process

(see for example D’Amico et al. [33]).

A risky CDS is a contract which obligates A (protection buyer) to pay a fee to B (defaultable protection
seller) in exchange for protection against the default of the reference credit firm C. The cash flows of a risky

CDS are

e A pays to B a stream of premia with spread K, from the initial date until the occurrence of the default

event or the maturity date 7.

e In case of default of C, if B has not defaulted, B has to cover the loss of A. Then B has to pay 1 — p¢

unit of money to A.

e In case of default of B, if C has not defaulted, the contract is stopped with a Close-Out Cash Flow
(cf. Crépey et al. [31]). In this work we assume that the two parties agreed on a termination of the
contract with a terminal cash flow paid to A, positive or negative, depending on the value of the risk

free CDS computed at the time of default (c¢f. Brigo et al. [14]).

e If B defaults at the same time as the firm C, B will be only able to pay to A a fraction (recovery rate

pp) of the loss of A, namely pg(1 — pc) unit of money.

The value of the spread is evaluated in order to guarantee, that the contract has zero value at the inception
time to. We assume that the payment of B to A is made at the same time as the default event(s). The
possible loss of A for the joint default event is an effect due to the counterparty risk.

Let us introduce 73, the time of default for the protection seller B. The In Cash Flows process for the

risky CDS is given by

ﬂTc (1 - pC)H{t0<7—c§T} []I{Tc<TB} + pB]I{Tc=TBST}] + 57’3]I{t0<TBS(T/\Tc)}pBP’]—i_(TB) (718)
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here 3 is a discount factor and with PT we denote the positive part of the price process for the risk free
CDS. The Out Cash Flows process is given by
T
K Bdisctranrs)y — Brslito<ra<(nro Pr (78) (7.19)
s=to
where P~ stands for the negative part of the price process for the risk free CDS. Then, the discounted value

of the risky CDS with maturity T at time t > tg is

T
Bimr(t) = =K Bulliscronrmy + Bro(1 = pc)jicro<rirecra) +
s=t
+  pBlre=rp<ry] + Brpliicrs<(vrre)y (P Pr (T8) — Pr (T8)), (7.20)

and the price process for the risky CDS is IIp(t) = E;[rr(t)]. Here and in the following the subscript ¢

denotes the information that the process is still in an Up state at time ¢.

7.2.1 Pricing Risky CDS and CVA Evaluation

In this section we apply the 2-component reliability model to the study of the counterpart risk in a CDS
contract. In particular our goal is to price a risky CDS contract and to derive an expression for the credit
value adjustment (CVA) which can be seen as a measure of the counterparty credit risk.

In order to price a risky CDS we need to evaluate the expected value of the indicator functions in (7.20) and
then we first have to evaluate the price of a risk free CDS.

To evaluate a risk free CDS we consider a reliability model where the credit rating evolution of the firm
C is supposed to be independent from B. We will denote the reliability in this independent case by 4R,

cf. Remark 7.1.3.

Proposition 7.2.2. The price of a risk free CDS under the real world probability measure is

+o00 TAh T
BiPr(t)=—K > Purc=h)Y_ Bt Y Bull—pc)Pi(re =h), (7.21)
h=t+1 s=t h=t+1
and for any h >t
Py(tc = h) = " RC(h — 1) — "R (h) |, (7.22)

where the subscript t denotes the information that the process is still in an Up state.
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Proof. The result is a direct consequence of formula (7.17) and

Pi(1c = h) = Pi(1¢ > h — 1) — Py(1¢ > h) = ™R (h — 1) — ™R (h) . (7.23)

The following two results concern the evaluation of the risky CDS price.

Proposition 7.2.3. For any h,s € N the joint distribution of the stopping times has the following charac-
terization in terms of reliabilities
Py(tc = h,78 = h) = R**(h—1,h — 1) = R*¥*(h,h — 1) — R**(h — 1,h) + R*Y*(h, h)
Pi(r¢ =h,7=h+s)=R*(h—-1,h+s—1)— R (hh+s—1)— R (h—1,h+ s) + R*Y*(h,h + s)
Pi(re =h+s,75=h)=RY(h+s—1,h—1)— R (h+s,h—1)— R (h+s—1,h)+ R (h+s,h).
Proof. The result is composed of three relations, the former can be obtained by
Pirc =h,7g =h)=Pi(rc¢ > h— 1,73 > h—1) = Pi(1¢c > h,75 > h — 1)
—Pi(te > h—1,78 > h) + Pi(r¢ > h,75 > h)
=RY(h—1,h—1) = R (h,h—1) — R*¥(h — 1,h) + R*Y*(h,h) .
The second and third relations in the statement are similar, we will show only the second one. The third
can be obtained in the same way. To this end, we note that the second can be expressed as
Pire =h,m=h+8)=P(rc¢ >h—1,7>h+s—1)—Pi(rc > h,75 > h+s—1)
—Pi(re >h—1,73 > h+3s)+Pi(tc > h,75 > h+ )
=R¥(h—-1,h+s—1)— R (hh+s—1)— RY(h—1,h+3s)+ R (h,h+s) .
This concludes the proof. O
Remark 7.2.4. The joint distribution of the stopping times has been fully characterized by reliability func-

tions.

Proposition 7.2.5. The price of a risky CDS under the real world probability measure is

“+o0 TAh T +o0o
Bllp(t)=-K > Pur=h)> B+ (1=pc) Y. Bue| > Pilrc =he, 78 =hc+hp)
h=t+1 s=t ho=t+1 hp=1

.o (7.24)

+ pBPi(tc = he, 7B = hc)} + > > Purc=hp+he, T8 ="hp)Bus [pePy, — P;]
hp=t+1 hc=1
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where T = T7c A Tp is the minimum of the stopping times and then

o0 oo

Pir=h)= Y Purc=hts=h+hg)+ Y Pirc=h+hc,75="h). (7.25)
hp=1 he=1
Proof. The result is a direct consequence of formula (7.20) and Proposition 7.2.3 O

Remark 7.2.6. The difference between the price of a risky CDS and the price of a risk-free CDS has a
particular importance: it is a measure of the loss of value a CDS contract undergoes due to the counterpart

credit risk. This difference is called credit value adjustment (CVA). The credit value adjustment process

(CV A;) is defined by
CVAt = PT(t) — HT(t) fort <7TB . (726)

It measures the loss of value of the CDS contract. We notice that, in our model, the CVA process can be

completely expressed in term of the reliabilities.

7.3 A numerical example

In this section, a numerical example able to illustrate the previous results is presented. The model is
applied to a sample from the historical Standard & Poor’s database, which has been managed in order to
construct the input for our model directly from real data.

Data refer to entity ratings history, instruments ratings history and issue/maturity ratings history for a
sample of Standard & Poor’s rated entity, instruments stock or bonds sold by an entity at a particular time
and issue/maturity for the Global Issuers and Structured Finance instruments that Standard & Poor’s has
rated since 1982 to 2007, respectively.

The rating evaluation, done by the rating agency, indicates the degree of reliability of a bond issued by a
financial subject.

In the case of the rating agency Standard & Poors, there are eight different classes of rating expressing

the creditworthiness of the rated firm. The ratings are listed to form the following set of states:

E = {AAA, AA, A, BBB, BB, B,CCC, D}.
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The creditworthiness is highest for the rating AAA, assigned to firm extremely reliable with regard to
financial obligations, and decreases towards the rating D, which expresses the occurrence of payment de-
fault on some financial obligations. A table showing the financial meaning of the Standard & Poor’s rating
categories is reported in the book by Bluhm et al. [11].

In this paper we apply the model in a simplified form: we consider a three state model. The first state

represents the investment grade (INV), it includes the more reliable rating classes { AAA, AA, A, BBB}. The
second state represents the speculative grade (SPFE), it includes the less reliable rating classes { BB, B, CCC'}.
The third is the default state (D), it includes the rating class {D}. The state space of the system is
E={INV,SPE,D}.
Moreover, following the classification of Standard & Poor’s, we divide the rating series into two sectors:
finance and corporate. Thus, we consider a system of two components, each one corresponds to a given
sector: the first component for the finance sector (B) and the second component for the corporate sector
(©).

In order to implement the model, we estimate the following distributions from the data:

e The transition matrices of the embedded Markov chains P, o € {B,C}.

e The unconditional waiting times cumulative distribution function H*(¢), o € {B, C}.

The matrix P gives the transition probability of going from a system rating class i € E? to the rating
class j € E of component a with next transition. We report in Table 1(a) and Table 1(b) the transition
matrices of the embedded Markov chain for finance and corporate, respectively. We notice that transition
probabilities of finance change as a function of the corporate state and conversely. This is an indication of
the dependence between the sectors rating.

In Figure 7.1(a) and Figure 7.1(b), the unconditional waiting times cumulative distribution function for
finance and corporate are shown as a function of time (years). In both cases, the waiting times CDF for the
speculative rating class is higher than the corresponding for investment rating class. Intuitively this reflects
the fact that investment rating classes are more stable than speculative ones.

From knowledge of the transition probabilities of the embedded Markov chain and of the unconditional



130 Bivariate Reliability Model and Application to Counterparty Credit Risk

(a) Transition Matrix for Finance (B) (b) Transition Matrix for Corporate (C)
States of B States of C'

C B INV | SPE D B C INV | SPE D
INV | INV | 0.885 | 0.113 | 0.002 INV | INV | 0.880 | 0.118 | 0.002
INV | SPE | 0.235 | 0.397 | 0.368 INV | SPE | 0.062 | 0.687 | 0.251
INV D 0.000 | 0.000 | 1.000 INV D 0.000 | 0.000 | 1.000
SPE | INV | 0.899 | 0.100 | 0.001 SPE | INV | 0.882 | 0.116 | 0.002
SPE | SPE | 0.218 | 0.410 | 0.372 SPE | SPE | 0.068 | 0.692 | 0.240
SPE D 0.000 | 0.000 | 1.000 SPE D 0.000 | 0.000 | 1.000

D INV | 0.913 | 0.086 | 0.001 D INV | 0.881 | 0.117 | 0.002

D SPE | 0.172 | 0.424 | 0.404 D SPE | 0.071 | 0.678 | 0.251

D D 0.000 | 0.000 | 1.000 D D 0.000 | 0.000 | 1.000

Table 7.1: Marginal Transition Matrices

Waiting Time CDF - Finance

l.oo
Qa0
Q.60
== |nvestmeant =l Speculative
0.40
0.20
0.00
1 3 3 7 9 11 13 15 17 19
(a) CDF Corporate
Waiting Times CDF - Corporate
L.oog
0.50
.60
== rastmeant == Speculatve
0.40
020
o.0g
1 3 3 ! 9 11 13 15 17 14

(b) CDF Insurance

Figure 7.1: Unconditional Waiting Times Cumulative Distribution Functions
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waiting times cumulative distribution function, we can recover the semi-Markov kernel and, through Theorem
6.1.27 and Theorem 7.1.2, we can evaluate the transition probabilities of the system and the most important

indicator, which is the reliability function of the system.

Reliabilities of SPE

1.2

1 3 5 T a 11 13 15 17 19 21

== Corporate =—#=Finance Systern  =d=PFroduct

Figure 7.2: Reliabilities for speculative (SPE) state as a function of time.

In Figure 7.2 the system reliability for state (Z¢,Z8) = (SPE,SPE) and backwards null is shown
as a function of time (years). In the same figure, we show the reliabilities of Corporate ("R, (0,1))
and Finance (M9RE,(0,t)) in the independent case (cf. Remark 7.1.3). Moreover in order to underline
the dependence between the components, the product ¥ RS, (0,)"¢RE,5(0,t) (Product in the figure) is
reported as a comparison with *¥*Rspp spr((0,0);t,t) (System in the figure) (cf. Eq. 7.9). As it is possible
to see from the figure, the system’s reliability with non-independent components evaluated with our bivariate
semi-Markov chain model differs markedly form the independent case. This result suggests that adoption of
the bivariate model enables capturing the dependence between the counter parties and, as a consequence,

the risk of a counterparty default.

7.4 Conclusions

This paper proposes a multivariate semi-Markov chain model in discrete time. The multicomponent

system is analysed in the transient case by implementing methods that compute the transition probabilities
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and reliability functions.
The results are applied to the evaluation of the risky credit default swap contracts and they allow the
attainment of an explicit formula for the price of a risky CDS and for the credit value adjustment process.
Possible avenues for future developments of our model include:
a) application to real data on credit rating dynamics;
b) asymptotic properties of the multivariate semi-Markov model;

¢) construction of a multivariate reward model for the credit spread computation.



Chapter 8

Bivariate Rewards Model and
Application to Credit Spread Evaluation

In this chapter we define a bivariate rewards model and we apply it to the term structures and credit
spread evaluation.

The chapter is organized as follows. The first section is devoted to the definition of bivariate reward
process and evaluation of its moments. In the second section we derive an expression for the credit spread

of two debtors.

8.1 Bivariate Reward Model

The main goal of this section is to define a bivariate semi-Markov reward model.

As well known, the rewards can be classified in two main classes: the permanence rewards where the
payments are associated with occupancy of a given state and the instant rewards where the payments are
associated to the transitions between two states.

The rewards are paid in different moments so we have to consider the discount factor 8 defined in Eq.
(7.14).

Without loss of generality, being our system homogeneous in time by assumption, we can take ¢ = 0
as the initial time. Let £&*(v,0,t) be the accumulated discounted reward for the component o = 1,2 up to
the time ¢ given that at the initial time, the instant 0, the system is in the state i = (i1,42) with backward

recurrence time v = (v1,v2). We assume that {(v,0) = 0 so no reward is paid at the initial time and every
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payment is done at the end of a period. Let ¥{*(7,t) be the permanence reward of the component « in the
state i = (i1,i2), paid at time ¢, given that 7 is the present life time of . Let i (t) be the instant reward
collected by the component o when it makes a transition at time ¢ to the state j, given that the previous
state of the system was i = (i1, i2).

The accumulated reward process for the component 1 up to time ¢ can be expressed as

( ) ((:j;) 0, t - H{T1>f T2>t} ZB‘S (11)(?11 + s, S)

s=1
+ Z ZH{Tl_s Ji=j1,T?>s} lﬁ’w(”) i (s) + Zﬁhwth)(vl + h, h) +65£E?1) ((,,%.),s t)]
nere - 12 (8.1)
+ Z ZH{T1>3 T2=s,J2=4s} [Zﬁw(”) vy + hy h) + Bs&) ( ) ("), s,t)
jo€E s=1
+ Z ZH{les Ji=j1,TE=s,J3=j2} [BSV(tl) i1 s)+ZBhwt71)(Ul+h’7h’)+/86€Egl) ((g)asvt)] ’
j1,j2€E s=1 h=1 2 72
similarly for the component 2 we have
( ) ((Uz) 0, t - H{T1>t T2>t}ZBS (11>(U2 + s, S)
s=1
+ Z:]I{T1 s, Ji=j1, T2 >s} lZ 5h¢(zl>(”2+h h) + Bs€7 ( ) (0% <) )]
J1€EE s=1 h=1 2 (8 2)

+ Z ZH{T1>S T?=s,J2=js} lﬁs’)’(ll) i +Zﬁh¢<”) (v2 + h, h)+5sf(ll) (( Js)vsvt)‘|

j2€E s=1 2

3 3 U lﬂsﬁa)@ +Zﬂhw(n) (v2+h, h>+555(“)((8)7s7t)1»

J1,j2€FE s=1 ‘2

Formulas (8.1) and (8.2) give a recursive representation of the bidimensional accumulated reward process
(€(t),£%(t)). The expression of the rewards is divided in four parts. The first part corresponds to the
rewards accumulated when no jump occurs up to the time ¢. The second term is the contributions due to the
trajectories where component 1 makes a transition before 2. The third conversely consists of the trajectories
where the component 2 makes a transition before 1. The fourth term take into account for the rewards
accumulated when the two components make a transition in the same time.

Let us define the discounted accumulated permanence reward for component « as

Ve (v,t) ZB 1/)<11) Vo + 8, 8) (8.3)

s=1 2
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and let us define
Ig, (v,t) =U2(v,t) + ﬂt’y‘(’;l) @) (8.4)
it )sda
that is the discounted accumulated reward of component « for permanence of the system up to time ¢ in
state i plus the contribution for the transition in ¢ of component « in the state j,. Using these functions
the accumulated reward up to time ¢ for component 1 is given by

¢
ft@l) ((%2),0,¢) 4 H{Tll>t,T12>t}\I’il(v7t) + Z ZH{Tllzs,Jll=j1,Tf>s} |:Fi1,j1 (v,s) +5s§z11) ((1,% ):5:)

ig J1€EE s=1

t
+ Z Z H{T11>3,T12:s,(]12:j2} |:\I’11(V7 S) + ﬂéftql) ((1}104— 5)757 t):l (85)

jo€E s=1 I2

t
+ Z ZH{T}:S,Jll:jl,Tf:s,Jf:jQ} |:Fi1,j1 (v,s) +5s£271) ((3),3,1&)] ;

j1,j2€E s=1 72

and similarly for component 2. Let us denote by V the expected value of the accumulated reward that is

Wiy (-0 = 2l (1m0

iz io

Z(s)=1i, B(s) = v}
(8.6)

ig ig

2v(il) ().t —s) = E{éfil) ((:2),s.t)

Z(s)=1i, B(s) = v}

In order to evaluate the expected value of the accumulated reward we have to evaluate the expectations of all
the terms in the above representations of £&. The next result gives us a recursive formula for the evaluation

of these expected values.

Proposition 8.1.1. The expected discount accumulated reward for component 1, lV(il) ((5;)715), satisfies
i2

the following recursive equations, for all v e N2, t € N and i € E?,

o (00 =0 () ()

1— H?(s+ vy L
T ) 8V (200-9)] () a9

" ((25°),t — s)] (W) °q}, (v2,5)

t
T2 > [Fil,m (v,s) +581V(111) ((6),t— 3)} °4i 5, (01,8)°at , (va, 5),

J2
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and similarly for component 2,

Vi) ((2):0) = W (v,0) <1 IH;[?(JZSI)) (1 IHZ(zt(tZQ;Q))

+ i [‘I’ v, s +552V<:1) ((uﬁs)’f—s)] (W) bai; (v1,8)

J1EE s=1 ( )
8.8
t 17H1 (5+U1)
? vike) ¢ — ST MG\ V2
+JQZ€:ESZ—;|: (V) 1 B V(”) (( ’ ),t S)} < 1—H2.11(U1) > G j, (v2,5)
t

! 2 [F?’h (v:2) +B82V<J:1) ()£~ S)} °qi 5, (v1,8) a3, (v, ).

j2,j2€FE s=1 Jj2

Proof. In order to obtain the result we have to evaluate the expected value of the discounted reward process
for both components. We will evaluate only the expectation of ¢!, with similar calculations we can obtain
the expected value of £2.
If we consider the representation of ¢! in (8.5) we have to evaluate the expected value of the four terms on
the r.h.s., to this end we notice that the expectations of the indicator functions have been already calculated
in the proof of Theorem 6.1.27. Then, the expectation of the first term given the present state is
E{lirysir250 P (v, 1)|Z(0) =1, B(0) = v}
= Ui (v, )E{lri 5 72503 Z(0) = i, B(0) = v} (8.9)

-iv () () -

The second and third terms on the r.h.s of Eq. (8.5) have similar structure, therefore we consider only one

of them. For instance, the expectation of the second term is

Z(0) =i, B(0)=v

E Z ZH{leq J1:j17T2>e} |: 1_]1(V S +Bs§( ) ((1,24_g S t):|

Jj1EE s=1

t
=> D FE {H{Tl o Ty TE>s) { L (V) By ((22) 5 t)] Z(0) =1, B(0) = v} (8.10)
J1EE s=1 2
t
- Z Z |:Fi17j1 (V, S) + lev(fl) ((V2O+S)’t - S):| E {]I{Tf:S,Jll:jl,Tf>s}|Z(0) = iv B(O) = V} 5
j1EE s=1 2

where in the last equality we use the properties of conditional expectation and the time homogeneity of the

process

iz ig

W (4 Dot =9) :E{% (%)) |2(5) = (2), B(s) = <vzas>}. (5.11)
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The expectation of the indicator function on the last term of Eq. (8.10) from Theorem 6.1.27 is given by

. 1— HZ2(s+vq)
E {H{T%=s,Jf=thf>s}|Z(O) =1,B(0) = V} - ( 1= HZ (1) ) " (01,5) (8.12)
12

Then the expectation of the second term on the r.h.s of Eq. (8.5) is

t
EQ DD Nrimasioj 12 [F%,j1<v’s> + Bet 1y <<U2°+s>’s,t>] Z(0) =i, B(0) =v

J1EE s=1 2

= 3 [t vy (o)) (TR o

J1EE s=1 2

(8.13)

Finally for the fourth term on the r.h.s of Eq. (8.5) can be obtained again from Theorem 6.1.27 and we get

E {H{T;_&J;-jl,Tg_s,Jg_jz} Z2(0) =i, B(0) = v} = gl (1, 8)°a2,, (va, ) - (8.14)

The result is obtained by substituting all this terms. O

Remark 8.1.2. In order to evaluate “V, for o« = 1,2, at time t we only need to know the value of *V for
all the times before t, then the previous equations can be solved by iteration given that at time O the rewards

are null.

Let us consider now the second moments. First of all we evaluate the product of the rewards of the two

components, i.e. the second mixed moments. Using the same representation we obtain

51(11> ((3;) ) 07 t) gzzl) ((5;) ) 0; t) i ]I{T11>t,T12>t}\Iji1 (Vv t)\II12(V7 t)

2 2

t
X S Uiz [P (ve9) + 88l (0 )ont)| [0+ 8,800 (2.0
J1€EE s=1 i2 io

(8.15)

() 0] [Tt 8y ()50

J2

t
S Lo [w;<v,s> +5.8]

i1
jo€FE s=1 72

+ Z Z]I{Tllzs,Jll:jl,lezs,.]%:]é} |:F11,J1 (V, S) + ﬂsgl(n) ((g)’s’t):| |:F12,j2 (V, S) + ﬂsgzn) ((g)’s’t)] :
J1.2€E 5=1 ” "
Let us denote by
22 (209 = E{eh ((2)n) € (()5) |20 =1 B = v} (5.16)

here the right upper script 2 indicates the second moment and the left upper script 12 denotes the mixed

moments.
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Using the same techniques of the first moment, we can obtain the present expected value which is formalized

in the next result.

vg

Proposition 8.1.3. The second mized moment for the discount accumulated reward of the system, 12V(2i1> ((“1) , t) ,
i

satisfies the following recursive equations, for allv € N?, t € N and i € E?,

127,2 . _ I*Hill(tJrvl) 1*Hi22(t+v2) Ly 2(y
V')((vz)’t)_( 1—H1-11(7)1) >< 1—Hi22(1)2) )\Ill( 7t)\Iji( at)

¢ — 2 S (%)
+ Z Z <1 1 _HZ;{(ZZ(:};) )> bqijl(vl’s) |:Fi1,j1 (V,S)\I/iQ(V,S) + lev(_h) ((v20+5),t — S) \P?(V,S)

2

2 0 — s 1 V.S 2y12y,2 0 — g
+Bs V(]:l) ((v2+s)?t )Fl,jl( ’ )+(6s) V(?) (<v2+5)7t ):|
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Proof. The evaluation can be done following the same steps of the first moments. O

The second moment of component 1 and 2 can be obtained directly by products of the first moments,

explicitly we have

2
(fth) ((3;)70775)) = Liriseaesey (Ui (v, 1)) . Z ZH{Tl—s Jiejy 2y [T i, (Vi8)+

‘2 j1€EE s=1
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for the square reward of 1 and similar for 2. Let us denote by

iy (G000 =2{ (¢ (@00)
Wi (010 =2{ (¢ (@00

here the right upper scripts indicate the second moment and the left upper scripts denotes the component.

(8.19)




8.2 Rating Migration Model for Term Structures and Credit Spread 139

Proposition 8.1.4. The second moments for the discount accumulated reward of the system, 1V(2751) ((”1),15)
i

v2

and 2V(2,L,1) (('Z;)J), satisfy for allv € N%2, t € N and i € E?, the following recurrent equations
i2
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and for component 2
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Remark 8.1.5. The same technique can be applied in order to obtain moment of higher order, we omit here

details for simplicity.
8.2 Rating Migration Model for Term Structures and Credit Spread

In this section we develop a model for the credit spread value between two debtors, i.e. two credit rating
endowed financial subjects or companies or national governments.

The rating evaluation, done by the rating agency, gives a reliability’s degree of a bond issued by a financial
subject.

In the case of the rating agency Standard & Poors there are 8 different classes of rating expressing the
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creditworthiness of the rated firm. The ratings are listed to form the following set of states:
E={AAA AA A BBB,BB,B,CCC, D}.

The evaluation of the risk structure of interest rates is one of the most important problems in mathematical
finance. Fundamentally it consists in trying to explain yield spread between the risk free interest rate and
the interest rates of corporate bonds. The rating evaluation of the firm issuing the bond is one of the main
reasons for the existence of credit spread. In the paper by D’Amico et al. [37] it was presented a model
that can follow the mean evolution of the yield spread in the future by considering rating evaluation as
the determinant of credit spreads. That paper assumed that the rating evolution of the credit rating was
described by a semi-Markov process and the credit spreads were considered as permanence rewards attached
to the rating class. In this section we propose a more complete and general approach to this problem. As
we know from the last financial crisis, the credit spread of one financial subject depends also on the financial
health (rating class) of its counterpart, then it is very important to consider the spread as a reward structure
for a bivariate rating model.

Let us consider two debtors whose credit ratings are supposed to migrate via a bivariate reliability semi-
Markov model. The expected total credit spreads the debtor 1 will accumulate in a time ¢, under the

assumption that both of them will not make a default, are
1—H} (t+wv)\ [1—H(t+v9)
1 v 1 11 22
Vi v, t) = Ui (v, t
(.1) (( z) ) (V ) ( 1— Hill(vl) > ( 1—Hi22(7)2) >
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9+ 1V (=) (STt P o0

( 8.22)
3 t 1 — H} (s +v1) (
+ \:[111 ) +1V1 v2+s,t— :|<“>612 ’
jo€U s=1 (V S) (J;) (( ’ ) S) 1-— Hill (Ul) 4i,j, (UQ 8)
" |:Fi1’j1 (V7 S) + 1V(Jl> ((8) b S):| bqil,jl (vlv s)bqi%jz (02; S)u
J1,J2€U s=1 i2

where U is the subset of all the good states. Similarly for the debtor 2 we have

) " o 1—H} (t+wv) 1—HZ(t+v2)
V(lzl) ((2)-8) = i 7t)( 1 — H} (v1) )( 1—H? (v2) )
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: 2 2 v 4s 1—H} (s+v) 2
+j§]; [Fi,jz("as) + V(;é) (o).t = 3)] (1]{31(”1)) *qf 1, (v2, 9) -
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Remark 8.2.1. 'V and 2V represent the credit spread accumulated by debtor 1 and 2, respectively. Thus,

they do not contain the discount factor.

The information given by the reward processes allows for the construction of the term structures of
forward and spot interest rates and discount factors.
Let “cs (

1
2

iU — € the expecte asls pomts the debtor o shou ay at time 1ven the presen
>((”1),t 1,t) be the expected basis points the debt hould pay at time ¢ given the present

vo

state of the system are defined for ¢t > 1 by

"esoy ()58 = 16) 5= "Viay (():8) = Vi) ()£ -1)

ig i2 ‘2
and for t = 1 by

acs(”) ((22);0,1) := “V(n) ((2),1) — Wl (v,0) .

in ig

The expected interest rate i for the debtor « is composed by two parts: the risk free rate r and the
contribution due to the rating class occupancy “cs

%@) (Cst—1,8) =r+ %s(:;) ()t —1,8) . (8.24)
In other words O‘i(h) ((ﬁ;) it —1, t) represents the expected interest rate the debtor a will pay between ¢t — 1
i

and t given the present rating class occupancy of the system.

The forward discount factors for the debtor « are obtained by the interest rate using the standard

relations
-1

") ((a)it—1¢) = {1 i) (();t—1,8)| . (8.25)

ig iz

Using the forward discount factors we can obtain the spot discount factors for debtor a as

2

"oy ((G)i1) = t_li[g“”(;:;) ((:2):5.+1) . (8.26)
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The credit default spread between the debtors is defined as the difference between their expected interest

rate

1205@) (1)t —1,t) = 105(“) (Cr)t—1,t) — 2cs(i1) (1)t —1,t) . (8.27)

io io io
1208 represents the expected spread the debtor 1 will pay with respect to debtor 2 due to the credit risk,

given the present rating class occupancy.
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