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Abstract In this paper, we consider the discrete-time setting, and the market
model described by (S,F,7). Herein F is the “public” flow of information
which is available to all agents overtime, S is the discounted price process
of d-tradable assets, and 7 is an arbitrary random time whose occurrence
might not be observable via F. Thus, we consider the larger flow G which
incorporates F and makes 7 an observable random time. This framework covers
the credit risk theory setting, the life insurance setting and the setting of
employee stock option valuation. For the stopped model (S, G) and for various
vulnerable claims, based on this model, we address the super-hedging pricing
valuation problem and its intrinsic Immediate-Profit arbitrage (IP hereafter for
short). Our first main contribution lies in singling out the impact of change
of prior and/or information on conditional essential supremum, which is a
vital tool in super-hedging pricing. The second main contribution consists of
describing as explicit as possible how the set of super-hedging prices expands
under the stochasticity of 7 and its risks, and we address the IP arbitrage for
(87,G) as well. The third main contribution resides in elaborating as explicit
as possible pricing formulas for vulnerable claims, and singling out the various
informational risks in the prices’ dynamics.
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1 Introduction

In this paper, we consider a general initial discrete-time model represented
by the pair (S,F) and an arbitrary random horizon 7. Herein, S is the as-
sets’ price process and F is the “public” flow of information which is available
to all agents overtime, while the random time 7 might not be observable via
the flow F. This random time represents the default of a firm in credit risk
theory, the death time of an insured in life insurance, the job’s termination
time of an employee-stock-option’s holder (called ESO hereafter) in finance, ...,
etcetera. Hence, our current setting covers these three aforementioned frame-
works, and for more about these we refer the reader to [3,5,28-31,26] and the
references therein to cite a few. As a random time can not be observable before
its occurrence, the progressive enlargement approach of F with 7 seems the
tailor-fit method for our setting in modelling mathematically the large flow of
information which incorporates both F and 7. This larger flow will be denoted
throughout the paper by G and will be defined more precisely in the next sec-
tion. Therefore, our main objective lies in addressing the evaluation problem
for the stopped financial model (ST, G, P), and focus on the super-hedging
pricing approach and its intrinsic arbitrage called immediate-profit.

The super-hedging price of the financial claim/asset C' is the infinimum
amount required to initiate a hedging strategy for C. The super-hedging pric-
ing concept was introduced in Bensaid et al. in [4] for the binomial framework
with transaction costs. Afterwards, the characterization and/or computation
of the super-hedging price became a central problem in mathematical finance,
and we refer the reader to [17,25] and the references therein to cite a few. These
studies were carried out under the main assumption of no-arbitrage using the
fundamental theorem of asset pricing theorem (FTAP hereafter). Using this
FTAP, the main results on the super-hedging pricing consist of establishing a
dual formulation for the price using martingale measures or deflators, see [16,
27,18] and the references therein.

Recently in [6], the authors consider the discrete-time model without trans-
action costs and addressed this super-hedging pricing issue differently and
without any non-arbitrage assumption. As a result, the authors discovered that
this infimum price is in fact a price if and only if the model fulfills a weaker
form of non-arbitrage, called Absence of Immediate Profit (AIP hereafter for
short). This novel notion of non-arbitrage is weaker than the classical non-
arbitrage concepts which all coincide in discrete-time setting. Besides the AIP
concept, using the conditional essential supremum as their main mathematical
tool, the authors derived a backward equation/algorithm for calculating the
super-hedging price process P = (ﬁt)t:07___,T as follows

7/515 = ﬁt,t+1 (ﬁt+1), t=0,.,T—-1, and ﬁT =C. (1.1)
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Here 73t,t+1(-) is the one-period super-hedging pricing operator for the period
t, which can also be seen as the concave envelop of the payoff relatively to the
convex envelop of the conditional support. The conditional essential supremum
notion was introduced in [2], [23] and developed in [15], [1], [6], [24] and the
references therein to cite a few.

What are our achievements? In this informational setting, generated by
the random horizon 7, we describe explicitly the expansion of the set of super-
hedging prices for various vulnerable claims. This expansion is quantified using
processes under F and/or super-hedging prices of models under the flow F. Be-
sides, this shows how 7 affect the valuation process, which is an important step
towards addressing Immediate-Profit arbitrage for the stopped model (57, G).
Precisely, we connect one-to-one the G-Immediate-Profit arbitrage for the lat-
ter model to the Immediate-Profit arbitrage for (7,(5),F, @), where 7.(5) is a
transformed model of S and @ is a probability measure quantifying the corre-
lation risks generated by 7 and F. In this spirit, we show that the impact of 7
on classical arbitrage differs tremendously from its impact on immediate-profit
arbitrage. Our last achievement resides in determining the pricing formulas for
vulnerable claims, in different manners. On the one hand, we show that for any
vulnerable claim H®, there exists a unique pair (f(t,w,z), H') such that the
super-hedging price process of this claim coincide on ]0, 7] with the solution
of the following backward stochastic differential equations

Xt = ﬁt,t+1 <f(t + 1, Xt+1)>7 XT = HF) (12)

Here f(t,w,z) is an F-adapted functional intimately associated to the pay-
ment’s policy of the claim and 7, and it is not linear in z in general. This
extends the Carassus-Lepinette’s pricing formula (1.1) to more complex situ-
ation, and shows that (1.1) remains valid for a subclass of vulnerable options
only. On the other hand, we describe the dynamics of the super-hedging price
process of the vulnerable claim and single out precisely the various induced
informational risks. This latter decomposition formula is vital for risk manage-
ment in the extended markets, in particular for the securitization of mortality
and/or longevity risks in life insurance. All these aforementioned results rely
essentially on understanding how conditional essential supremum behave un-
der additional information and/or change of priors.

The paper has five sections including the current introductory section. The
second section presents the economical and mathematical model and gives
some preliminaries. The third section addresses the essential supremum under
change of probability and/or change of filtration. The fourth section discusses
the super-hedging prices’ set and the immediate-profit arbitrage, while the
fifth section derives the pricing formulas for various vulnerable claims.

2 The mathematical model and preliminaries

Throughout the paper, we suppose given a complete probability space (§2, G, P)
and a fixed investment horizon T' € (0, 00). On this space, we suppose given the
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pair (S,F). F := (F;)i=o,... 7 is a filtration, which represents the flow of infor-
mation available to all agents through time. S = (S¢)¢=o,... 7 is a d-dimensional
and F-adapted process with values in R¢ = [0,00)¢, and represents the (dis-
counted) prices of d-risky assets. Besides S, we suppose that there exists a
bond whose (discounted) price is By = 1. Throughout the paper, the triplet
(S, T, P) will be called the initial model. Throughout the paper, L°(E, H) de-
notes the set of random variables having values in E and are H-measurable,
for any set E and any sub-o-algebra #. When E = IR, we simply write L°(H),
while LY (H) denotes its subset of nonnegative random variables.

2.1 Random horizon and its parametrization

Besides the initial model, we consider an arbitrary random time 7, which
might not be seen via F when it occurs. Thus, in order to take into account
the occurrence of this random time, we consider the progressive enlargement
of F with 7, and this yields to a larger flow G given by

G:=(G)i=0,..7, G =FVo({r=r}: r=0,---,t), t=0,..,T.(2.1)

The agent endowed with the flow I can see the occurrence of 7 through the
pair (G, G) of two processes, called Azéma supermatingales, given by

Gi=P(r>t|F), G :=P(r>t|F), t=0,1,---,T. (2.2)

The following lemma is a direct consequence of [22, Lemma 4.6], see also [8,
(2.7)], and is useful throughout the paper.

Lemma 2.1 For any t € {1,...,T}, for any positive integer n, we have

LYR™, G )2y = LOR", Fioa) ey and LG ) (r2ny = LS (Fio1) 2y
The following lemma characterizes inequalities in G using inequalities in F.
Lemma 2.2 Lett € {1,....,T} and (X;, K;) € L°(F;) x L°(F;). Then we have:

(a) Xilgr—ty 2 Kiljr—yy P-a.s. iﬁXt1{§t>Gt} > Ktl{ét>Gt} P-a.s..

(b) th{-r>t} > Kt1{7—>t} P-a.s. iﬁth{Gt>U} > Ktl{Gt>0} P-a.s..
(C) th{TZt} > Ktl{TZt} P-a.s. iﬁ‘th{ét>O} > Ktl P-a.s..
(d) Xel{r>ey = Kel{riy P-a.s. iff Xil 5,50y = Kil K
P-a.s..

Proof Tt is clear that assertion (a) follows immediately due to (7 = t) C (G, >
G}), while assertion (b) is due to (7 > t) C (Gy > 0). Also, {r >t} C {G¢ > 0}
hence (c) holds. Thus the rest of the proof focuses on proving assertion (d). To
this end, we notice that X;lr;> > Kiljr—yy P-as. iff Xyl > Kilr—py
P-as. and X;I(;~4 > 0, P-a.s.. Thus, by combining these with assertions
(a) and (b), we conclude that XiI(;>¢ > Kilf,—py iff Xilpg,501 > 0 P-
a.s. and th{éth} > KtI{é,,>Gt} P.a.s.. Furthermore, it is 'easy to chec'k
that Xt[{c?‘th} > KtI{G‘th} and X¢l(g,>0y = 0 P-as. if and only if

{G¢>0}

{G>G=0 {G+>G;>0}

th{ét>0} > Ktl{épct:o} + K;rl{ét>(;t>o} P-a.s.. This completes the proof
of assertion (d), and ends the proof of the lemma.
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2.2 Super-hedging prices and Immediate-profit

In this subsection, we consider an arbitrary market model (X, H) defined on
(£2,G, P), where H is a filtration and X is an H-adapted process.

The following proposition states the existence of the conditional supremum and
infimum of any family of random variables, as shown in [23, Section 5.3.1].

Proposition 2.3 Let H C F be two sub o-algebras. For any family of random

variables I' C L°([—o0, 0], F), there exists a unique (up to a negligible set)

H-measurable random variable vz, € L°([—o0, 00],H) such that vy > v, for

all v € T, and if v3; € LO([—o0, 00|, H) is such that v}, > ~ for all v € I,

then 'y?l_[ > vy a.s.. We call vy the conditional supremum of I knowing H and

we denote it by esssup(I"). Similarly, we define ess?_;lnf(F) = —esssup (—1I).
H H

When H = G in the proposition above, we write esssup(I") = esssup(I"). Let
H

P4(P) be the set of all absolutely continuous probability measures w.r.t. P.

Lemma 2.4 Let H1 € Ha C G be sub-o-algebras and let I' C L°([—o0, 00], G)
be a family of random variables. Then the following properties hold.

esssup(I") <esssup(l’), and esssup(l’) = esssup (ess sup(f’)) . (2.3)
Ho Hi Ha Ha Ha

Lemma 2.5 If H C G is a sub-o-algebra and I' C L°((—o00,00],G), then

(essiup(F)>+ = ess:up(F+), and (ess;up(F)) o essHinf(F_) (2.4)

Proof Note that the first equality in (2.4) can easily be shown, and hence its

proof will be omitted. From esssup(I') > Y P-a.s. for any Y € I', we get
H

(ess sup(F)) <Y~ P-as., and hence (ess sup(F)) < essHinf(F*). Then
H H

remark that ess}_}nf(l“_) <Y~ yields YT —essinfy(I'") > Y+t — Y. Thus,

esssup(I't) —essinf(I"") > Y, and esssup(I'") — essinf(I'~) > esssup(l).
H H H H H

+
By the first equality in (2.4), esssup(I'") = <ess sup(F)) so we deduce that
H H
—essinf(I"™) > — <ess sup(F)) and, finally essinf(I'™) < (ess sup(F))
H H H H
Then the second equality in (2.4) follows, and the proof is complete.

This lemma can be extended easily to increasing and decreasing functions.

Recall that a self-financing portfolio process in discrete-time is a stochastic
process (Vi) satisfying AV, = V; — V,_1 = 6;,_1AX; for some 6, 1 €
LO(R4, H;_1). We denote by A == Ryu — Li(?—lu), t <u < T, the set of
all attainable claims at time u when starting a self-financing portfolio process
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from the zero initial endowment at time ¢. By definition, V;, € R:, if and
only if Vi = >0, 0-—1 AS, for some 0, € LR, H,.), r =1t,-- ,u—1.

For any payoff ¢ € LY(Hr), we associate the pair (P;(€), IT} (€)) of the set of
all super-hedging prices and the infimum price, for t = 0,1,...,T — 1, given by

Pi(&) = {p: € LR, Hy): pe+ Vir > €&, P-as. for V,r € Rir}),
Py(€) :=essinf(Py(¢)), t=0,1,...,T — 1.
Thus, it is easy to check that P;(0) = (— A7) N LO(Hy).

Definition 2.6 For a model (X,H := (H;)L_,), a probability @, two dates
t1,to such that 0 < t; < t5, and a payoff ¢ € L°(Hy,), we denote by ngt’zH’Q) &)
the set of all super-hedging prices at time ¢; of the payoff £. The infimum price

of £, denoted by Ptlxtgﬂ Q) (£) is given by

(2.5)

PtX Q) (5) ‘= ess inf”Pt(IXtiHI Q)(f) (2.6)

1,t2

When Q = P, we omit the probability in the notation, and write Pt(f,fﬂ) €)
and 7/5,5(1)’(52]1{) (&) instead.

Below, we recall, from [6], the mathematical definition of the AIP concept.

Definition 2.7 We say that the condition AIP holds at time ¢t < T — 1 if
AN LY (F;) = {0}. We say that AIP holds if it holds at any time ¢ < T — 1.

Similarly, as for the classical non-arbitrage condition in discrete-time, the AIP
concept can be checked step-by-step and in various manners. This is the aim
of the following proposition.

Proposition 2.8 Let H = (H;)i=o,.. 1 be a filtration, and X be an H-adapted
process. Then the following assertions are equivalent.

(a) The model (X,H) satisfies AIP.

(b) Fort e {1,..,T} and 0 € L°(R%, H,;_1), esssup(0AX;) >0 P-a.s..

t—1

(c) For any t € {1,..., T}, P9 (0) € LY (Hia).

(d) For any t € {1,...T}, P77 (0) =0, P-a.s..

Proof By [6, Proposition 2.11], a model (X, (H;)L,) satisfies AIP at time
t —1 > 0 if and only if, 0 belongs to the closed convex hull of D;_; =
suppy,_, (AX¢), the random conditional support of AX;. By the Hahn-Banach
separation theorem for convex sets, this is equivalent to the property that
op, ,(z) >0, for all z € R?, a.s.(w), where op, () =sup,cp, ,(—xz). Note
that, by [15, Theorem 3.4], op, ,(x) = esssup(—xAX;). Therefore, a model
(X, (H¢)L,) satisfies AIP at time t—1 > 0 iff esssup(—zAX;) > 0 for z € R4,
He-1
a.s.. Hence, we get esssup(f;_1 AX;) > 0 for §;_; € LO(R?4, H;_;). Indeed, the
He-1
inequality esssup(f;—1 AX;) > 0 is immediate by the previous reasoning if ATP

He—1



Super-hedging prices under random horizon 7

holds. Reciprocally, if esssup(6;_1AX;) > 0 for 6,1 € L°(R% H;_1), then
He-1

esssup(—zAX;) > 0 for all z € R?, a.s.. To see it, we argue by contradiction
Hi—1

and, by a measurable selection, it is possible to get esssup(f;_1 AX;) < 0 on
Hi-1

a non null set, for some 6; 1 € L°(R% H;_,), i.e. a contradiction. This ends
the proof of the proposition.

3 Essential supremum under change of priors or information

Herein, we derive novel properties on conditional essential supremum, which
are very useful throughout the paper. In fact, we investigate how the condi-
tional essential supremum behaves under a change of probability and change of
information (filtration). To this end, we start with the easy but crucial lemma,
which conveys that conditional essential supremum or infinimum of indicators
is always an indicator.

Lemma 3.1 Let H1 C H be two sub-c-algebras, and H € H. Then the fol-
lowing assertions hold.
(a) There exists Hy € Hy satisfying

es%llnf(IH) = IHl = I{esiilnf(lH)>0} = I{eS%ilnf(lH):lh P—G.S,, (31)
and it is the largest Hi-measurable set contained in H.
(b) There exists Hy € Hy such that

€88 Sup(IH) = IH2 = I{esssup(lH):l} = I{esssup(ly)>0}7 P-a.s., (32)
Ha Hi Hi

and it is the smallest H1-measurable set containing H.

Proof Remark that assertion (a) follows immediately from assertion (b) ap-

plied to H := 2\ H € H, and the easy fact that esssup(ly) =1 — es%inf(fﬁ).
H1 1
Thus, the rest of this proof focuses on assertion (b). To this end, we put

H, = {esssup(IH) = 1},
Hy

which belongs to H;. In virtue of the definition of conditional essential supre-

mum, we always have esssupy,, (/) > Iy P-a.s., and hence Iy < Iy,, P-a.s..

Therefore, we get

esssup(Ig) < Iy,, P-as..
Hi

As a result of this, we obtain

{esssup(Igy) > 0} = {esssup({y) =1} = Hy, P-as.,
Ha Ha

and (3.2) follows immediately. This ends the proof of the lemma.
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Theorem 3.2 Let H;, i = 1,2 be two sub-o-algebras of G such that Hy C Ha,
and Z € Ly (Hs) with E[Z] = 1, and put

Z"M =E[Z|M] and Q:=2ZP.

Consider I' C L°(Hs), and denote by

79 = esstup(F) and 7 := esssup(I'I{z0y). (3.3)
Ha Ha

Then the following assertions hold.
(a) If X € LY. (H2) and Y := E [X ‘ Hl} , then P-a.s. we have

eS§7LLSUP(I{X>0}) = Iy>oy, and essinf(lix0p) = Lipeesopmn =1y

. (3.4)
GSZSUP(I{X:O}) = Itp(x=0/#,)>0}, and esillnf(l{xzo}) = Ifv=0}-
1
(b) We always have
7>3% Q-a.s. and Iip(z=op1)>0y7 = 0 P-a.s.. (3.5)

(c) We have 739 =7, Q-a.s. on (2 > 0) (i.e. ﬁQI{:/QZO} =VIze>0) Q-a.s.).
(d) If we denote I't :={~T : v € I'}, then we get

(79" = essBup(I*) = ()", Q-as. (3.6)
Hi
(e) On (P(Z =0| H1) =0), we have

79 =5 =esssup(I') P-a.s..
Ha

(f) If 79 > 0 Q-a.s., then 5 > 0 P-a.s.. Furthermore, we have
(ﬁQ > O) =(>0) Q-as and esssup(I'l{z—py) >0 Q-a.s.. (3.7)
Hi

In particular, Y% > 0 Q-a.s. if and only if ¥ > 0 Q-a.s..
(g) For P-almost surely, we have

(39<3) =(G°<0)n(P(Z=0H)>0)=(°<0<7), (38

and
(7 <0) = (P(Z = 0H)) = 0) N(GFE2 <0). (3.9)

It worths mentioning that similar results for essential infimum can be obtained
easily. In fact, thanks to the fact that ess inf(=I') = —esssup(") for any
1 H1

I' C L°(H>), the following corollary can be easily proved.
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Corollary 3.3 Consider the notations of Theorem 3.2. Then the following
assertions hold.
(a) Suppose I' C L°(Hz, P). Then we have

Q
inf(I'1 <essinf(I), P-a.s. (Z”l )
ess in (I'liz>0y) < ess in (I a.s. on >0

(3.10)
essinf(Il(7-0) <0 P-a.s. on (P (Z=0#:)>0).
1
Q
(b) If I' C L°(Haz, P) and es%inf(F) <0 Q-a.s., then
1
Q
es%inf(f') = es%inf(FI{Zw}) P-a.s. on (Z7 >0). (3.11)
1 1

Q
(c) If es%inf(F) <0 Q-a.s., then es%inf(FI{Z>0}) <0 P-a.s..

The last two assertions in Theorem 3.2 clearly describes how the sign of 79 is
related to the sign of 4. This fact is very important, as the sign of conditional
essential supremum plays a crucial role in arbitrage. In fact, the equality (3.8)
conveys that the two essential supremums, 79 and 7, have different signs if and
only if they do not coincide. However, the two essential supremums coincide
when they have same sign, see (3.9) and assertion (c).

The converse of the first statement in assertion (f) is not true in general. In
the following, we illustrate an example to support this claim.

Ezample 3.4 Consider @ such that P(Z = 0 < Z™1) > 0, and for some
€ € (0,00) put I' := {76[{13(2:0 \H1)>0}}' Then direct calculations yield

QSZSUP(FI{ZN}) = —el{p(z=0 |H1)>0}GS§{ilnf(I{z>o})
1
= _GI{P(Z:O‘H1)>O}I{P(Z>O |[H1)=1} = 0, P—a.s.,

Q
GSS;ASUP(F) = —€el{p(z=0 |H1)>0}>
1
and Q(P(Z = 0 [H1) > 0) = E[Z"'1{p(z=0 |31)>01] > 0 by assumption.
Therefore, for this choice of I, these latter statements prove that we have
esssup(l'I{z0}) > 0 P-a.s. and Q (ess%up(F) < 0) > 0. Similar conclusion
7‘[1 Hl
holds for I' := {—EI{P(Z:O [#.)>0} T €l{p(z=0 |~H1):O}}.

Proof of Theorem 3.2. On the one hand, by combining assertions (f) and (d),
we deduce that 79 = 7 @Q-a.s. as soon as 79 > 0 Q-a.s.. On the other hand,
in order to prove assertion (c), we apply the latter claim to I'" := I'I{5e>0y,
which satisfies ess%up(F’) = (39)*F > 0 Q-a.s., and get

Ha
(~Q

Q ~
9T =essSup(I”) = esssup(I"I1z50y) = Y5050, Q-as..

H1 Ha
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This ends the proof of assertion (c), and the rest of this proof focuses on
assertions (a), (b), (d), (e), (f) and (g) in three parts.

Part 1. Hereto we prove assertion (a). Let X € L9 (H2), put X, := min(n, X)
and Y,, := E[Xn|7{1], and remark that both X,, and Y,, increase to X and Y
respectively, and

(Xp,>0)=(X>0) and (V,>0)=(Y>0), n>1

Thus, it is enough to prove the assertion for bounded X € Lg_(?—lg), and
without loss of generality we assume that ||X||cc = 1. On the one hand, it is
clear that we always have (Y = 0) C (X = 0), or equivalently Iy x~0} < I{y>o}
P-a.s., which yields

GSZSUP([{XM}) < Iiysoy, P-as. (3.12)
1

On the other hand, we have X = XI;x-0y < I{xs0y < esssup(I{x>o}) P-a.s.,

Hi
and hence by taking conditional expectation, we get Y < esssup(I{xso}), P-
Hi
a.s.. This clearly implies that {Y > 0} C {esssup(/{x>03) > 0}, and by
Ha

combining this with Lemma 3.1-(b), we deduce that

I{Y>O} < I{esi‘sup(l{x>g})>0} = eSiSU‘p(I{X>0})'
1 1

Therefore, by combining this latter inequality with (3.12), the first equality in
(3.4) follows immediately, while the fourth equality is a direct consequence of
the first equality and

esitllnf(f{xzo}) =1- esitslup(f{xw}).

Similarly, remark that the second equality in (3.4) is a direct consequence of
the third equality. To prove the third equality, we remark that

I{X:O} < I{csssup(I{Xzo})>O} = €es8 Sup(I{X:O}) P-as..
Hi Ha
Then by taking conditional expectations on both sides, we get
P(X = O|H1) < I{esi‘sup(l{xzo})>0}~

1

On the one hand, this clearly yields

(P(X =0/H1)>0) C (ess sup([{x—o}) > O) . (3.13)

Hi

On the other hand, due to the easy fact that (X = 0) C (P(X = 0|H1) > 0),
which is equivalent to I{x—oy < I{p(x=02,)>0} P-a.s., we get

GSZSUP(I{X:O}) < Iip(x=ojm1)>0y P—as..
1
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Thus, by combining this last inequality with (3.13) and again Lemma 3.1, the
third equality in (3.4) follows immediately. This proves assertion (a).

Part 2. This part proves assertions (b) and (d). To this end, we consider
I' C L°(H2), @ < P with density Z := dQ/dP, and Z™ := E[Z|H;]. Then
it is clear that

esssup(I'I{z>01) > vI{z>0y P-as., Vyel.
Hi

This is equivalent to
¥=>v Q-as., foranyyel, and Ijz_p7>0 P-as. (3.14)

Hence, on the one hand, the first inequality above yields the first inequality in
(3.5) (i.e. ¥ > 59 Q-a.s.). On the other hand, the second inequality in (3.14)
is equivalent to Iy7z—gy < Ij5>0y P-a.s.. Then by taking conditional essential
supremum and using assertion (a), the second inequality in (3.5) follows. This
ends the proof of assertion (b). To prove assertion (d), on the one hand, we
notice that the first equality in (3.6) is due to Lemma 2.5. On the other hand,
we suppose that 7 > 0 P-a.s. and thanks to assertion (b) (see (3.5)) we get

I{Z’Hl >0}:}7 Z (aQ)J’_I{Z’Hl >O}? P-a.S.. (3.15)

Furthermore, thanks to assertion (a), the definition of essential supremum,
and Lemma 2.5, we get for any v € I,

Iizmisoy(F9)T = ess sup Iz} ()Y) 2 v Iiz50y =2 V(250 P-as..
1
Hence, by taking conditional essential supremum, we obtain

Lz (@) > eSb;{SHp(FI{zm}) 2 Iignisoyy, P-as.
1

Therefore, by combining this latter inequality with (3.15), (3.6) holds under
the assumption ¥ > 0 P-a.s.. To prove (3.6) in general, we put I := I'I {550}
and derive

~ Q ~
esisup(F'I{Zw}) =" >0 and eSiSuP(F/) =350}
1 1

Thus, in particular we have esssup(I"I;z0}) > 0 P-a.s., and hence we can
1

apply (3.6) to I and derive

~ ~ Q ~
(39 = () 0y = (essSup(I)" = esssup(I") = (M), Q-as.
1 1
The first equality follows from (9 > 0) C (¥ > 0) Q-a.s., which is due to
assertion (b). This proves assertion (d), and ends part 2.

Part 3. Herein, we prove assertions (e), (f) and (g). For assertion (e), we
use X 1= (P(Z = 0|H1) = 0) C (Z > 0) C (Z" > 0), and obtain yIx =
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esssup(l'Ixniz=o0}) = esssup(l’) and Igesstup(F) = Ixesssup(l"). Thus,
Hi Hi Hi 1
assertion (e) follows immediately from these equalities.

To prove assertion (f), we start by noticing that due to assertion (b), the
inequality 79 > 0 Q-a.s. implies that 5 > 0 Q-a.s., and this is equivalent to
5 > 0 P-as. on (Z"1 > 0). Furthermore, thanks to (Z*1 = 0) C (Z = 0)
P-as., it is clear that ¥ = 0 P-a.s. on (Z*1 = 0). Thus, we get ¥ > 0 P-a.s.,
and the first claim in assertion (f) is proved.

It is obvious that the first property in (3.7) follows immediately from (3.6). To
prove the second property in (3.7), we use esi[sup(FI{Z —0}) = vl{z=0y P-as.

for any v € I', and hence we get ess sup(FI{Z 0}) > 0 Q-a.e.. This proves the

third claim in assertion (f), and completes the proof of assertion (f).

To prove assertion (g), we derive (7 < 0) C (P(Z = 0/H1) = 0)N (7% < 0)
due to assertion (b), while (P(Z = 0|H;) = 0) N (79 < 0) C (¥ < 0) follows
immediately from assertion (e). This proves (3.9).

Remark that (79 < 7) € (39 < 0), in virtue of assertion (c), and due to
assertion (e) we have (3¢ < 7) C (P(Z = 0|H1) > 0). Thus, by combining
these latter two remarks and the second property of assertion (b), we obtain

(F? <P cF?<0)N(P(Z=0H1)>0)Cc (F? <0)N(F20) c (3 <7).

This proves (3.8) and ends the proof of assertion (g). Hence, the proof of the
theorem is complete.

Corollary 3.5 For anyt € {0,1,...,T}, the following equalities hold.

eSSfStUp(I{th}) =Ig,5p and esg__itnf( r>t) = L, -1y (3.16)
esssup(lr>¢) = I{g,>03, and ess}_inf(IT>t) =Iia,=1y (3.17)
Fi

es;,sup(I{G >0}) = Iig,_, >0y, and eg__smf( (Gom }) =Ila,_ =1y (3.18)

esfstslllp(f{fzt}) = I, ,>0}, and G;S:illlf(l{rzt}) =La, ,=13- (3.19)
Proof 1) By considering X = 1¢.>4 (respectively X = 1¢54), Ha = G,
Hi = F and Y = E[X|F] = G, (respectively Y = Gy), we conclude that
both (3.16) and (3.17) follow from Theorem 3.2-(a).

2) By considering X = Gy, Hy = Fy, H1 = Fi—1 and Y = E[X|F_1] = Go_1,
we deduce that (3.18) follows immediately from Theorem 3.2-(a).

3) Thanks to Lemma 2.4 and both (3.16) and (3.18), we derive

esssup(fyr>4) = es}g sup (ess;up(l{7>t})) = es]§ sup(l{@t>0}) =Iig, ,>0}-
t—1 t—1 t—1

This proves the first equality in (3.19), while the second equality follows from
similar reasoning. This ends the proof of the corollary.
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The following lemma, which is borrowed from Choulli/Deng[7], plays a central
role in the rest of the paper.

Lemma 3.6 The following assertions hold.
(a) For any t € {1,...,T}, we have

(P(ét > 0| Fi_y) > o) = (Gy_1 >0), P-as. (3.20)
(b) The process Z¥ = (Zf)i—o.... 7, defined by Z§ =1 and
: 11G,50)
ZF = — &2 LT o |, t=1,..T, 3.21
! 1;[1 <P(GS S01F) O °}> (321

is an F-martingale, and hence @ = Z?P is a well defined probability measure.

Corollary 3.7 Let I} be a family of Fi-measurable random variables, @ be
the probability measure defined in Lemma 3.6, and

20 e 5, :

V= es]is_lllp(l}) and = es]is_wtllp(ljtl{cpo}). (3.22)
Then the following assertions hold.
(@) If Iig, ,~0}3% > 0 P-a.s., then % > 0 P-a.s., and

LG, ,>0y3° =51, P -as. (3.23)
(b) If % > 0 P-a.s., then we have

(5? < o) N (Gir > 0) C (P(@t —0< G 1|Fir) > o) . P-as.

Proof To prove assertion (a), we apply Theorem 3.2-(c) to (I, Q, H1,Hza) =
(Iia,i>01 14, Q, Fio1, Ft), Q@ = Z{ - P on F;, and we derive

Q
es}g sup(Iig, >0y l1) = es}§sup(I{Gt71>0}FtI{Zf>o}) P-as.on (Zf_, >0).
t—1 t—1

As (ZF > 0) N (Gy_1 > 0) = (G > 0), we deduce that (3.23) holds on the set
(Z{_1 > 0). Due to (Z;_; > 0) N (G4—1 > 0) = (G4—1 > 0), we conclude that
(ZF | =0) C (G¢—1 = 0). Thus, the two sides of (3.23) vanish on (Z]_; = 0),
and the conclusion follows. Note that the first statement of (a) is immediate
from (3.23), and the proof of assertion (a) is complete.

To prove assertion (b), we suppose that 7; > 0 P-a.s., and we apply Theorem
3.2-(g) to the (I, Q, H1,Ha) = (I, @, Fi—1,Fi) afterwards. As a result, we get

(%@ < 0) C (P(Z =0|F1) >0).

Therefore, assertion (b) follows immediately from combining this latter inclu-
sion with (3.20) and (G;—; > 0) N (ZF =0) = (G; =0 < G¢_1), which can be
easily proved. This ends the proof of the corollary.
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In the remaining part of this subsection, we elaborate the relationship between
G-conditional essential supremum and the F-conditional essential supremum.

Theorem 3.8 If I' C L°(Gr), then the following assertions hold.
(a) For any t < T, we have P-a.s.

esssup(I'I(;>¢) < esssup(I'I{;>4), and Ijg, ,<1yesssup(I'Ii;>4y) > 0.
t—1 B Fir—1 B Fi—1 B

(3.24)

(b) Lett <T and Xy := (ess sup(I'l{;>¢)) > 0). Then P-a.s. we get

t—1

esssup(I'I(;>¢)) = I{th}es; sup(I'{r>¢}), on X,

t—1 t—1

(3.25)
I{thlzl}es;sup(FI{TZt}) = I{thlzl}esgs sup(I'{r>¢), on 2\ X,

t—1 t—1
(¢) If I C LY(Gr) P-a.s. and t < T, then P-a.s. on (T >t) we have

esssup ([ I(;>¢)) = esssup(['I{;>¢}),
F

Gi_1 t—1

(3.26)
I{th}ezs inf(I") = I{;>4esssup (ess inf(FI{T>t})> .
t—1 t—1 t—1

(d) For anyt <T, P-a.s. we have

I{th}esgs sup(I') = I{th}esﬁ Sup(F""I{TZt}) + I{Gt_lzl}es}g sup(—I"" I{r>4y)

t—1 t—1 t—1

— I{"'Zt}I{Gt—l<1}e?’7§ sup (ess inf(FI{th})) .
t—1 t—1
(3.27)

The theorem clearly singles out fully the relationship between essential supre-
mum under G and that under F. In fact, in (3.24) the theorem states that
F-essential supremum is nonnegative on the set (G;—1 < 1), while it is always
an upper bound for G-essential supremum. Thus, we conclude that P-a.s. on
(Geor <1)N (esgs sup(YI¢;>4) < 0) we have

t—1

esssup(Yl;>4) < 0 < Irsppesssup(Yiirsgy).
.7_-

Gi 1 t—1

Proof of Theorem 3.8. The proof of the theorem is divided into four parts,
where we prove the four assertions respectively.

Part 1. Hereto, we prove assertion (a). To this end, we first consider the case
where I' = {Y'} is a singleton. We use the definition of essential supremum,
and deduce that es}g sup(Y1(;>4) € LY(Fi—1) € L°(Gi—1) and

t—1

esssup(Yl;>4) > Y5y, P-as.
Fi—1 N n
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Thus, the first inequality in (3.24) follows immediately from the above in-

equality and the definition of essential supremum again. To prove the sec-

ond inequality in (3.24), we combine its first inequality with the fact that

esssup(Y I;>y) = Ir>pesssup(Y) and get Iy, opyesssup(Y i >y) > 0, P-
t—1

t—1 t—1 —

a.s.. This is equivalent to I <4 < Ifegs sup(YI(r54))>0}> P-a.s.. Then by taking
Fi—1 -
conditional expectation on both sides of the latter inequality, we derive

1- Gt—l < I{esssup(YI{.,.>t})2O}a P-as..
Fi—1 -

Therefore, the second inequality in (3.24) is a direct consequence of this in-
equality. This proves (3.24). For the general case, it suffices to observe that

esssup(I'I{;>4) = esssupesssup(Y ;>4 ) to obtain the same inequalities.
Fi-1 N Yel' Fioa B

This ends the proof of assertion (a).
2) This part gives the proof of assertion (b). Thanks to Lemma 2.1 when n = 1,
we deduce the existence of ;1 € L%(F;_1) such that

esssup(I'l;>4) = l{th}esgs sup(I") = 1¢r>nve—1, P-as. (3.28)

t—1 t—1

As a result, we get (esssup({'l{;>¢)) > 0) = (7 > )N (p—1 =2 0) U (T < 1),
Gi—1 B

and hence the first equality in (3.25) is equivalent to prove the equality on
(1 > t) N (y:—1 > 0) P-a.s. instead. Indeed, the equality is trivial on the set
(7 < t). To this end, we combine (3.28), the tower property of Lemma 2.4,
and Corollary 3.5 and conclude that P-a.s. on (7,1 > 0) we have

esssupz,  (I'l{;>¢)) = esssupz, | (esgssup(FI{TZt})> =%-11{q,_,>0}-
t—1

Then by multiplying both sides with I{;>¢y, and using (7 > t) C (Gi—1 > 0)
afterwards, we obtain the first equality in (3.25). To prove the second equality
in (3.25), we notice that in virtue of (3.28), we have

(esgs sup(I';>43) <0) = (7 > t) N (-1 <0), and (Gy—1 =1) C (7 > 1).

Hence, the second equality in (3.25) reduces

esssup(I'I(;>4)) = esssup(I'I(;>4}), P-a.s. on (1,21 <0)N(Gyo1 = 1).
Fi g

t—1 t—1

Taking the essential supremum knowing F;_; on both sides of (3.28), we
deduce by Corollary 3.5 that P-a.s. on (v;—1 < 0) we have

esssup(['l;>4) = Y1088 inf (I{th}) =Y-1l{Gg,_,=1}- (3.29)
t—1

t—1

Asesssup(I'li;>4y) = Vi—1l{r>4y and I > Iy, =1} = I{G,_,=1}, the second
t—1

equality in (3.25) is a direct consequence of (3.29). This ends the proof of
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assertion (b).

3) Herein, we prove assertion (c). To this end we suppose that I" C LY (Gr),
and remark that esgssup(FI{TZt}) > ezsilllf(FI{TZt}) > 0 P-a.s.. Then, in

t—1 t=
virtue of assertion (b), the first equality in (3.26) follows immediately from
the first equality in (3.25), while the second equality of (3.26) is also a direct
consequence of the first equality of (3.25) applied to egs inf(I'I{;>4) instead
t—1

of I'. This completes the proof of assertion (c).
4) This part deals with assertion (d). Thanks to Lemma 2.5, we derive

Irsryesssup(I) = Lz (esssup(D))* — I (esssup(D)~

t—1 t—1 t—1

= Irsppesssup(I) + Iy>qpesssup(—17)
t—1

t—1 -

= ess sup(F"‘I{TZt}) + Itg, ,—1yesssup(—1"" Ij;>43)

gt,—l t—1

_ I{G‘_1<1}GES lnf(F_I{.,—Zf})
t—1

Thus, by combining this latter equality with assertions (b) and (c), assertion
(d) follows immediately. This ends the proof of theorem.

The second equality in (3.26) and its proof convey the following interesting
identity.

Corollary 3.9 For anyt € {1,..,T} and any Y € LY (Gi—1), we have

Yisey = I{TZt}es}§sup(YI{T2t}), P—as.. (3.30)
t—1

Or equivalently
E Y5y |[Fioa] = Gt_leSﬁsup(YI{TZt}), P-as.. (3.31)

t—1
This corollary gives more insight about the second equality in Lemma 2.1, us-
ing essential supremum instead of conditional expectation, for any nonnegative
random variable.

4 Super-hedging prices’ set and Immediate-Profit arbitrage

In this section we will address the pricing method adopted in Carassus-Lepinette
[6] for vulnerable claims. We call vulnerable claims, any claim H that involves
the occurrence random time 7 somehow, and hence it is a Gr-measurable ran-
dom variable and is characterized by a pair of F-adapted processes (C, R). Here
C is the payoff process of the claim and R is the recovery process, while the
binding relationship between (C, R) and H is dictated by the recovery policy.
The rest of this section is divided into two subsections. The first subsection
discusses the pricing set of one-step super-hedging prices for vulnerable claims,
while the second subsection elaborates the IP arbitrage results.
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4.1 Super-hedging prices’ sets for vulnerable claims

Throughout the rest of the paper, we consider (S,F) and (§ ,IF) given by

S:=50+) I opAS §:=5+ lc, 5045,
s=1 s=1 (4.1)
ASyi=8,— 8,1, s=1,..T, Y =0.

Furthermore, it is easy to see that S; := SO+ZS 1 {G >0}A§s. The following
theorem constitutes our main result of this subsection, and it explains how the
set of super-hedging prices for various vulnerable claims ezpands under the
effect of the randomness borne in 7.

Theorem 4.1 Lett € {1,..,T}, £ € L°(G;), (9s)s=o.... 7 and (Ks)s—o.... T be
two F-adapted processes, and consider the triplet (g, k), Kj(g)) given by
9 =09, K) = 9lia_geoy + Kl aoy + max(g, K)(g. g0y (4.2)
9 :=£(g,0), k() = k(0,K), 7g:= gl{é>0} = k(g,9g).
Then the following assertions hold.
(a) If &€ = gil{r>¢}, then we have
57.G
)
SF) ~
=LY (Gr-1){r<i—1y + U 7’15(71,2(9% +0la,—ocg, i (4.3)
6EL0(]:f 1)
LY (Gr1)(r<t—1y + P 1 t (gt)f{f>t}
(b) If £ = g¢l{7>4y, then we have
57,G)
PELEE) = LY (G- Trsi1y
S F 4.4
= U Pt(— 2(9t + 51{@ —0<Gy_ })I{rzt} = Pt( 1 tQ)(gt)I{r>t}' (44)
S€LO(Fi1)
(c) If § = K l{7<yy, then
Pt 14 (ft) K Ici1y — L9(Go1) r<i1y
SF), (0
= U PENG" + 0l ocq, ) ieon (4.5)

0+ ELO(Fr—1)

= PS5 .
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(d) If € = gel {751y + Krlr<yy, then

Pt(if)(f) — K Igrci1y — LS (Geo1)  (r i1y

S, F I
= U 7’5_1,2(%9) +olig,—0ca,_ )=t (4.6)
5t€L0(]'_t71)

SF.Q
=P (N sy

No matter what is the vulnerable claim, Theorem 4.1 shows that this ex-
pansion after 7, i.e. on the set (7 < t), consists of adding arbitrary nonnegative
price, and hence this will have no effect when taking the infinimum. However,
for the part before or at 7, i.e. on the set (7 > ¢), and again no matter what the
vulnerable claim considered, the expansion mechanism of the super-hedging
prices’ set is obtained, by expanding the set of claims intrinsic to the inter-
play between F and 7 described by the pair (G, G). Besides this expansion of
claims due to the correlation risks generated by 7, we describe precisely the F-
risks which the vulnerable claim entails, and how the set of prices are related.
This precise relationship, of quantifying F-risks for the vulnerable claims, is
established using the two F-models (S, F, P) and (S,F, Q).

Proof of Theorem 4.1. The proof of the theorem is divided into three parts,
where we prove assertions (a)-(b), (¢) and (d) respectively.
Part 1: Herein, we prove assertions (a) and (b). On the one hand, 2% ; belongs

to Pt(f;f’) (€) if and only if there exists 6 ; € L°(IR?,G,_1) such that
af 407 AS] > g5y, P-as, (4.7)
or equivalently
I{Tgt,l}x?_l >0, and lr>q (X?_l + QF_IASt) > gilirsey P-as. (4.8)

On the other hand, in virtue of Lemma 2.1, there exists (zf_;,6 ;) which
belongs to LO(F;_1) x L°(IR?, F;_,) satisfying

(x]:thlv egFfl)I{TZt} = (x(Ele effl)I{TZt}'

Therefore, by inserting the above equality in (4.8), we deduce that ¥ ; belongs
to ”PS;:;G) (&) iff there exists (xf ,,6F ) € LO(F,_1) x LO(RY, F,_1) such that

I{Tgtq}xﬁl >0, P-as I;_p (J;]ill + HfflASt) >0 P-as.,

(4.9)
and I{T>t} (XItF_l + HE‘_lASt) > gtI{T>t} P-a.s..

Thanks to Lemma 2.2, the last two equalities above are equivalent to
(Gy— Gy) (25 + 605 1 AS,) >0, and Gy (25, + 67, AS}) > g,Gy. (4.10)
Clearly, these can be rewritten into the following equivalent form of

.’L'%Fil + HfflAgt Z gtl{ét:Gt>0} =+ gj[{ét>Gt>0} + (St*ll{ét:O}’ (411)
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for some 0; 1 € L°(F;_1). Hence, we conclude that =¥ | € Pt(f;’f’) (&) if and
only if there exists an JF;_j-measurable triplet (zf |, 67 | §;_1) such that

Ircenyaf s 20, Izgaiy = Iz
F F < +
T+ 0145 > gl iz _g,s0y 90 Lig s a0y T 0-11G, gy (£12)

Or equivalently there exists (z} ;,0; 1) € Pt(?fz (€F) x LO(F,_1) such that

I{Tgt,l}xﬁl >0, and I{TZt}x(tGLl = I{,,_Zt}Xlgil, where &F =g +6t*11{(~}c:0}'

(4.13)
Therefore, the first equality in (4.3) follows immediately. To prove the second
equality, we combine (4.9), Lemma 2.2 again, (7 > t) C (Gy;—1 > 0) and the
fact that Q(G; = 0 < G4_1) = 0, and conclude that 2& | € ”Pt(if) (€) iff there
exists (2f |, 0F |) € LO(F,_1) x LO(RY, F,_,) such that

I{Tgt,l}xﬁl >0 P-as., I{,,Zt}xﬁl = I{'th}mElla P-a.s.,
and zf |+ 60 |AS, >Gi, Q-as..
This proves the second equality and ends the proof of assertion (a). The proof

of assertion (b) mimics exactly the proof of assertion (a) and will be omitted.
Part 2: Here we prove assertion (c). Suppose that & = K l{;<;;. Then

2% e PETP(&) if and only if there exists 6F | € LO(R? G, 1) such that
o+ 0F JAS] > K:l{,<4. Again thanks to Lemma 2.1, we deduce the
existence of a pair (zF_|,0F ) € LO(F;_1) x L°(R?, F,_1) such that

T oy = @ ey, and 67 Ipsg =6 Isy.
Hence, we deduce that 2% | € Pt(if’ )(&) is equivalent to

(‘KE(ELI + eg;flASt)I{TZt} = (375‘71 + QQF,lAgt) 1{.,-215} > Ktl{T:t},

and 2% 1 > K. 1 (4.14)
t—1+{r<t—1} = Drl{rt—-1}-

Thus, on the one hand, the second inequality in (4.14) is equivalent to
2 ey — Krlpr<io1y € LY(Gi1) I {r<i—1y- (4.15)

On the other hand, in virtue of Lemma 2.2, the first inequality in (4.14) is

equivalent to xf_; +0f_; AS; > ngo) +af T (Gu=0}> OF equivalently

SF.P), (0
Ty € U Pt(—l,t )<“£ T+ 51%;1[{@:0})
04— 1€LO(Fr_1)

Therefore, by combining this last fact with (4.15) and (4.14), the first equality
in (4.5) follows immediately, while the proof for the second equality mimics
the proof of the second equality in assertion (a) (see part 1). This ends the
proof of assertion (c).
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Part 3. Hereto, we prove assertion (d). Thus, consider £ = g¢ I~ +K7 I{r<q}-
Then 2¥ , € ’Pts -G (€) iff there exists 6% ; € LO(R?, G;_1) such that

x?_l + 9?_1AS£F > gt.[{7.>t} + KTl{Tgt} P-as.. (4.16)

On the one hand, due to Lemma 2.1, there exists a pair (z_;,60f_;), which
belongs to L(F;_1) x LO(IR?, F,_1) and satisfies

(m?—u 9?—1)1{72” = (fU?—lv ef—l)I{TZt}'

By inserting these in (4.16), we conclude that ¥ , € P(S /) (&) it P-as.

$;5G71[{7St,1} Z KTI{TStfl} and ($t71+9t71ASt)I{¢2t} Z gtI{T>t}+K7'1{T§t}'
Or equivalently P-a.s. we have

af Irci1y = Kelgraioy, (@) + 0] AS) oy > Kyl

v P (4.17)
and (z;_; + 0, 1 ASt) (>4} > gilirssy-
Thanks to Lemma 2.2-(a)-(b), this equivalent to P-a.s.
af Ip<i1y > Kolpeoay, (200 + 0, 1 AS) G, 501 > 9il(G,>0} (4.18)

and (x;_, + 91571A§t)1{€;t>(;t} > Kilyg say

Furthermore, it is easy to check that the two last inequalities above are equiv-
alent to (z{_y +0;_1AS¢) Iz, 0y > 559)1{@90} P-a.s.,or equivalently

S, F
i1 € U Pt(q,z(’fgg) + 0l iG,—oy)-
S+ €LO(Fr—1)

By combining all these facts, the first equality in (4.6) follows, while the proof
of the second equality mimics exactly the proof of the second equality of as-
sertion (a). This proves assertion (d), and ends the proof of theorem.

4.2 The Immediate-Profit arbitrage under random horizon

This section analyzes the impact of random horizon on the absence-of-immediate-
profit arbitrage (called AIP hereafter), in many aspects.

The following theorem is our first main result of this subsection, and it
fully charaterizes the AIP for the model (S7,G, P) using the model (S, F, Q).

Theorem 4.2 Let (S,F, P) and (§, F,@) be the models given by (4.1) and
(3.21)-(4.1) respectively, and consider the following assertions.

(a) (S7,G, P) satisfies the AIP condition

(b) (S,F,Q) fulfills the AIP condition

(c) (S,F, P) satisfies the AIP condition.

Then (a) < (b) and (b) = (c).
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Proof of Theorem 4.2. The proof of the theorem will be given in two parts,
where we prove (a) <= (b) and (b) = (c) respectively.

Part 1. Hereto, we prove (a)<= (b). To this end, we suppose that assertion
(a) holds. Thus, in virtue of Proposition 2.8-(b), assertion (a) is equivalent to

PEVD0) C LY(Gior), te{l,.. T}
Thus, thanks to Theorem 4.1—(3), these inclusions imply that for ¢t € {1,...,T'},

,Pf,lﬂin)( )I{T >t} - Pt ( )I{‘r>t} + LS (gtfl)l{rgtq}

(57 G) o (4.19)
=P (0 )CL+(gt—1)-

Taking conditional expectation knowing F;_1, we get Pt(ff;Q)(O)Gt_l > 0.
Therefore, by combining these with P(SFQ)( 0)IiG,_,—0y C LY (Fi—1), we

deduce that PtSFQ)(O) C LY (F1) C Lg(ft,h@), and assertion (b) fol-
lows. This proves (a)== (b). To prove the reverse, we assume that assertion
(b) holds. In virtue of Proposition 2.8-(b), this assumption is equivalent to

’Pff;é) (0) C LY (Fi-1, Q). Then, thanks to Theorem 4.1, we derive

Pt(sl 2(0) = L8 1G] <1y + P FQ)(O)I{TZt}
+(gt—1)I{T§t—1} + L+(]:t—1)-[{7—2t} = Li(gt_l),

where the last equality is a consequence of Lemma 2.1. This ends part 1.
Part 2. This part proves (b) = (c). Thus, we suppose that assertion (b)
holds. Then, in virtue of Proposition 2.8-(c), this is equivalent to

ess%up(@Agt) >0, @—a.s., for any (t,0,_1) € {1,...,T} x L°(R%, F,_1).
Fi-1

We deduce that foless%up(Ht,lAgt) >0.As (ZF, > 0)N(Gy_1 > 0) =

t—1

(G¢—1 > 0), we get that 1, 1>0}ess sup(@t 1AS;) > 0 and Corollary 3.7-(a)

Fi—1

applies. Therefore, for any (t,0,_1) € {1,...,T} x L°(IR?, F;,_1), we obtain

esssup(0;_1AS;) = esssup(f;_1 AS I, ~ > 0.

Fi-1 ( ! t) Fi-1 ( ' ! {Gt>0})

Thus, assertion (b) follows from combining this inequality with Proposition
2.8-(¢). This ends the second part, and completes the proof of the theorem.

Theorem 4.2 gives a complete and full characterization of AIP for the stopped
model (S7,G) using the model (S,F, @), and shows that this is sufficient for
the AIP fulfillment of the model (S, F, P). However, in general and in contrast
to the classical non-arbitrage (called NA afterwards), the AIP of (S,F, P) does
not give enough information about the AIP for the stopped model. This shows
how the impact of 7 can deepen the difference between AIP and NA, which is
pointed out in [6, Section 2.4].
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Corollary 4.3 If the pair (S, 7) satisfies

P(LTJ ((ASt £0)N (G =0< Gt_l))) —0, (4.20)

t=1

then the three assertions of Theorem 4.2 are equivalent. More precisely,

(S,F,Q) fulfills AIP iff (S,F, P) fulfills AIP iff (S™,G, P) satisfies AIP.

Proof Thanks to Theorem 4.2, the proof of this corollary boils down to prove
that, under (4.20), the AIP of (S,F, P) implies the AIP of (S,F, Q). To this

end, note that AS; = I1g, >0 ASt = I1a,_, >0 AStI{as,+0}- By assumption,
Lic, >0y l{as, 20y = Lias,z011(G, 1>01L(G,~0y- Due to (G: > 0) € (Gi—1 >
0), we get AS; = I 5, ., AS; = ASy, ie. § = S. Thus, by combining this with

the fact that Q is equivalent to P on (G;_; > 0) which is due to (ZF:-1 >
0) N (Gi—1 > 0) = (Gy—1 > 0), we easily derive

esssup(f;_1 AS;) = ess sup(et,lAgt) = esstup(H,f,lAgt)7 P-a.s..

Fi—1 Fi—1 Fi—1

for any 6 € LO(IR?, F;_1). Therefore, the conclusion follows immediately from
these equalities.

Remark 4.4 (a) If the random time 7 satisfies

P(U{ét =0< Gt_1}> >0, (4.21)

t=1

then there exist models for S such that (S,F) satisfies AIP, while (S7,G)
violates it. In fact, consider

ASy =1z, geq, y — P(Gi=0< G| Fimr), t=1,..T,
and derive, by Theorem 3.2, the following

esssup(0AS;) = 07 P(Gy = 0 < Gy_1|Fi1) > 0, for any 6 € L°(F,_y),
Fi-1

ess%up(&Agt) = 79P(C~}’t =0< Gt_1|ft_1), ij—a.s.7 for any 6 € L°(F,_1),
Fi—1

esslgup(HASTt) = —QP(ét =0< thl‘ftfl>l{72t}7 P-a.s., for 0 € L0<gt,1).
gf,fl

Thus, it is clear that, the first inequality above proves that (S, F) fulfills AIP,
while the second and third equalities prove that both (S,F,Q) and (S7,G, P)

violate AIP respectively.
(b) Suppose that 7 satisfies (4.21), and consider the model for S given by
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AS; = Iig oy t € {1,...,T} and Sy = 1. Then (S,F) violates the AIP and
hence violates NA also, due to

s sup(0:-14S)) = 071 I p(G, —o17,_)>0) — Or11{Gia=0}-
t—1

Furthermore, we have S™ = Sy and hence (S7,G) fulfills ATP and NA.

(c) Suppose that 7 satisfies (4.21), and consider S given by AS; := I, —0<Gy 1}
t € {1,...,T} and Sy = 1. Therefore, one can check that (S, F) fulfills ATP and
violates NA. In fact, there exists no positive F-martingale Z such that

>0,

[ASt |]-"t 1} =0, and esssup(0AS;) =071

{P(G¢=0<Gy_1|Fi—1)>0}
Fi-a

for any 0 € LY (F,_1). However, we have ST = Sy and, as a consequence,
(87, G) fulfils NA and hence it satisfies AIP also.

Our second main theorem, of this subsection, describes the models of 7 for
which the AIP condition is unaffected after stopping.

Theorem 4.5 The following assertions are equivalent.

(a) For any (X, F, P) satisfying AIP, the model (X7,G, P) fulfills AIP.
(b) For any t € {1,...,T}, we have {Gy_1 = 0} = {G; = 0} P-a.s..

(c) The probability Q defined in (3.21) coincides with P, i.e. ZF = 1.

The proof of this theorem is based on the following simple but useful lemma.

Lemma 4.6 Consider any model (X, H := (H)i=o0,....7). Then the following
assertions hold.

(a) Suppose that X is H-predictable. Then (X, H) satisfies AIP if and only if
X is a constant process, i.e., Xy = X, P-a.s. foranyt=1,....T.

(b) (X,H) satisfies AIP zf and only if (¢« X, H) fulfills AIP for any H-
predictable and bounded process ), where X, := ZS 1 UsAX,, te{l,...,T}.

Proof 1) If X is a constant process, then it is clear that ’Pt(X’H)(O) = LY (Hy).
This implies that PL™(0) N LY (#,) = {0}, or equivalently AIP holds for
(X,H). To prove the reverse sense, we suppose 77( ’ )(O) N LY (H,) = {0},

and consider any ¢ € {1,..,7} and 0 € L%(H;_1). Therefore, by combining all
these properties, we derive

esssup(—0y1AX,) = 6,1 AX, € P 0) € LY (Hv).

Thus, as 0;_; is arbitrary, we conclude that 6, 1 AX; = 0 P-a.s., for any
0;—1 € LO(H;_1). This implies that AX; = 0 P-.a.s., and the proof of asser-
tion (a) is complete.

2) If (¢« X, H) fulfills AIP, for any H-predictable and bounded process v,
then by taking ¢ = 1 we deduce that (X — Xy, H) satisfies AIP or equiv-
alently (X,H) satisfies AIP. The reverse sense is a direct consequence from
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combining Proposition 2.8-(b) and the fact that, for any ¢ € {1,...,7} and any
H-predictable process 1, we have

essinf  esssup(6—1AX;) < essinf  esssu 1 AX), P-as..
0:—1€LO(He—1) Ht_1p( ! t) 01 1€LO(Hi—1) Ht_lp(@t & t)

This ends the proof of the lemma.

Proof of Theorem 4.5. The equivalence between assertion (b) and (c) can be
found in Choulli/Deng [7], and for the sake of completeness we reproduce it
here. Thus, remark that ZF = 1 -i.e. forany t € {1,...,T} we have Z}' /Z] | =1
P-a.s.— is equivalent to

I ~

{Gt>0}
_ G0 o P—as,
PG, > O F_y) (G

or equivalently,

L, w0y = P(Ge > 01 Fi 1), 50y = P(Gy > 0|Fi 1),  P-as..

Therefore, this is equivalent to {P(Gy > 0|F,_1) = 1} = {G, > 0}, while the
latter equality holds if and only if {G;—; > 0} = {G; > 0}. Hence, (b) <
(c) is proved, and the rest of this proof proves (b) <= (a).

Suppose that assertion (b) holds. Then we get (X,H, P) = ()?,H, P) and it
satisfies AIP for any model (X, H) satisfying AIP, see Lemma 4.6 (b). Thus,
in virtue of Theorem 4.2 , (X7, G) satisfies AIP. This proves the implication
(b) = (a). To prove the reverse, assume assertion (a) holds, and consider

Then it is clear that (X, F) satisfies NA and a fortiori AIP due to Carassus-
Lepinette [6]. Due to assertion (a), the AIP for (X7, G) follows, and due to
(1> s)N(Gy =0) =0, we get X™ = —3'_ | I,eny P(Gs = 0|F,_1) and
hence it is G-predictable. Thus, in virtue of Lemma 4.6-(a), we conclude that
X7 is a null process, or equivalently for any ¢ € {1,...,T}

I{th}P(ét = 0’./—'.25,1) = 0, P-as..

By taking conditional expectation with respect to F;_1 on both sides of this
equality, we get Gy P(Gy = 0|]-"t_1) =0, P-a.s., for any t € {1,...,T}. This
yields (Gy—1 > 0) N (Gy = 0) = 0, P-as. for any ¢ € {1,...,T} and assertion
(b) follows immediately. This ends the proof of the theorem.
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5 Pricing formulas for vulnerable claims

In this section, we elaborate super-hedging-pricing formulas for several vul-
nerable claims. Our pricing formulas relies on [6, Lemma 3.1], which we recall
below, and which elaborates a backward equation for the super-hedging prices
for an arbitrary model (X, H, Q).

Lemma 5.1 Let (X,H, Q) be an arbitrary model satisfying AIP and defined
on the probability space (£2,G,P), T € (0,00) is a fized investment horizon,
and ¢ € L°(Hr) is a claim. Then the super-hedging price process for €, denoted
by ﬁH, is given by the following backward formula.

SH . Q SH SH HH
P = cpint esstup (PP —04Xen ) =Pl (Pl ) 071,

Pr=¢.

(5.1)

The vulnerable claims that we address herein can be classified into two main
classes. The first class consists of vulnerable claims that do not have recovery,
or equivalently there is no payment at the random time. The second class of
vulnerable claims is those claims which involve payment at the random time in
a way or another. In virtue of Lemma 5.1, an important step in describing the
G-price process for vulnerable claims lies in addressing the impact of 7 on the
one-step pricing operator ﬁffﬂl@ (+), defined in (2.6), for any model (X, H, Q).

The remaining part of this section is divided into three subsections. In the
first subsection, we outline the main results on the one-step pricing operators.
The second subsection elaborates the general pricing formulas, while the last
subsection proves the main theorems of the second subsection.

5.1 The one-step pricing formulas

In this subsection, we address the one-step-pricing operator under the random
horizon 7 in many aspects. Precisely, following the same spirit as in arbitrage
theory, we aim to understand how the one-step-pricing under G can be de-
scribed using F-observable processes and pricing-operators.

Theorem 5.2 Let t € {1,..,T}, £ € L°(Gt), (9s)s—o,... 7 and (Ks)s—o,.... T be
two F-adapted processes, and consider (g, k9, k9),g) given by (4.2). Then the
following assertions hold.

(a) If & = gil{r>4y, then we have

S(S7,G . S(SF) ~ S(SF,Q) 1~
PO = epint PG+ 0l g, o) iz = PGS @2y (52)

(b) If £ = g¢I{r>4y, then we have

(57,6 . S(S,F) — S(SF,Q) —
P (©) = st PETHE + 0, o) 2y = P @) 2 (5:3)
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(c) If £ = KrIr<yy, then

57.G) (BF), (0
P60 = Kolgrsiony + st )Pt 1 (51” + 0T G, o) i) (5.4)
=K Ir<i 1) +73tSFQ (4 ))I{‘th}-

(d) Ifg = gtI{T>t} + KTI{TSt}7 then

ﬁt(f:f’) () = Krl{z<4—13 + _essinf IPt(Sl]Fz( z(sg) + 51{@:0})1{7»—1}
SELO(F;— (55)

=K I{r<i 13 +77(S]FQ (K (g))-[{7—>t}

This theorem quantifies the one-step-pricing operator for (S7,G) in terms of
pricing operators for both models (S,F, P) and (§, F, @) However, the latter
model is the one that gives us full F-characterization. Assertion (a) addresses
the first class of vulnerable claims, where there is no recovery at all (i.e. no
payment at the random time 7 when it occurs). In life insurance, this claim
belongs to the class when benefit is paid upon survival only. Assertion (c)
deals with vulnerable claims that have payments at the random time only,
and this also has a meaning in life insurance, which consists of getting benefit
when the insured dies and nothing in case of survival. Assertion (d) treats
another vulnerable claim with recovery, as it combines both previous cases by
paying benefits in both situation when the insured survives and when she dies.
The claim addressed in assertion (b) is somehow in between the two classes.
On the one hand, mathematically, it belongs to the second class by choosing
K = grlj7y as there is payment at 7 which coincides with the payment upon
survival. On the other hand, its pricing formula in (5.3) tells us that this claim
falls into the first class immediately after the one-step-pricing.

Remark 5.3 (i) Assertion (a) conveys that the one-step super-hedging price
of the claim having no recovery (i.e. no payment at 7 at all) has literally the
same form. This is due to the fact that (7 > t) = (7 > ¢ — 1). In other words,
by denoting ﬁone-step(') the one-step super-hedging pricing operator, then
’ﬁone_step((]lassl) C Classl, and ﬁone_step(claim—of—assertion-(b)) € Classl.
(ii) Assertion (d) proves that the one-step super-hedging price of the claim has
exactly the same form as the claim, while the one-step super-hedging pricing
for the claim of assertion (c) transforms the claim into the claim of assertion
(d). In other words, even though there is no payment upon the survival, after
one-step super-hedging pricing the claim will have payment upon survival.

Theorem 5.2 conveys also, via the formulas, that the one-step pricing operators
for (S,F,Q) and (S,F, P) might differ in general, while the resulting prices for
any claim are comparable. In the following remark, we discuss these points in
details.



Super-hedging prices under random horizon 27

Remark 5.4 (a) For any 6 € L°(F;_1), the following inequalities hold

BEF) (¥ S(SF) oF
P12 (€ +0Lg, o) p(@ 017, 1y=1y = Peo1i(€) i p@ 5017, =1y (5.6)
(S]F ’
P (€ 401G, o) L p(@, =017, )>0) >5I{P<ét:0\ft71>>0}'
orY €{9,9,9,x}, and any ¢t € {1,...,T}, we have
b) For Y d 1,..,T h
PEED(vy) < POy, P-as.on {Gi1 >0}, (5.7)

As a result, this gives us another proof for Theorem 4.2 using this inequality
and Proposition 2.8-(d).

In most of applications, K represents the recovery process and it is usually
nonnegative. Thus, as a particular case, we consider the case of wvulnerable
options where both payoff process g and recovery process K are nonnegative.

Corollary 5.5 Consider the notation of Theorem 5.2, and assume that both
processes g and K are nonnegative. Then the following assertions hold.
(a) If €M) = gelir>¢y and €@ = gtlir>¢y, then we have

S G
P )(5“)=5€eL%b(glf P gl ia0 + 01, o) ey

5 F,
=P tQ)(gtI{Gt>0})I{TZt}a

5(87.,G (S,F
7715(71,15 (@) = 56(2805(%f1)ﬂ 1 z(gt + 01 G, —oy >ty

SF
= Pt( 1 tQ)(gt)I{T>t}

(b) If ¢ = K 1<y, then

ST.G SIF

PO = Kelgrary + PSR (Kl g o) [y (5.9)
(C) Iff = gtI{T>t} + KTI{Tgt}; then

S(ST,G S
PEE) = Kol reny + P, 59 N(max(geLia,>0y Kel (g, 5,))) Ir20)-
(5.10)

The proof of the corollary follows from previous results, and will be omitted.

Proof of Theorem 5.2. The proof of the theorem will be achieved in three
parts. The first and second parts prove two roughly general claims, while the
third part outlines the proof for the theorem. To this end, we fix t € {1, ..., T},
and we consider a triplet (=, &%, ¢F) € LY(G,_1) x L°(G;) x L°(F;) such that
SFI{G o} = =0 P-as..
Part 1. Herein, we prove that the equality
p(STE (SF
t Lt )(fG) == +L0+(gt,1)l{7§t,1} + U Pt )(5 ‘HSI{G })I{rzt}a
SELO(Fi1)
(5.11)
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always implies

ST,.G —_ . S]F
Py 1t)(§G)=:+6€eL§)Stg:f1 PEE + 0L, o) L=ty (5.12)

To this end, we remark that (5.11) implies that

=+PE)

& + 6, —oy ir>ty
C E+ LUG-)reim1y + PETNE + 016 o) oy € PV (EC),

for any 6 € L°(F;_1). Hence, after taking essential infimum, this inclusion
implies that

e = : S,F)
Py 1t () <=+ 66%%S(g:f t( 1, €+ 0L, —oy) =1y (5.13)

On the other hand, again due to (5.11), for any 2¢ € Pts G)(fG) we deduce
the existence of (z;_1,0) € t(sl]Ft(ﬁ]F +olg, 0}) x LO(F;-1), such that P-a.s.,

LL' > + X 1I{T>t} > + ,Pt(sl]Fg (f]F + 5I{ét:0})1{72t}

> 5+ essinf PtSF)(
SELO(Fr_1

As a result, this implies that

57,6 = . S(5F)

P (€ 2 B+ Iz syind PTG + 015,y
and by combining this with (5.13), we get (5.12). This ends the first part.
Part 2. This part proves that, for (Z,£¢,¢F) € L9(G,—1) x L°(G,) x L°(F),

it PEE () = 24+ L9(G) + PETD () (5, then 51
we have P59 (¢%) = 54 PEFD(E) (5.

To this end we suppose that the left hand side of this implication holds. On
the one hand, we notice

2+ P E) sy < PEDIE),
and hence by taking essential infinimum on both sides we get
S7.G (8,
PELNER) < 24 PN 2. (5.15)

On the other hand, for any p® € Pts %) (€©), there exists pf € ’PtSF Q) (€F)
such that

¢ > S+ sy > 2 +P(SFQ(§F)I{T>t}, P-as..
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Therefore, by taking essential infimum in the above inequality and combining
the resulting inequality with (5.15), the claim (5.14) follows immediately. This
ends the second part.

Part 3. Hereto, we summarize the proof of the theorem. In fact, in order
to prove assertion (a), we appeal to Theorem 4.1-(a). Then the proof of the
first equality in (5.2) is a direct combination of the first equality in (4.3)
and Part 1 applied to (€%, 2,&") = (g¢l{r>4},0,G¢). The second equality in
(5.2) follows from combining the second equality in (4.3) and Part 2 ap-
plied to (£€,5,¢F) = (9tl{r>t},0,9¢). Similarly, the first (respectively the
second) equality in (5.3) is a direct consequence of the first (respectively
the second) equality in (4.4) and Part 1 (respectively Part 2) applied to
(€%, 2,65) = (gel{r>1},0,9,). Assertion (c) follows from combining (4.5) and
Part 1 and 2 applied (£%, Z,&") = (K- Ip<iy, K- I {r<i—1y, Iﬂlgo)). Finally, asser-
tion (d) is direct consequence from combining (4.6) and Parts 1 and 2 applied
to (€%, 5,6) = (glirory + Kolpr<iys Ko Ipr<i 1y, £17). This completes the
proof of theorem.

5.2 The general pricing formulas and the prices’ dynamics

Hereto, we fully describe the pricing formulas for the three kind of vulnerable
claims, and afterwards we single out the various risks in their dynamics as
well. To this end, throughout the rest of the paper, for any two processes X
and Y, we denote by X +Y —the stochastic integral of X with respect to Y—,
[X,Y], and (X,Y) —when it exists— the processes given by

. t
XY= XAV, = X (Ve—-Yi1), (X:Y)=0,

=t o=t _ (5.16)
X.Y]:= Y AX,AY,, (X,Y):=) E [AXSAYS ]—'S,l} :
s=1 s=1

where the convention ) = 0 will be used throughout the paper. For further
notation and definitions about stochastic calculus in discrete-time, we refer
the reader to [21] and [19].

We recall the triplet (m,NG,DO’F) associated to 7, which plays central
roles in quantifying the various risks generated by 7, as follows,

t tAT _
my ::1+Z (és _E[és’fs—l]) 5 Nf’ = I{Tgt} —ZF)(TE}S’J:S)
s=1 s=1 s

)

. (5.17)
DoF = ZP(T = s|Fy).
s=0

The process m is an F-martingale which is a BMO martingale, see [22] for
more details about this fact. Herein, m quantifies the correlation risk resulting
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from the interaction of 7 with the flow F, see [9,11-13] for more about this.
The process N¢ is a G-martingale which was introduced in [9] and called
the main generator of pure-default-martingales of type 1. This process N
quantifies the main generator of the pure-default-risk borne in the random
time, see [9,10,12,13] for more details and related works and results. The
process D% is an nondecreasing process F-adapted and is the F-optional dual
projection of D := 1 .. We refer the reader to [10], for the role of DOF in
quantifying correlation risks resulting from the interplay between 7 and the
benefit policy in life insurance. The risks in G, which are mainly coming from
F, are represented by a transform operator T, defined for any process M by

TN TN

T(M):=>" Gé_l (Mu—Mu_l)JrZ Bl g, gy (Mu— My 1)|Fua]. (5.18)

u=1

Herein, if M is an F-martingale, the 7 (M) is a G-martingale. For more details
about these and related properties, we refer the reader to [9, Theorem 2.14]
and the references therein.

Throughout the remaining part of the paper, we use the one-period-pricing

operator ﬁg}qﬁ) (+), given by Definition 2.6, which we recall below

~3 5 Q o) ~
3, 4 Q
t(tﬁ)() = 9285’01(nft)ess stup(GASH_l +4), (5.19)

and we will use the following notational abreviation

“CRRisk(Y1, Yz)” := Correlation Risk from (Y7, Y52),

. . . . (5.20)
and “PFRisk” := Pure Financial Risk.

Furthermore, for any recovery process R, we introduce an important functional
fr(t,z) = fr(t,w,z), which is B(R) ® O(F)-measurable, and is given by

fr(t,z) = elig,—qsop T Bilyg,~q,—0p + max(:v,Rt)I{ét>Gt>0}, (5.21)
for any (¢,2) € {0,...,T,} x R.

Theorem 5.6 Suppose (§, IE‘,@) fulfills AIP. Consider gr € L*(Fr) and the
pair of vulnerable claim and its associated F-claim (§(G’1), §(F’1)) which belongs
to {(9r1{r>1y, 9r1Gr>01), (gTI{TZT}7gTI{§T>0})}' Let P&
hedging price process for €1 under (87,G, P), and fy be the functional de-
fined in (5.21) for the zero-recovery. Then the following assertions hold.

(a) The price process PG g given by PE1) = ﬁ(F’l)I[[OVT[[ and

be the super-

(RS (e +1,BEDY. i<
P = (5.22)
D) ift="T.
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(b) The price process PE©D) can be decomposed into

_ a,
pED = pLF )I{T>o}+ZE[ PED —PED|Foa | +T(MY)

——1 S H,—/
PFRisk
super-hedging price’s trend
PEL.NG GtV (5.23)
— —_———

Pure-Defaull-Risk CRRisk(r,benefit policy)

+ G T(VY) - G2 AVO £ AMD, m)) - T (m)
CRRisk(rF)

1)

Here G_ := G._1 and the quadruplet (M(l),N(l),W( ,Y~/(1)) is given by

}:E[Flc — G| Fea], N = PED . poF PO,

v = Z (739’1)(?5 - E[73§F’1)55|]-'5_1}) G MW Wy (5.24)

s=1

Mm—Z@W>fW%a®,$:Emmm@.

s=1

The theorem claims that the super-hedging price process of the vulnerable
claim with payoff €61 which does not involve payment after the occurrence
of 7, is given by the super-hedging price process under the model (S,F,Q)
for a corresponding F-claim The theorem presents two cases of this class of
vulnerable claims depending whether there is payment at 7 or not. These two
cases differ slightly in the vulnerable claim’s payoff and hence in its corre-
sponding F-claim and subsequently in the super-hedging price process of this
latter claim. However, both G-super-hedging prices of these two cases have
the same structures before 7, and the same risk decomposition structure. The
decomposition (5.23) of the dynamics’ of the price process of the vulnerable
claim is important in the securitization and/or hedging as it singles out the
various risks and their origins.

Below, we discuss some particular cases of the pair (7,F) which are fre-
quently addressed in the credit risk and life insurance literatures.

Remark 5.7 (a) The case of immersion, which is equivalent to the martingale
m being constant (i.e. my = mo P-a.s. for any ¢ € {1,...,7}). If immersion
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holds, then
N N TN G =R =R
PED =PI ooy + Y F {G PN PV Foa | + T (M)
s=1 s—1 b ound
PFRisk
super-hedging-price’s trend (5.25)
pEL.NE  — gTl.T(NOD)
—_— __,_/

Pure-Default-Risk CRRisk(r,benefit policy)

(b) The case of independence between 7 and F. This is a particular case of
immersion, and furthermore in this case we have

TN
A <GGSE [ﬁgF’l)"Fs—l} - Af’?)

s=1 s—1
super-hedging-price’s trend (5.26)
G ~
. 0y _ F1), NG
+g TR N

Pure-Default-Risk

The statements in the remark follows directly from Theorem 5.6, and hence
their proofs will be omitted herein. The second main result of this subsection
deals with vulnerable claims that involve payment at 7, and these claims take
two forms depending whether there is payment before the occurrence of 7 or
not. In life insurance, these vulnerable claims are known as policies where the
beneficiaries receive payments at the moment of death, and for which there
are two types of policies depending whether there is benefit upon survival or
not. Below, we start with the case where there is no benefit upon survival.

Theorem 5.8 Let the recovery process K be an F-adapted and integrable pro-
cess, fx given by (5.21), €52 = K. I;<7) be the vulnerable claim’s payolff,
and ’ﬁt(ff?l)() be the one-period-pricing operator given by (5.19). Suppose that
(g, F,Q) fulfills AIP (equivalently (S™,G) fulfills AIP ) and denote by PC2)
the super-hedging price process for the claim £%2. Then the following asser-
tions hold. R R R

(a) The process P©?) is given by P& = K I o] + P(F’Q)I[[O,T[[ and

S P (fet+ LPEY)), if t<T
P = . (5.27)
0 if t=T
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(b) The dynamics of P©2) can be decomposed

PG.2) =Kol{r—o +7DO [{T>0} + T(M(2 )+ (K — 73(F,2)) . NG
———
PFRisk  Pure-Default-Risk

+  GTNT(N®)
—_————
CRRisk(r,benefit policy)

Lol T(W@)) B G:2(A‘~/(2) + A(M(2), m))« T (m) (5.28)

CRRisk(r,F)
G -Gy - G
(F,2) Ys (]F 2)
+ZE T P - ‘]—‘S 1]_

super-hedging-price’s trend
Here, the quadruplet (M), A N®) ‘7(2)) is given by

N® = (K - PED). poFf _y@),

7 . Z AV = Z E [(Ks —PED) (G, - Gs)\frl]

s=1

N . Z (Agm)@s _ E[73§F’2)65|f571]) G_ M@ ¢y (5.29)

s=1
t

M =37 (PED — BPED|F, ))& = B[P Fi].

s=1

Below, we treat the case where there are both benefits, upon survival and at
the moment of death 7.

Theorem 5.9 Let gr € L' (Fr), the recovery process K be integrable and F-
adapted, fx be the functional given by (5.21), £&©3) .= grlirsmy + Kol <y
be the vulnerable claim’s payoff. If (§ F @) fulfills AIP and P©3) denotes the
super-hedging price for £©C3)  then the following assertions hold.

(a) The process PE3) s given by PE3) = K, Ifr oo + PE, 3)1[[0 [ and

Jn tfﬁ)(fK(tJrl PEDY), if t<T,
P = (5.30)

grliGr>o} ift="T
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(b) The dynamics of P©3) can be decomposed

PO = Koljr—oy + Py P ooy + (K = PED) . NC 4 7M@)
———
Pure-Default-Risk  PFRisk

1 1 @), (AV®) £ AMB) m))
— .T(N® — .T(NY) = ’ .
+ el T(N™) ta T(N™) el T (m)
—_———
CRRisk(r benefit policy) CRRisk(r,F)
G -Gs = G ~
(F3)_Ys _ pHEF3)
+ Z E F P T P 7o
super-hedging price’s trend
(5.31)

Here (M(?’),N(?’),N(B), ‘7(3)) are given by

NGO = (K — PE3)). poF _y6),

PO =3 AV = 3 B[, — PEI)G. — )| Fo]

s=1 s=1
N(i%) — Z (73 (F,3) G E[P[FS G |]_-§ . ) G M® _5(3) o, (5.32)
s=1
t
MY = 32 (PO BIPE|F ), € = B[P F ]
s=1

We end this subsection by illustrating the main results of Theorems 5.6, 5.8
and 5.9 on the case of vulnerable options with and/or without recovery.

Theorem 5.10 Suppose that gr € Lg_(]-'T), and the recovery process K be
nonnegative integrable and F-adapted. Let ¢V ¢ {QTI{GT>0}79TI{§T>0}}

and put K : KI{G>G} Then the three processes ﬁ(F’i), 1 =1,2,3, given in
Theorems 5.6, 5.8 and 5.9 respectively, satisfy the following

=(5,Q) (A(F,1 )
,Pt(]F A1) ’Pt(,t-&-Ql) (Pt(+1)) s ft<T —1,
&), ift=T

ﬁ£f+%) (maX(P§+1),Kt+1)), ft<T-—1,

,}’)‘t(]F,2) _
_ ) (5.33)
P =0, ift="T
PED (max(PEY Kyp), ift <T -1,
and P =

S((F .
P = grlic,>o0y, ift="T
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Proof For any nonnegative process R and any = € R, consider fr(t,z) de-
fined in (5.21) and derive

fR(t7a:)
= mI{@:GQO} + Rtl{ét>Gt:O} + max(x, Rt)l{ét>Gt>0}
= max(zlig, >0}, Rilya,~q,y) ([{étcho} TG, sa—0 T I{ét>G,,>o})

= maX(.TI{Gt>O}7 Rt]{(?th})'
(5.34)

Therefore, the proof of the three equalities in (5.33) follow immediately from
combining this last equality in (5.34), and assertion (a) for Theorems 5.6, 5.8
and 5.9 respectively. This ends the proof of the theorem.

Remark 5.11 Under the assumptions of Theorem 5.10, the following hold

P©3) > max (ﬁ(G’l),ﬁ(G’z)) and P > max (73(]17’1),73(]17’2)) . (5.35)

5.3 Proofs of Theorems 5.6, 5.8 and 5.9

These proofs rely on the following three technical lemmas, which are interesting
in themselves.

Lemma 5.12 Suppose that (§7 F, @) satisfies the AIP condition, and let PE3)
be defined in (5.30). Then

PED >0, and PEIIg_gy =0. (5.36)
The proof of this lemma will be omitted herein.
Lemma 5.13 For any F-martingale M and F-predictable process V', we have
GG VT =P (I ) VT = GZTAV - T(m), (5.37)
and
M™ =T(M)+G="« T([M,m] — (M, m)) (5.38)
— GZ2AM,m) - T(m) + G='+ (M, m)".
The proof of this lemma will be omitted herein.

Lemma 5.14 Let (X, H, Q) be a model defined on the probability space (2,G, P),
and satisfying AIP. Consider H € L°(Hr) and a functional f(t,w,z) such
that for ¢ € R, (f(t,x))i=o0,... 7 is H-adapted. Then the following backward
stochastic equation

V=P Y+ 1Y), t<T—1, Yr=H (539

has a unique solution.
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The proof of this lemma is immediate and will be omitted herein. The rest of
this subsection is devoted to the proof of the three theorems. To this end, and
for the sake of simplifying the notation, throughout the proofs we put

PO PED PR . PE PO . PES)

Proof of Theorems 5.6, 5.8 and 5.9: Throughout this proof, we assume that
(S,F,Q) fulfills AIP and consider gr € L'(Fr) and an F-adapted and inte-
grable process K. The rest of this proof is divided into three parts, where we
prove Theorems 5.6, 5.8 and 5.9 respectively.

Part 1. This part addresses Theorem 5.6, and proves it using Theorem 5.9.
1) Suppose that (&G ¢@EDy = (9rlr>1y, 971{Gr>01), and put K = 0 in
the second equality of (5.30). Then we deduce that

5(@,3) _ 5(@,1) and 75t(3) _ t t+1 (fO(t +1 Pt ))» t<T-1, (5.40)
7’( )= = grl{c,>o0}-

Hence, by combining this with Lemma 5.14, we conclude that PG = 73(1),
and hence P(©3) = P& follows immediately as well. This proves assertion
(a) for the pair of claims (9r1;>7}, 971{Gr>0})-

2) Suppose (&G, ¢ED) = (QTI{rzT}79TI{§T>O})- By combining Lemma 5.1
and Theorem 5.2-(b), we derive the following

BE3) _ 7D(s* G)(g(«; 1)) P(S’ ,Q)(

T-1 = grlGr>0y) {r>1} (5.41)

Then, in virtue of (1 >T —1) = (7 > T) and ﬁ;l) =91l 50y, We obtain

3 ~
gT)I{T>T} /P”fl“ H;? (P(l )I{T>T71} = 7):(r17)1[~[r>T71}~

(5.42)
Thus, on the one hand, this latter equality proves (5.22) for t = T — 1. On the
other hand, as we stated in Remark 5.3-(a), this equality tells us that after
this one-step we fall into the setting of the first claim, i.e. the case of g (.~}

~(G,3 S F,
PED _ pERO(

witht =T —1and gr_1 = 75(T1_)1 instead. Thus, thanks to step 1 above, we
deduce that (5.22) holds for any ¢ € {0,...,7 — 1}, and the proof of assertion
for the pair of claims (971 >7, gTI{5T>0}) is complete.

3) Thanks to steps 1 and 2 above, we deduce that when K = 0 we get
(P©3) PB)) = (PED PD)). Then by combining this with Theorem 5.9-(b),
where we put K = 0, we conclude that the quadruplets (M ®), N, N(g), ‘7(3))
and (MM, N(l),N(1)7 V(1) coincide, and hence assertion (b) follows immedi-
ately. This ends the proof of Theorem 5.6.

Part 2. Hereto, we prove Theorem 5.8 using again Theorem 5.9. In fact, in
this case we put gr = 0 in Theorem 5.9, and get

f(G’B) = 5(@,2)7 and 75t( tf-g)(fK(t“‘l Pt ))7 t<T-1, 75:(F3) =0.
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Hence, by combining these with Lemma 5.14, we obtain PGB = P@ and
P(©3) = P(©2) Therefore, the proof of Theorem 5.8-(a) follows immediately,
and both quadruplets (M), N(S),N(3)7 17(3)) and (M®), N(2),N(2), 17(2)) co-
incide. This yields assertion (b) of Theorem 5.8 and completes its proof.
Part 3. This part proves Theorem 5.9. To this end, we start proving (5.30). By
applying Lemma 5.1 to (S7,G) for the claim £©, and using Theorem 5.2-(d)
afterwards, we derive

Py = PEIO(ER) = Kr_1Ijr<r—1y + P IFQ)(Hg‘?))f{qu}

=Kr 1l;<r_1y + P(S o Q)(fK(Ta grlicr>oy) z>T-1 (5.43)
=Ky alg;<r-13 + 'P;S_Hig (fx(T, ﬁg))]{qu}
=Kpalg;<r-1y + 75;(p3_)1[{T>T—1}~

This proves the equality (5.30) for ¢ = T — 1. Thus, to prove this equlity for
t =T — 2, we apply again Lemma 5.1 and Theorem 5.2-(d) afterwards for the
pair (K, P®) instead of (K, g), and write

G,3) ST.G G,3
PLry = Prlaz (Pr?)
= Kralir<r-2 +PT Igg) 1 (Fr— 1(K7ﬁ(3)))I{T>T—2}
- KT 2I{T<T 2} + ,P(S]gg) 1(fK(T - 17ﬁé321)I{T>T—2}

=Kr oljrcr_oy + ,PT72]{7->T—2}

(5.44)

Therefore, we obtain the equality (5.30) for ¢t = T — 2. Thus, we can prove
the equality (5.30) for any ¢ by backward induction. In fact, we suppose that
(5.30) holds for ¢ + 1, and we will prove it holds for ¢. To this end, we apply
then Lemma 5.1 and Theorem 5.2-(d) afterwards and get

5(G,3 57G _
Pt( : 7)t( t+1 )(Pt(+1 )) th{rq} + 'Pt t+1 (Ht+1(K,P(3)))I{T>t}
- KtI{T<t} + Pt t+1 (fK (t +1, Pt+1))l{r>t} (5-45)
= Kilr<py + Pt I{T>t}.

Hence, the equality (5.30) holds for ¢, and hence it holds for any ¢ € {0,...,T —
1}. This completes the proof of (5.30), while the rest of this part addresses
(5.31). By combining (5.30) and the two facts X/, = X7 — X;D and
X:D = X; 7 oo = Xol{7=0) + X + D, which hold for any process X, we get

7/5(5@’3) = K()I{.,-:()} + ﬁég))l{r>0} and
B(G.3)
=(Ko — Ps ) I (r—oy + (K = P@)+ D + (PP (5.46)

P 4+ (K —P®). NC + *TIHOJH CDOF 4 (PO _ B
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The last equality is due to D = N© 4 é‘llﬂoyﬂ] « DF see (5.17) for details.
Thanks to (5.32), it is clear that Még) = Aég) =0 and

¢
PO = 75(()3)+M(3)+A(3), where A§3> = ZE[ﬁs(?’)ffﬁS)ﬂfS,l], t=1,..T.
s=1

Then by inserting these in (5.46) and applying Lemma 5.13 to ‘7(3), M®) and
NG we derive

_pB)

~ ~ ~. K ~ ~
rP(G,S) _ PéG,3) + (K N rP(d)) . NG + T,PI[[O,T[[ . Do,]F + («p(S))’r N 7)(53)

. - 1 -
— péGa?’) + (K —P®) . NC 4 (MO 4 (AB)T 4 = (N® 4 7O,

= B 4 (K~ PO)« N® 4 T(MO) 4+ - T(NY) + G2 T(NO)

,T°T(m)+a-<M 7'rn> — G% 'T(m)

- 748 a\ PoF

o Ugase) - (VO + (AO) = G - (L) - N®)

P B 1 1
= (()G,S) + (K — 7)(3)) . NC ¢ T(M(?))) + o .T(N(g)) n -~ .T(N(S))
- (A<M(3), m) + A1~/(3>) G=2.T(m)
+ G (V)T G (M), )T 4 (A9

(5.47)

The last equality is due to I (G=0} " D°F = 0. Thus, direct calculations yields

G (VO £ G (MO m)T 4 (AP)7
Gs—Gs  ~ G

Ks s s (3) S

% +P 5

s—1 s—1

TA-

:ZE

s=1

- ﬁ‘gi)l ./—_.51‘| .
This ends the proof of assertion (b), and the proof of the theorem is complete.
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