Hindawi Publishing Corporation

Journal of Applied Mathematics and Stochastic Analysis
Volume 2009, Article ID 695798, 33 pages
doi:10.1155/2009/695798

Research Article

Defaultable Game Options in
a Hazard Process Model

Tomasz R. Bielecki," Stéphane Crépey,> Monique Jeanblanc,*3
and Marek Rutkowski* >

! Department of Applied Mathematics, lllinois Institute of Technology, Chicago, IL 60616, USA

2 Département de Mathématiques, Université d'Evry Val d’Essonne, 91025 Evry Cedex, France

3 Europlace Institute of Finance, Palais Brongniart-28 Place de la Bourse, 75002 Paris, France

* School of Mathematics and Statistics, University of New South Wales, Sydney, NSW 2052, Australia

5 Faculty of Mathematics and Information Science, Warsaw University of Technology,
00-661 Warszawa, Poland

Correspondence should be addressed to Tomasz R. Bielecki, bielecki@iit.edu
Received 22 October 2008; Accepted 4 April 2009
Recommended by Salah-Eldin Mohammed

The valuation and hedging of defaultable game options is studied in a hazard process model
of credit risk. A convenient pricing formula with respect to a reference filteration is derived. A
connection of arbitrage prices with a suitable notion of hedging is obtained. The main result shows
that the arbitrage prices are the minimal superhedging prices with sigma martingale cost under a
risk neutral measure.

Copyright © 2009 Tomasz R. Bielecki et al. This is an open access article distributed under the
Creative Commons Attribution License, which permits unrestricted use, distribution, and
reproduction in any medium, provided the original work is properly cited.

1. Introduction

The goal of this work is to analyze valuation and hedging of defaultable contracts with game
option features within a hazard process model of credit risk. Our motivation for considering
American or game clauses together with defaultable features of an option is not that much
a quest for generality, but rather the fact that the combination of early exercise features and
defaultability is an intrinsic feature of some actively traded assets. It suffices to mention here
the important class of convertible bonds, which were studied by, among others, Andersen
and Buffum [1], Ayache et al. [2], Bielecki et al. [3, 4], Davis and Lischka [5], Kallsen and
Kihn [6], and Kwok and Lau [7].

In Bielecki et al. [3], we formally defined a defaultable game option, that is, a financial
contract that can be seen as an intermediate case between a general mathematical concept
of a game option and much more specific convertible bond with credit risk. We concentrated
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there on developing a fairly general framework for valuing such contracts. In particular,
building on results of Kifer [8] and Kallsen and Kiihn [6], we showed that the study of an
arbitrage price of a defaultable game option can be reduced to the study of the value process
of the related Dynkin game under some risk-neutral measure Q for the primary market
model. In this stochastic game, the issuer of a game option plays the role of the minimizer
and the holder of the maximizer. In [3], we dealt with a general market model, which was
assumed to be arbitrage-free, but not necessarily complete, so that the uniqueness of a risk-
neutral (or martingale) measure was not postulated. In addition, although the default time was
introduced, it was left largely unspecified. An explicit specification of the default time will be
an important component of the model considered in this work.

As is well known, there are two main approaches to modeling of default risk: the
structural approach and the reduced-form approach. In the latter approach, also known as
the hazard process approach, the default time is modeled as an exogenous random variable
with no reference to any particular economic background. One may object to reduced-form
models for their lack of clear reference to economic fundamentals, such as the firm’s asset-to-
debt ratio. However, the possibility of choosing various parameterizations for the coefficients
and calibrating these parameters to any set of CDS spreads and/or implied volatilities makes
them very versatile modeling tools, well suited to price and hedge derivatives consistently
with plain-vanilla instruments. It should be acknowledged that structural models, with their
sound economic background, are better suited for inference of reliable debt information, such
as: risk-neutral default probabilities or the present value of the firm’s debt, from the equities,
which are the most liquid among all financial instruments. The structure of these models, as
rich as it may be (and which can include a list of factors such as stock, spreads, default status,
and credit events) never rich enough to yield consistent prices for a full set of CDS spreads
and/or implied volatilities of related options. As we ultimately aim to specify models for
pricing and hedging contracts with optional features (such as convertible bonds), we favor
the reduced-form approach in the sequel.

1.1. Outline of the Paper

From the mathematical perspective, the goal of the present paper is twofold. First, we wish
to specialize our previous valuation results to the hazard process setup, that is, to a version
of the reduced-form approach, which is slightly more general than the intensity-based setup.
Hence we postulate that filtration G modeling the information flow for the primary market
admits the representation G = HVF, where the filtration H is generated by the default indicator
process Hy = 157,y and F is some reference filtration. The main tool employed in this section
is the effective reduction of the information flow from the full filtration G to the reference
filtration F. The main results in this part are Theorems 3.7 and 3.8, which give convenient
pricing formulae with respect to the reference filtration F.

The second goal is to study the issue of hedging of a defaultable game option in the
hazard process setup. Some previous attempts to analyze hedging strategies for defaultable
convertible bonds were done by Andersen and Buffum [1] and Ayache et al. [2], who worked
directly with suitable variational inequalities within the Markovian intensity-based setup.

Our preliminary results for hedging strategies in a hazard process setup, Propositions
4.1 and 4.3, can be informally stated as follows: under the assumption that a related doubly
reflected BSDE admits a solution (©, M, K) under some risk-neutral measure Q, for which
various sets of sufficient conditions are given in literature, the state-process © of the solution
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is the minimal (pre-default) super-hedging price up to a (G,Q)-sigma (or local) martingale
cost process. More specific properties of hedging strategies are subsequently analyzed in
Propositions 4.13 and 4.15, in which we resort to suitable Galtchouk-Kunita-Watanabe
decompositions of a solution to the related doubly reflected BSDE and discounted prices of
primary assets with respect to various risk factors corresponding to systematic, idiosyncratic
and event risks. It is noteworthy that these decompositions, though seemingly rather abstract
in a general setup considered here, are by no means artificial. On the contrary, they arise
naturally in the context of particular Markovian models that are studied in the followup
paper by Bielecki et al. [4, 9]. We conclude the paper by briefly commenting on some
alternative approaches to hedging of defaultable game options.

1.2. Conventions and Standing Notation

Throughout this paper, we use the concept of the vector stochastic integral, denoted as [ H dX,
as opposed to a more restricted notion of the component-wise stochastic integral, which is
defined as the sum 3¢ [ H'dX' of integrals with respect to one-dimensional integrators X'.
For a detailed exposition of the vector stochastic integration, we refer to Shiryaev and Cherny
[10] (see also Chatelain and Stricker [11] and Jacod [12]). Given a stochastic basis satisfying
the usual conditions, an R%-valued semimartingale integrator X and an R'®*¥-valued (row
vector) predictable integrand H, the notion of the vector stochastic integral [ H dX allows
one to take into account possible “interferences” of local martingale and finite variation
components of a (scalar) integrator process, or of different components of a multidimensional
integrator process. Well-defined vector stochastic integrals include, in particular, all integrals
with a predictable and locally bounded integrand (e.g., any integrand of the form H = Y_
where Y is an adapted cadlag process, see He et al. [13, Theorem 7.7]). The usual properties
of stochastic integral, such as: linearity, associativity, invariance with respect to equivalent
changes of measures and with respect to inclusive changes of filtrations, are known to hold
for the vector stochastic integral. Moreover, unlike other kinds of stochastic integrals, vector
stochastic integrals form a closed space in a suitable topology. This feature makes them
well adapted to many problems arising in the mathematical finance, such as Fundamental
Theorems of Asset Pricing (see, e.g., Delbaen and Schachermayer [14] or Shiryaev and
Cherny [10]).

By default, we denote by fto the integrals over (0,¢]. Otherwise, we explicitly specify
the domain of integration as a subscript of |. Note also that, depending on the context, T will
stand either for a generic stopping time or it will be given as T = 7, A 7, for some specific
stopping times 7. and 7,. Finally, we consider the right-continuous and completed versions
of all filtrations, so that they satisfy the so-called “usual conditions.”

2. Semimartingale Setup

After recalling some fundamental valuation results from [3], we will examine basic features
of hedging strategies for defaultable game options that are valid in a general semimartingale
setup. The important special case of a hazard process framework is studied in the next section.

We assume throughout that the evolution of the underlying primary market is
modeled in terms of stochastic processes defined on a filtered probability space (L2, G,P),
where P denotes the statistical probability measure.
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Specifically, we consider a primary market composed of the savings account and of d
risky assets, such that, given a finite horizon date T > 0:

(i) the discount factor process f, that is, the inverse of the savings account, is a G-
adapted, finite variation, positive, continuous and bounded process,

(ii) the risky assets are G-semimartingales with cadlag sample paths.

The primary risky assets, with R%-valued price process X, pay dividends, whose
cumulative value process, denoted by ®, is assumed to be a G-adapted, cadlag and R¥-valued
process of finite variation. Given the price process X, we define the cumulative price X of
primary risky assets as

X=X, + ﬁ;lf BudD,. (2.1)
[0,

In the financial interpretation, the last term in (2.1) represents the current value at time ¢ of
all dividend payments from the assets over the period [0,¢], under the assumption that all
dividends are immediately reinvested in the savings account. We assume that the primary
market model is free of arbitrage opportunities, though presumably incomplete. In view of
the First Fundamental Theorem of Asset Pricing (cf. [10, 14]), and accounting in particular for
the dividends, this means that there exists a risk-neutral measure Q € M, where M denotes the
set of probability measures Q ~ P for which BX is a sigma martingale with respect to G under
Q (for the definition of a sig;ma martingale, see [10, Definition 1.9]). The following well-known
properties of sigma martingales will be used in the sequel.

Proposition 2.1 (see [10, 15, 16]). (i) The class of sigma martingales is a vector space containing
all local martingales. It is stable with respect to (vector) stochastic integration, that is, if Y is a sigma
martingale and H is a (predictable) Y-integrable process then the (vector) stochastic integral [ H dY
is a sigma martingale.

(ii) Any locally bounded sigma martingale is a local martingale, and any bounded from below
sigma martingale is a supermartingale.

Remark 2.2. In the same vein, we recall that stochastic integration of predictable, locally
bounded integrands preserves local martingales (see, e.g., Protter [16]).

We now introduce the concept of a dividend paying game option (see also Kifer [8]).
In broad terms, a dividend paying game option, with the inception date 0 and the maturity date T,
is a contract with the following cash flows that are paid by the issuer of the contract and
received by its holder:

(i) a dividend stream with the cumulative dividend at time t denoted by Dy,

(ii) a terminal put payment L; made at time t = 7, if 7, < 7. and 7, < T; time 7, is called
the put time and is chosen by the holder,
(iii) a terminal call payment U; made at time t = 7, provided that 7. < 7, A T; time 7,

known as the call time, is chosen by the issuer and may be subject to the constraint
that 7. > T, where T is the lifting time of the call protection,

(iv) a terminal payment at maturity { made at maturity date T provided that T < 7, A 7.
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The (possibly random) time 7 in (iii) is used to model the restriction that the issuer of
a game option may be prevented from making a call on some random time interval [0, T).

Of course, there is also the initial cash flow, namely, the purchasing price of the
contract, which is paid at the initiation time by the holder and received by the issuer.

Let us now be given an [0, +oo]-valued G-stopping time 7, representing the default time
of a reference entity, with default indicator process Hy = 1(r,<1). A defaultable dividend paying
game option is a dividend paying game option such that the contract is terminated at 7, if it
has not been put or called and has not matured before. In particular, there are no more cash
flows related to this contract after the default time. In this setting, the dividend stream D is
assumed to include a possible recovery payment made at the default time.

We are interested in the problem of the time evolution of an arbitrage price of the game
option. Therefore, we formulate the problem in a dynamic way by pricing the game option
at any time t € [0,T]. We write G/, to denote the set of all G-stopping times with values in

—t
[t, T] and we let G stand for the set {T € GtT ; T ANTq > T ATa}, where the lifting time of a call
protection 7 belongs to GY.

We are now in the position to state the formal definition of a defaultable game option.

Definition 2.3. A defaultable game option with lifting time of the call protection T € GY. is a game
option with the ex-dividend cumulative discounted cash flows Py (t; T, 7.) given by the formula,

forany t € [0,T] and (7, 7.) € G} x a;v
T
ﬂtyz'(t,' Tp, TC) = J‘ ﬂudDu + 1[T<Td]ﬁT <1{T=TP<T}LTp + 1{T<TP}uTc + 1{T=T}§)/ (2~2)
t

where 7 = 7, A 7, and

(i) the dividend process D = (D;) (o1 equals

Dt = J (1 - Hu)dcu + j RudHu = CT—l{tZT] + Ctl[t<T} + RTl{tzT]/ (23)
[0,¢] [0,¢]

for some coupon process C = (Ct)te[o,T]r which is a G-predictable, real-valued, cadlag
process with bounded variation, and some real-valued, G-predictable recovery
process R = (Rt)te[o,T]/

(ii) the put payment L = (Lt);e(or) and the call payment U = (Uy)cpor) are G-adapted,
real-valued, cadlag processes,

(iii) the inequality L; < U; holds for every t € [T4 AT, T4 A T),
(iv) the payment at maturity ¢ is a Gr-measurable, real-valued random variable.

The following result easily follows from Definition 2.3.

Lemma 24. (i) For any t and (1,,7.) € G; X atT, the random variable o (t; Ty, Tc) 18 Grary-
measurable. .
(i) For any (tp, Tc) € G% x Gr, the processes i (0; -, Tc) and 7 (0; Ty, -) are G-adapted.
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We further assume that R, L, and ¢ are bounded from below, so that there exists a
constant ¢ such that, for every f € [0,T],

ﬂt‘zt = f pudD,, + 1{t<rd},5t(1[t<T}Lt + 1{t:T}§) > —C. (24)
[0,¢]

Symmetrically, we should sometimes additionally assume that R, U, and ¢ are
bounded (from below and from above), or that (2.4) is supplemented by the inequality, for
every t € [0,T],

ﬁtﬁt = f pudD,, + 1{t<rd}ﬂt(1{t<T}ut + 1{t:T]§) <c. (2.5)
[0t]

2.1. Valuation of a Defaultable Game Option

We will state the following fundamental pricing result without proof, referring the interested
reader to [3, Proposition 3.1 and Theorem 4.1] for more details. The goal is to characterize
the set of arbitrage ex-dividend prices of a game option in terms of values of related Dynkin
games (for the general theory of Dynkin games, see, e.g., Dynkin [17], Kifer [18], and
Lepeltier and Maingueneau [19]). The notion of an arbitrage price of a game option referred
to in Theorem 2.5 is the dynamic notion of arbitrage price for game options, as defined in
Kallsen and Kiihn [6], and extended in [3] to the case of dividend-paying primary assets and
dividend-paying game options by resorting to the transformation of prices into cumulative
prices. Note that in the sequel, the statement “(T1;) ¢ 1] is an arbitrage price for the game option”
is in fact to be understood as “ (X, I1;) o 1] is an arbitrage price for the extended market consisting
of the primary market and the game option.”

Theorem 2.5 (Arbitrage price of a defaultable game option). Assume that a process ITis a G-
semimartingale and there exists Q € M such that I1is the value of the Dynkin game related to a game
option, meaning that

esssup ess inf Eq (7 (1, 7c) | Gr)
7,€G, TCEE;'
(2.6)
=TI; = ess ipfess supEq (7 (t1p,7) | Gr), te€[0,T].

7.€Gr  TpEGh

Then I is an arbitrage ex-dividend price of the game option, called the Q-price of the game option.
The converse holds true (thus any arbitrage price is a Q-price for some Q € _M) under the following
integrability assumption

ess sup EQ[ sup < PudDy + 11z Pr (1<) Lt + 1[::T]§)> | C}O] <oo, as. (2.7)
Qe te[0,T] [0,¢]

Note that defaultable American (or European) options can be seen as special cases of
defaultable game options.
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Definition 2.6. A defaultable American option is a defaultable game option with 7 = T. A
defaultable European option is a defaultable American option such that the process p.2 (cf. (2.4))
attains its maximum at T, that is, §;.£; < prLr for every t € [0, T].

In view of Theorem 2.5, the cash flows ¢(t) of a defaultable European option can be
redefined by

T
ﬁt()b(t) = It ﬁudDu + 1{Td>T]ﬂT§I te [0/ T] (28)

2.2. Hedging of a Defaultable Game Option

We adopt the definition of hedging game options stemming from successive developments,
starting from the hedging of American options examined by Karatzas [20], and subsequently
followed by El Karoui and Quenez [21], Kifer [8], Ma and Cvitani¢ [22], and Hamadene [23].
One of our goals is to show that this definition is consistent with the concept of arbitrage
valuation of a defaultable game option in the sense of Kallsen and Kiihn [6].

Recall that X (resp., X) is the price process (resp., cumulative price process) of primary
traded assets, as given by (2.1). The following definitions are standard, accounting for the
dividends on the primary market.

Definition 2.7. By a (self-financing) primary trading strategy we mean any pair (Vj, ¢) such that

(i) Vp is a Go-measurable real-valued random variable representing the initial wealth,

(ii) ¢ is an R'®-valued, fX-integrable process representing holdings in primary risky
assets.

Remark 2.8. The reason why we do not assume that Gy is trivial (which would, of course,
simplify several statements) is that we apply our results in the subsequent work [4] to
situations, where this assumption fails to hold (e.g., when studying convertible bonds with a
positive call notice period).

Definition 2.9. The wealth process V of a primary trading strategy (Vp,¢) is given by the
formula, for t € [0,T],

PV = foVo + f;gud <ﬂu5(u> (2.9)

Given the wealth process V of a primary strategy (Vy, (), we uniquely specify a G-
optional process ¢ by setting

Vi= Bt + 46X, te[0,T). (2.10)

The process ¢ represents the number of units held in the savings account at time ¢, when we
start from the initial wealth V;; and we use the strategy ¢ in the primary risky assets. Recall
that we denote 7 = 7, A 7.
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Definition 2.10. Consider the game option with the ex-dividend cumulative discounted cash
flows Bor given by (2.2).

(i) An issuer hedge with cost process p is represented by a quadruplet (Vy, ¢, p, 7:) such
that

(a) (W, ¢) is a primary strategy with the wealth process V given by (2.9),
(b) a cost process p is a real-valued, cadlag G-semimartingale with pg = 0,

(c) a (fixed) call time 7. belongs to 6(},
(d) the following inequality is valid, for every put time 7, € G2,

BV, +f Budpu > Porr (0;7,,7c), as. (2.11)
0

(ii) A holder hedge with cost process p is a quadruplet (Vy, ¢, p, 7,) such that

(a) (W, ¢) is a primary strategy with the wealth process V given by (2.9),
(b) a cost process p is a real-valued, cadlag G-semimartingale with pg = 0,
(c) a (fixed) put time 7, belongs to G,

(d) the following inequality is valid, for every call time 7. € EOT,
B:Vr + J‘ Budpy > —por (0;7,,7:), as. (2.12)
0

Issuer or holder hedges at no cost (i.e., with p = 0) are thus in effect issuer or holder
superhedges. A more explicit form of condition (2.11) reads (for (2.12), we need to insert the
minus sign in the right-hand side of (2.13))

Vs 5 pudp,
’ (2.13)

T
2 ﬁ?lfoﬁudDu + Ljrery) (1{T:T,,<T}Lrp e ) Ure + 1 et }s’)/ as.

The left-hand side in (2.13) is the value at time 7 of a strategy with a cost process p, when
the players adopt their respective exercise policies 7, and 7., whereas the right-hand side
represents the payoff to be done by the issuer, including past dividends and the recovery at
default.

Remark 2.11. (i) The process p is to be interpreted as the (running) financing cost, that is, the
amount of cash added to (if dp; > 0) or withdrawn from (if dp; < 0) the hedging portfolio
in order to get a perfect, but no longer self-financing, hedge. In the special case where p is a
G-martingale under Q we thus recover the notion of mean self-financing hedge, in the sense of
Schweizer [24].

(ii) Regarding the admissibility of hedging strategies (see, e.g., Delbaen and Schacher-
mayer [14]), note that the left-hand side in formula (2.11) (discounted wealth process
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inclusive of financing costs) is bounded from below for any issuer hedge with a cost
(Vo, ¢, p, 7c). Likewise, in the case of a bounded payoff o (i.e., assuming (2.5)), the left-hand
side in formula (2.12) is bounded from below for any holder hedge with a cost (Vy, ¢, p, 7).

Obviously, the class of all hedges with semimartingale cost processes is too large for
any practical purposes. Therefore, we will restrict our attention to hedges with a G-sigma
martingale cost p under a particular risk-neutral measure Q.

Assumption 2.12. In the sequel, we work under a fixed, but arbitrary, risk-neutral measure

Qenm.

All the measure-dependent notions like (local) martingale and compensator, implicitly
refer to the probability measure Q. In particular, we define US (resp., U}) as the set of initial
values Vj for which there exists an issuer (resp., holder) hedge of the game option with the
initial value Vj (resp., —Vp) and with a G-sigma martingale cost under Q.

The following result gives some preliminary conclusions regarding the initial cost of
a hedging strategy for the game option under the present, rather weak, assumptions. In
Proposition 4.3, we will see that, under stronger assumptions, the infima are attained and
thus we obtain equalities, rather than merely inequalities, in (2.14) and (2.15).

Lemma 2.13. (i) One has (by convention, essinf § = co)

essinfess sup Eq (7 (0;7,,7) | Go) <essinfV,, as. (2.14)
Yo 0 VoeUs
T€Gr TPEGT 0

(ii) If inequality (2.5) is valid then

ess sup essinfEq (7 (0;7,7) | Go) > —e‘?s ir}}f Vo, a.s. (2.15)
T,€G; T€Gr €Uy

Proof. (i) Assume that for some stopping time 7, € a(% the quadruplet (Vy, ¢, p, T) is an issuer
hedge with a G-sigma martingale cost p for the game option. It is easily seen from (2.9) and
(2.11) that, for any stopping time 7, € G2,

TpN\Tc

ﬂOVO = ﬂ’rp/\?CVTp/\?c - f Cud<ﬂu5€u)
© (2.16)
TpNTc R
> ,6071' (0/ Tp, Fc) - JO <§ud<ﬂuxu> + ﬂudpu>
In particular, by taking 7, = t, we obtain that, for any t € [0, T],
AT, R
PoVo = Pirz. Vinz, — Cud<ﬁuxu>
‘ 2.17)

> o (0;1,7) f; (G (BuXo) + pudpu)-
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The stochastic integral | ggud(ﬁuf(u) with respect to a G-sigma martingale X is a G-sigma
martingale. Hence the stopped process ftOATC ud(BuX,), as well as the process

f " (cud(pX.) + Buddp) (218)

0

are G-sigma martingales. The latter process is bounded from below (this follows from (2.2)—
(2.4) and (2.17)), so that it is a bounded from below local martingale [15, page 216] and thus
also a supermartingale. By taking conditional expectations in (2.16), we thus obtain for any
stopping time 7, € G (recall that 7. is fixed)

BoVo = Eq(Borr (0;7,7c) | Go), V1o €GY, (2.19)
and thus, by the assumed positivity of the process ,

Vo> eser;f esssup Eq (7 (0,7, 7c) | Go), as. (2.20)

7.€Gr  T,EG).

The required inequality (2.14) is an immediate consequence of the last formula.
(i) Let (Vo, ¢, p, Tp) be a holder hedge with a G-sigma martingale cost p for the game
option for some stopping time 7,, € GJ. Then (2.9) and (2.12) imply that, for any ¢ € [7,T],

BoVo = Pirz, Vinz, — J:)ATP Gud <ﬂu}zu>
(2.21)

> o (0,7, ) - f ;AT" (6 (BuXor) + Budpu).

Under condition (2.5), the stochastic integral in the last formula is bounded from below
and thus we conclude, by the same arguments as in part (i) that it is a supermartingale.
Consequently, for a fixed stopping time T, € G, we obtain

BoVo > Eq(—Por (0:7,,7.) | Go), as., V7. € Gy, (2.22)
so that
Vo > —esssup essinf Eq (7 (0,7, 7) | Go), as., (2.23)
1,eq)  T.€Gr
and this in turn implies (2.15). O

3. Valuation in a Hazard Process Setup

In order to get more explicit pricing and hedging results for defaultable game options, we
will now study the so-called hazard process setup.
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3.1. Standing Assumptions

Given an [0, +oo]-valued G-stopping time 7, we assume that G = H V F, where the filtration
H is generated by the process H; = 17, and I is some reference filtration. As expected, our
approach will consist in effectively reducing the information flow from the full filtration G to
the reference filtration IF.

Let G stand for the process G; = Q(74 > t | ) for t € R,. The process G is a (bounded)
F-supermartingale, as the optional projection on the filtration F of the nonincreasing process
1 - H (see Jeulin [25]).

In the sequel, we will work under the following standing assumption.

Assumption 3.1. We assume that the process G is (strictly) positive and continuous with finite
variation, so that the [F-hazard process I't = —1In(G;), t € Ry, is well defined and continuous
with finite variation.

Remark 3.2. (i) The assumption that G is continuous implies that 7, is a totally inaccessible G-
stopping time (see, e.g., [26]). Moreover, 7,4 avoids F-stopping times, in the sense that Q(7y =
7) = 0 for any F-stopping time 7 (see Coculescu and Nikeghbali [27]).

(ii) If G is continuous, the additional assumption that G has a finite variation implies
in fact that G is nonincreasing (see Lemma A.1(i)). This lies somewhere between assuming
further the (stronger) (#) Hypothesis and assuming further that 7, is an F-pseudo-stopping
time (see Nikeghbali and Yor [28]). Recall that the (#) Hypothesis means that all local F-
martingales are local G-martingales (see, e.g., [29]), whereas 7,4 is an F-pseudo-stopping time
whenever all F-local martingales stopped at T; are G-local martingales (see Nikeghbali and
Yor [28] and the appendix).

Some consequences of Assumption 3.1 useful for this work are summarized in
Lemma A.1. The next definition refers to some auxiliary results, which are relegated to the
appendix.

Definition 3.3. The F-stopping time 7, the ¥;-measurable random variable ¥ and the F-
adapted or F-predictable process Y introduced in Lemmas A.2 and A.4 are called the F-
representatives of T, y and Y, respectively. In the context of credit risk, where 7, represents
the default time of a reference entity, they are also known as the pre-default values of T, y and

Y.

To simplify the presentation, we find it convenient to make additional assumptions.
Strictly speaking, these assumptions are superfluous, in the sense that all the results below
are true without Assumption 3.4. Indeed, by making use of Lemmas A.2 and A.4 and
Definition 3.3, it is always possible to reduce the original problem to the case described in
Assumption 3.4. Since this would make the notation heavier, without adding much value,
we prefer to work under this standing assumption.

Assumption 3.4. (i) The discount factor process f is F-adapted.

(ii) The coupon process C is [F-predictable.

(iii) The recovery process R is F-predictable.

(iv) The payoff processes L, U are F-adapted and the random variable ¢ is ¥r-
measurable.

(v) The call protection 7 is an F-stopping time.
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3.2. Reduction of a Filtration

The next lemma shows that the computation of the lower and upper value of the Dynkin
games (2.6) with respect to G-stopping times can be reduced to the computation of the lower
and upper value with respect to [F-stopping times.

Lemma 3.5. One has that

esssup essinfEq (7w (t1p,7c) | Gt) = esssup essinf Eq (r(t;7,7) | Gr),

TPGGEF TCeGT Tp€¢5" TceqT
(3.1)
essinfess sup Eq (o (£; 7y, 7c) | Gr) = essinfess sup Eq (o (7, 7c) | Gi)-
7.€Gr  TpEGh 7.€Fr  T,EFF
R
Proof. For (1,,7.) € Gy x Gr, one has that
w(t;1p, 1) = (b1 ATa, Te NTa) = (6T ATa, Te ATa) = (8T, Te) (3.2)

for some stopping times (7,,7.) € F. x ?;, where the middle equality follows from

Lemma A .4, and the other two from the definition of . Since, clearly, gth @ C}tT and ?; C atT,
we conclude that the lemma is valid. O

Under our assumptions, the computation of conditional expectations of cash flows
7 (t; T, Tc) with respect to G; can be reduced to the computation of conditional expectations
of F-equivalent cash flows 7 (t; 7,, 7.) with respect to ¥;. Let a; := f;exp(-T}) stand for the
credit-risk adjusted discount factor. Note that, similarly to f, the process a is bounded.

Lemma 3.6. For any stopping times T, € ?tT and T, € ?; one has that
Eq(r (7, 7e) | Gt) = Liter)Eq (7 (£ 7, 7c) | Ft), (3.3)

where 7 (t; T, T.) is given by, with T = T, A T,
T
0 (47, ) = J &, (dCy + Rydly) + e (1 rary<r) Ley + e, Ur, + T(z=r)2) (3.4)
t

Proof. Formula (3.3) is an immediate consequence of formula (2.2) and Lemma A.5. O

Note that 7 (t; 7, 7.) is an ¥,-measurable random variable. A comparison of formulae
(2.2) and (3.4) shows that we have effectively moved our considerations from the original
market subject to the default risk, in which cash flows are discounted according to the
discount factor f, to the fictitious default-free market, in which cash flows are discounted
according to the credit risk adjusted discount factor a. Recall that the original cash flows
7 (t; Ty, 7c) are given as Grpr,-measurable random variables, whereas the F-equivalent cash
flows 7 (t;7,,7.) are manifestly ¥,-measurable and they depend on the default time 7,
only via the hazard process I'. For the purpose of computation of the ex-dividend price of
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a defaultable game option these two market models are in fact equivalent. This follows from
the next result, which is obtained by combining Theorem 2.5 with Lemmas 3.5 and 3.6.

Theorem 3.7 (Pre-default price of a defaultable game option). Assuming condition (2.7), let I'l
be the arbitrage ex-dividend Q-price for a game option. Then one has, for any t € [0,T],

[T = 1par) 1L, (3.5)
where T1; satisfies
esssup essinf Eq (7 (t 1y, 7c) | Ft) = I1; = essinfess sup Eq (7 (t1p,7c) | Fe)- (3.6)
7,€F} Tc€§; 'rce?tr T,€F

—t ~
Hence the Dynkin game with cost criterion Eq(7(t; 7y, 7c) | Ft) on ?tT x S admits the value T1;,
which coincides with the pre-default ex-dividend price at time t of the game option under the risk-
neutral measure Q.

The following result is the converse of Theorem 3.7. It is an immediate consequence of
Lemmas 3.5 and 3.6 and the “if” part of Theorem 2.5 (noting also that I'T defined by (3.5) is
obviously a G-semimartingale if IT is a G-semimartingale).

Theorem 3.8. Let l:It be the value of the Dynkin game with the cost criterion Eq (7 (t; Ty, 7c) | Ft) on
Fox ?tT, forany t € [0,T]. Then Iy defined by (3.5) is the value of the Dynkin game with the cost

criterion Eq (o (t; 7, 7c) | Gi) on C;tT x atT,for any t € [0,T]. If, in addition, [isa G-semimartingale
then Il is the arbitrage ex-dividend Q-price for the game option.

Theorems 3.7 and 3.8 thus allow us to reduce the study of a game option to the study
of Dynkin games (3.6) with respect to the reference filtration F.

3.3. Valuation via Doubly Reflected BSDEs

In this section, we will characterize the arbitrage ex-dividend Q-price of a game option as a
solution to an associated doubly reflected BSDE. To this end, we first recall some auxiliary
results concerning the relationship between Dynkin games and doubly reflected BSDEs.

Given an additional [F-adapted process F of finite variation, we consider the following
doubly reflected BSDE with the data a, F,¢, L, U, T (see Cvitani¢ and Karatzas [30], Hamadene
and Hassani [31], Crépey [32], Crépey and Matoussi [33], Bielecki et al. [4, 9]):

T

T
a0 = aré + arFr — a;Fy + J a,dK, - I a,dM,, te][0,T],
t

t
L;<©,<U; tel0,T], (3.7)
T T
f (O, — L)dK; = J' (uu - G)u>dK; =0,
0 0
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where the process U = (Ut)te[o,T] equals, for t € [0,T],

Et = 1{t<?]OO + 1{t2;]llt. (38)
Definition 3.9. By a (Q-)solution to the doubly reflected BSDE (3.7), we mean a triplet

(©, M, K) such that

(i) the state process O is a real-valued, F-adapted, cadlag process,
(ii

(ii

[y dM is a real-valued F-martingale vanishing at time 0,

)
)
) K is an F-adapted, continuous, finite variation process vanishing at time 0,

(iv) all conditions in (3.7) are satisfied, where in the third line K* and K~ denote the
Jordan components of K, and where the convention that 0 x oo = 0 is made in the

third line.

By the Jordan decomposition, we mean the decomposition K = K* — K-, where the
nondecreasing continuous processes K* and K~ vanish at time 0 and define mutually
singular measures.

The state process O in a solution to (3.7) is clearly an F-semimartingale. So there are
obvious (though rather artificial) cases in which (3.7) does not admit a solution: it suffices to
take T = 0 and L = U, assumed not to be an F-semimartingale. It is also clear that a solution
would not necessarily be unique if we did not impose the condition of a mutual singularity
of the nonnegative measures defined by K* and K~ (see, e.g., [31, Remark 4.1]).

Remark 3.10. In applications (see [4, 9, 32, 33]), the input process F is typically given in the
form of the Lebesgue integral aF = [af du and the component M of a solution to (3.7) is
usually searched for in the form M = [ ZdN + n for some R7-valued and real-valued square-
integrable [F-martingales N and n (see also Assumption 4.7 in Section 4.3). For more explicit
(in particular, Markovian) specifications of the present setup and sufficient conditions for
the existence and uniqueness of a solution to (3.7), the interested reader is referred to, for
example, [4, 30-33].

Basically, in any model endowed with the martingale representation property, the
existence (and uniqueness) of a solution to (3.7) (supplemented by suitable integrability
conditions on the data and the solution) is equivalent to the so-called Mokobodski condition,
namely, the existence of a quasimartingale Z such that L < Z < U on [0, T] (see, in particular,
Crépey and Matoussi [33], Hamadéne and Hassani [31, Theorem 4.1], and previous works
in this direction, starting with Cvitani¢ and Karatzas [30]). It is thus satisfied when one
of the barriers is a quasimartingale and, in particular, when one of the barriers is given
as SV ¢, where S is an Ito6-Lévy process S with square-integrable special semimartingale
decomposition components (see [33]) and ¢ is a constant in RU{—oo}. This framework covers,
for instance, the payoff at call of a convertible bond examined in [3, 4].

Remark 3.11. (i) Since K, and thus K* and K-, are continuous, the minimality conditions
(third line) in (3.7) are equivalent to

T N T, )
fo (O — L, )dK: = fo (uu_ - G)u_>d1<u = 0. (3.9)
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Indeed the related integrands here and in the third line of (3.7) differ on an at most
countable set whereas the integrators define atomless measures on [0, T]; see, for example,
[33]. In the preprint version [34] of this work, we defined more general notions of e-hedges
that were pertaining in the case where there may be jumps in the process K. Since in all
existing works on doubly reflected BSDEs the process K is actually found to be a continuous
process (see [4, 30, 31, 33]), we decided to impose here the continuity of K in Definition 3.9
and we only consider hedges, as opposed to e-hedges. Note, however, that essentially all the
results of this paper can be extended to possible jumps in K, using the generalized notion
of e-hedge defined in [34], and with the minimality conditions stated as (3.9) instead of the
third line in condition (3.7) of Definition 3.9.

(ii) Since F is a given process, the BSDE (3.7) can be rewritten as

T T
a0, = aré +f a,dK, —I a,dM,, tel0,T],
t t

it S ét S at/ te [O/ T]/ (310)

[ :(@u ~L)aK; = | Z(au -6,)dK; =0,

where ©; = ©; + F,, §= ¢+ Fr, L; = L; + F;, and U; = U, + F;. This shows that the problem
of solving (3.7) can be formally reduced to the case of F = 0 with suitably modified reflecting
barriers i, U and terminal condition 5 However, the freedom to choose the driver of a related
BSDE associated with a game option is important from the point of view of applications (this
is apparent in the followup papers [4, 9]; see also [34]).

(iii) In the special case where all F-martingales are continuous and where the F-
semimartingale F and the barriers L and U are continuous (see [4, 30, 35]), it is natural to look
for a continuous solution of (3.7), that is, a solution of (3.7) given by a triplet of continuous
processes (0, M, K).

(iv) In the context of a Markovian setup, the probabilistic BSDE approach may be
complemented by a related analytic variational inequality approach; this issue is dealt with
in the followup papers [4, 9]. Note, however, that the variational inequality approach
strongly relies on the BSDE approach. Moreover, a simulation method based on the BSDE
is the only efficient way of numerically solving the pricing problem whenever the problem
dimension (number of model factors) is greater than three or four. Indeed, in that case the
computational cost of deterministic numerical schemes based on the variational inequality
approach becomes prohibitive.

In order to establish a relationship between a solution to the related doubly reflected
BSDE and the arbitrage ex-dividend Q-price of the defaultable game option, we first recall
the general relationship between doubly reflected BSDEs and Dynkin games with purely
terminal cost, before applying this result to dividend-paying game options in the fictitious
default-free market in Proposition 3.12.

Observe that if (©, M, K) solves (3.7) then one has, for any stopping time 7 € SCtT,

T T
0 = 2,0, + a,F, — o, F; + ’[ a,dK, — J a,dM,,. (3.11)
t

t
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Proposition 3.12 (Verification principle for a Dynkin game). Let (©, M, K) be a solution to
(3.7) with F = 0. Then © is the value of the Dynkin game with cost criterion Eq(0(t; T, 7c) | F+) on

?tT x ?;, where O(t; T, 7.) is the Fr-measurable random variable defined by

“tg(t; Tps Tc) =ar 1{T:T <T}LT + 1{T=TC<’T }uTC + 1[T=T}§ ’ (312)
2 P P

where T = T, AT Moreover, for any t € [0, T], the pair of stopping times (7, 7) € Fi. x ?; given by

T;‘:inf{ue[t,T]; O, <L,} AT, i =influe [TVtT];, ©,>U,} AT, (3.13)

is a saddle-point of this Dynkin game, in the sense that one has, for any (7,,7c) € F x §;,
Eq(0(tm,70) | F1) <O <Bo(0(Lm,7) | F1)- (3.14)

Proof. Except for the presence of 7, the result is standard (see, e.g., Lepeltier and Maingueneau
[19]). Let us first check that the right-hand side inequality in (3.14) is valid for any 7. € ?tT

Let 7 denote 7; A 7c. By the definition of 7 and continuity of K*, we see that K* equals 0 on
[t,7*]. Since K~ is nondecreasing, (3.11) is applied to yield

-
;0 < A Op — f a,dM,,. (3.15)
t

Taking conditional expectations (recall that [,a,dM, is an F-martingale), and using also the
facts that O < Ly if 7, <T, O =¢ if 7, =T and O, < U, (recall that 7, € itT, sothatt. >T
and U,, = U,.), we obtain

;0 < Eq(arOqr | F)
(3.16)
< EQ <d7-* <1{T*:T;<T}LT; + 1{7*:TC<T;}UTC + 1{T*=T]§) | ?t)

We conclude that ©; < Eg(0(t; T;,Tc) | :) for any 7. € §; This completes the proof of the
right-hand side inequality in (3.14). The left-hand side inequality can be shown similarly. It
is in fact standard, since it does not involve 7, and thus the details are left to the reader. O

Let us now apply Proposition 3.12 to a defaultable game option. To this end, we first
rewrite (3.4) as follows

a3 (67, Te) = arFr — ayFy + otz (Lzer <11 Lep + Lirar, ) Un, + Lizor)€), (3.17)
P
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where

Fy:= a;lj a,dD, with D, := f dC, + R,dT,,. (3.18)
[0,¢] [0,£]

Let us denote by (Z) equation (3.10) with F; = F,, that is,

T

T
ai© = aré +J a,dK, —J a,dM,, te][0,T],
t

t

L,<o,<u, telo,T], é)

[[@-Lyax; - [ (@ -B.)ax; =0,
0

0

Withg=§+?7', i’t = Lt +E,and at ZUt +ft.
Assumption 3.13. The doubly reflected BSDE (&) admits a solution (©, M, K).

Let us stress that Assumption 3.13, heroic as it may seem in the general hazard process
setup, is in fact a plausible assumption in any reasonable application one may think of (cf.
the comments following Definition 3.9).

We denote, for t € [0,T],

ﬁt = ét _ft/ Il = 1{t<Td}ﬁtl 1:[t =11 + ﬁ;lj ﬂudDur (3.19)
[04]

. tAT4
m; = ﬁth + ﬁudKu. (320)
0

The following lemma is crucial in what follows (Lemma 3.14(i) is actually the key of the proof
of Proposition 4.1 below).

Lemma 3.14. (i) The process m given by (3.20) is G-martingale stopped at T,.
(ii) The process ITis a G-semimartingale.
(iii) The process PI1is a special G-semimartingale.

Proof. (i) The triplet (1:1, M, K) satisfies (3.7) with F given by F in (3.18). Therefore, for every
te[0,T],

T T T
a1y = aré + J a,dD, + f a,dK, — f a,dM,, (3.21)
t t t

and thus

t t

a,dK, + I a,dD,,. (3.22)

t
J‘ (xudMu = atl_[t - dono + J‘
0

0 0
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Using Lemma A.5, it is easy to check that one has, forany 0 <t <u < T,
u
pcn"Bo [ audM, | %) =Bo(m, ~m; | G, (323)
t

Since the integral [ a, dM, is an F-martingale, the process m is a G-martingale. It is also clear
that it is stopped at 7.
(ii) In view of (3.19), (3.20) and part (i), the process I1is clearly a G-semimartingale.
(iii) By (3.20), one has that

AT,

BT, = my — BudK,, (3.24)
0

where m is a G-martingale, by (i), and where the second term in the right-hand side is a
G-adapted and continuous (hence G-predictable) processes of finite variation. O

Remark 3.15. In view of (3.24) and since K is continuous, the process m given by (3.20)
can equivalently be redefined as the canonical G-local martingale component of the discounted
cumulative Q-value process PI1. The processes m and PII are easily seen to coincide on the
random interval [0, T} A T; A 74 A T]. Therefore, both m and ﬂf[ can be interpreted on this
interval as the discounted cumulative Q-value of a defaultable game option.

The following result establishes a useful connection between (©,M,K) and the
arbitrage ex-dividend Q-price of the defaultable game option.

Proposition 3.16 (Verification principle for a defaultable game option). The process I1 is the
arbitrage ex-dividend Q-price for the game option. Moreover, for any t € [0,T], the saddle-point

(15, 72) € F x itT for the related Dynkin game (2.6) on G x atT is given by

T :inf{u €[t T]; T, < L,,} AT, T :inf{u e[Vt T); [, > uu} AT. (3.25)

Proof. In view of (3.4), the present assumptions imply that I1; is the value of the Dynkin game
(3.6), by Proposition 3.12, with saddle-point (T;, 7%). Therefore, by Lemmas 3.5 and 3.6, I'l; is

the value of the Dynkin game associated with the game option on G x atT, with saddle-
point (7, 7). Moreover, I1is a G-semimartingale, by Lemma 3.14(ii). To conclude the proof,
it suffices to make use of the last statement in Theorem 3.8. O

4. Hedging in a Hazard Process Setup

In the remaining part of this work, we examine in some detail the existence and basic
properties of hedging strategies for defaultable game options in a hazard process setup.
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4.1. Cost Process of a Hedging Strategy

From now on, we will work under Assumption 3.13. Let thus (é, M, K) denote a solution
to (€) and let IT and I1 be defined by (3.19). In particular, I is the arbitrage Q-price for the
game option (by Proposition 3.16) and the left-hand sides in (2.14) and (2.15) are equal to I'l.
Finally, recall that the G-martingale m is defined by (3.20).

Let us stress that some of the key arguments underlying the following result are
classical, and they are already contained in Lepeltier and Maingueneau [19] (see, in
particular, Theorem 11 therein). Proposition 4.1 can thus be seen as a natural extension of
their results to the defaultable case, in which two filtrations are involved. It is notable that
our assumptions are made relative to the filtration F, whereas conclusions are drawn relative
to the filtration G.

Proposition 4.1 (Hedging with a local martingale cost). Let ¢ be an arbitrary R4~ valued and
BX-integrable process. Then the following statements are valid.
(i) Let the process p($) be given by po(¢) = 0 and

Prpi(Q) = dm: - &id (BiXr). (4.1)

Then (T1o, ¢, p(8), T2) is an issuer hedge with G-sigma (local, in case pX and ¢ are locally bounded)
martingale cost.
(ii) Let the process p(¢) be given by p(¢) = 0 and

Predp,(¢) = ~dm; - L (BiX: ). (4.2)

Then (-Io, G, p(¢), Ty,) is a holder hedge with a G-sigma martingale (local martingale, when ﬂf( and
¢ are locally bounded) cost process.

Recall that, according to our convention (see Section 1.2), the fX-integrability of an
R'®-valued stochastic process ¢ implies its G-predictability. Note also that the equality
p(=¢) = —p(¢) is valid for any process ¢, since

—Bidpi(2) = —dmy + M(ﬁp@) = —dmy - (—gt)d<[3tf(t>. (4.3)

Proof of Proposition 4.1. The arguments for a holder are essentially symmetrical to those for
an issuer; we thus only prove part (i). By Lemma 3.14(i), the process p(¢) is a G-sigma
martingale, and a G-local martingale if X and ¢ are locally bounded processes. For the ease
of notation, we write p = p(g). Let V denote the wealth process of the primary strategy (Iy, ¢).
By combining (2.9) with (4.1), we obtain Vj = Iy and, for every t € [0,T],

A(pVi) = G (X ) = dmy — Pidpy (4.4)
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and thus

ATy

BiVi+ f;ﬂudpu =mi+ fo(To=Tlo) =pili+ |+ pudK+po(Tlo=Th),  (45)

where the second equality follows from (3.20). Recall that the stopping time 7} € i(% is given
by (see Proposition 3.16)

Tt = inf{t € [7,T); IT; > ut} AT. (4.6)

In order to prove that the quadruplet (Iy, ¢, p, 77') is an issuer hedge for the game option, it is
enough to show that one has for any 7, € SEOT, with 7 = 7, A T2 (cf. (2.13)),

:BTVT + Ioﬂu(dpu - dDu) 2 1[T<Td}ﬁ7’ (1{T=TP<T}LTP + 1{T<Tp}u‘l’c* + 1{TP=T;‘=T}§>‘ (4’7)

From the definition of 7*, the minimality conditions in (£) and the continuity of K~ it follows
that K~ = 0 and thus K > 0 on [0, 7]. Since 7 < 77, (4.5) thus yields

ﬁTVT + J‘ ﬁu (dpu - dDu) = ﬂTH’T + J ﬂudKu 2 ﬂTH’T = 1[T<Td}ﬂTﬁT/ (48)
0

[0,7AT4]

where, by (2), one has that

HT > 1{T<T]LT + 1[T=T}§' (49)

In addition, by the definition of 7, one has that I:IT; > U, on the event {7} < T}. It is now
easy to see that (4.7) is satisfied and thus (Vg, ¢, p, 77) is indeed an issuer hedge. O

Remark 4.2. (i) The situation where p can be made equal to zero by the choice of a suitable
strategy ¢ in Proposition 4.1 corresponds to a particular form of hedgeability of a game option
in which an issuer and a holder are able to hedge all risks embedded in a defaultable game
option. The case where p # 0 corresponds either to nonhedgeability of a game option or to the
situation in which an issuer (or a holder) is able to hedge, but she prefers not to hedge all risks
associated with a game option, for instance, she may be willing to take some directional bets
regarding specific risks. For this reason, we decided not to postulate a priori that p should be
minimized in some sense as, for instance, in Schweizer [24].

(ii) It is possible to introduce the issuer trivial hedge (ITy,0,p°, 7¥) (resp., the holder
trivial hedge (—-T1o,0,—p°, 7,)) with the G-local martingale cost

t
pY = I B.ldm,, tel0,T]. (4.10)
0
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Obviously, this hedge is of no practical interest, since it implicitly assumes that one is not
interested in hedging any risks. The trivial hedge or, more precisely, the existence of any
hedge is used in the proof of Proposition 4.3, however.

Let us now draw some conclusions from Lemma 2.13 and Proposition 4.1. In the
context of specific (Cox-Ross-Rubinstein or Black-Scholes, say) models, analogous results can
be found in Kifer [8]. Our main contribution here is an extension of these results to the present
setup involving a reduction of filtration, as well as to a fairly general class of semimartingale
models. We use here the notation ess min (instead of a more common symbol essinf) in order
to emphasize that the respective bounds are in fact attained.

Proposition 4.3. Under the assumptions of Proposition 4.1, the following statements are valid.

(i) The equality Ty = ess min U holds, so that Ty is the minimum of initial wealths of an
issuer hedge with a G-sigma martingale cost.

(ii) One has that -1, € Z)g If, in addition, (2.5) holds then I'ly = —ess min '(’)g and —T1y is the
minimum of initial wealths of a holder hedge with a G-sigma martingale cost.

(iii) The above statements are also valid with local martingale instead of sigma martingale
therein.

Proof. (i) By applying Proposition 4.1 to the trivial hedge of Remark 4.2(ii), we get, in
particular, that ITy € Uj, where I is also equal to the Q-value of the related Dynkin game,
by Proposition 3.16. Therefore, the infimum is attained and one has equality, rather than
inequality, in Lemma 2.13(i).

(ii) In view of (2.5) and Lemma 2.13(ii), the second claim can be proven in the same
way as part (i).

(iii) This follows immediately from parts (i) and (ii), since the cost p° of the trivial
hedge is a G-local martingale. O

Given our definition of hedging with a cost and the definition of I'ly, the fact that there
exists a hedge with an initial wealth I'ly and a G-sigma martingale cost (or a local martingale
cost, in suitable cases) is by no means surprising. The minimality statement establishes a
connection between arbitrage prices and hedging in a general incomplete market. Let us
conclude this section by mentioning that one could state analogous definitions and results
regarding hedging strategies for a defaultable game option starting at any date t € [0, T].

4.2. Risk Factors of a Defaultable Game Option

Let N = H - T, stand for the compensated default process. Under our standing
assumption that the F-hazard process I of 7, is a continuous and nondecreasing process (cf.
Remark 3.2(ii)), the process N is known to be a G-martingale. Recall also that the avoidance
property holds, in the sense that Q(7; = 7) = 0 for any F-stopping time 7 (cf. Remark 3.2(i)).
An analysis of hedging strategies in the next section hinges on the following lemma,
which yields the risk decomposition of the discounted cumulative value process of a
defaultable game option. More formally, the martingale component m (cf. Remark 3.15) is
represented in terms of the pure jump martingale N“ and a real-valued F-martingale M,
which arise as the second component of a solution to the doubly reflected BSDE (3.7).
Intuitively, the process M models the pre-default risk associated with a defaultable game
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option, as opposed to the event risk, which is due to an unexpected occurrence of the default
event, and which is modeled through the jump martingale N¢.

Lemma 4.4. The G-martingale m defined by (3.20) satisfies
dmy = 1<y B (dM; + YidNY), (4.11)

where the F-predictable process Y equals Y; = R, — TI,_.

Proof. Let us introduce the Doléans-Dade martingale (see, e.g., [29])
t
&= ljperyet =1 —f &udNY, (4.12)
0

so that atét = ﬂtl[t<1‘d} and atét— = ﬂtl{tSTd}' Then (Cf (319) and (320))

dmt = d(ﬁtﬁt> + 1{tSTd]ﬁtth = d(étatﬁt> + 1{tSTd}ﬁtth + ﬁtht. (413)

It may happen that the F-semimartingale all fails to be also a G-semimartingale, so a
direct application of the (G-)integration by parts formula to &afl is not possible. However,
by Lemma A. 1(1V) the process all stopped at T4 is a G-semimartingale. It is also clear that
Eall = &y I1ar,. Hence by applying the integration by parts formula to &g, [Tz, We
obtain

d(etamdﬁmd> =& <d(atmﬁtm> — T, de) + d[é, a.mﬁ.m]t, (4.14)

where, in addition, one has that [é,a./\lezL,\Td]t = —elma,, AI:[TdHt. Using the avoidance
property of Remark 3.2(i), formula (3.22), and the assumptions that the coupon process C
is F-predictable and the hazard process I' is continuous (so that AC, = AI'r, = 0), we obtain
the equality ATT, , = 0. Using (3.22), we next deduce from (4.13) that

dm; = &4 (d(zxmml:[t,\m> - [Xtﬁt_dNtd> + 1{tSTd}ﬂtth + ﬂtht
= 1icry) o (~dK; - dCy = Rl + dM; - [T dN{') +1j1cr fidKi + frdD;  (415)

= 1[tSTd}ﬂt <—dCt - thrt + th - ﬁt,dN;i> + ﬂtht-
Using (2.3) and the equality AC;, = 0, we finally arrive at the formula
dmy =1tz B (dM; + (R - T1)dNT), (4.16)

which is the required result. O
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4.3. Hedging of Risk Factors

In order to study nontrivial cases of hedging strategies for a defaultable game option in
the general setup of this paper, we need to impose more assumptions on prices of primary
traded assets. Since we are working in a fairly general framework, we will be able to provide
only general results concerning hedging strategies. The interested reader is referred to the
followup papers [4, 9] for a more detailed analysis of assumptions made in this section and
particular examples.

First, we recall that the ex-dividend price X of primary risky assets satisties X; = (1 -
H)X,, for every t € [0, T], where the R%-valued, F-adapted process X formally represents the
pre-default value of X. We thus assume, by convention, that any residual value of the primary
asset at 74 is embedded in the recovery part of the dividend process for X. We denote by R
an R%-valued and F-predictable process, which is aimed to represent the recovery processes
of primary risky assets. Inspired by decomposition (4.11) of Lemma 4.4, we make also the
following natural postulate regarding the behavior of the cumulative price process X stopped
atty AT,

Assumption 4.5. The dynamics under Q of the cumulative price process X of primary risky
assets are, for every t € [0, T AT4],

d(piXi) = pi (M, + Y,dN{) (4.17)

for some R%-valued F-martingale M, where the R%-valued, F-predictable process Y is given
by the equality Y; = R; — X;_ for every t € [0, T].

By inserting (4.11) and (4.17) into (4.1), we obtain, for every t € [0, T A 74],
dpy(8) = M, — G d M, + (Yt - gtfq)dz\rtd. (4.18)

At this stage, we were only able to separate the two principal components of the cost process
that correspond to pre-default and default event risks, respectively, where the pre-default risk
is now modeled by the F-martingales M and M associated with a game option and primary
traded assets, respectively.

Remark 4.6. In what follows, we will only be interested in hedging on the random interval
[0, 74 AT]. Therefore, without loss of generality, we may and do assume that ¢ is F-predictable
(see Lemma A.2(ii)). This means that the reduction of filtration method can also be applied
to hedging of a defaultable game option, and not only to its valuation as was already shown
in Section 3.2.

Within the present framework, the event risk factor is common for all traded primary
and derivative assets. Therefore, in the next step, we are going to get a closer look on
pre-default risks of traded and derivative assets. To this end, we make a further standing
assumption, in which the concept of the systematic risk factor (also known as the market risk
factor) is introduced.
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Assumption 4.7. We are given an R-valued F-martingale, denoted by N, which is aimed to
represent the systematic risk factor for the underlying market model. We postulate that the IF-
martingales M and M of (4.11) and (4.17) satisfy the following decompositions, for every
te[0,T],

dM; = Z,dN, +dn;,  dM, = Z,dN, + dn,, (4.19)

where Z (resp., Z) is some [F-adapted, R'®4-valued (resp., R¥®4-valued), N -integrable
processes and 7 (resp., 7i) is a real-valued (resp., R%-valued) F-martingale.

It is natural to refer to F-martingales n and 7 appearing in Assumption 4.7 as
idiosyncratic risk factors associated with a defaultable game option and primary traded assets,
respectively. In this context, we find it convenient to refer to N4 as the event risk factor.

Remark 4.8. A specification of the systematic risk factor N depends on a particular market
model and on a problem at hand, so that it is not possible to make it more explicit in the
abstract setup considered here. As it will become apparent in the sequel, the idiosyncratic
risk factors are expected to be in some sense orthogonal to the systematic risk factor. For this
reason, one cannot simply make Z and Z to vanish in (4.19). Once again, for more information
on particular models, we refer to [4, 9] (see also Remark 3.10).

Let us denote WV = [1]\:; ] and let [Z, Y] stand for the concatenation of Z and Y. The next

lemma is an immediate consequence of (4.18) and (4.19). The idea behind formula (4.20) is
the separation of risk factors N, N9, n, and 7 in the dynamics of the cost process of a trading
strategy.

Lemma 4.9. For any R'®@-valued, BX-integrable process ¢, the cost process satisfies, for every t €
[0,T A 4],

dpi(©) = (12, Y] - &[ 2, Y] ) Ay + iy — ot (4.20)

Example 4.10. To provide some intuition underpinning the present setup, let us first consider
a situation where the perfect hedgeability of risks can be achieved, at least in principle. Let us
set g = 1 and we take dM; = Z;dNj, so that n vanishes. For d = 2, we further postulate that
n=0and

[ [z
th = d . = N th (421)
M [z
or, equivalently, that fori=1,2

d(BX}) = pi(ZidM, + Y[dN{). (4.22)
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Assume that there exists a ﬂ)?—integrable process ¢ solving the equation
I zZy}
G[Zov] = e et] | 5y o = 1207 (4.23)
Z; Y
Then it follows from (4.20) (or (4.18)) that the cost process p(¢) vanishes and thus the strategy
¢ (resp., —¢) is an issuer’s (resp., holder’s) superhedge for a defaultable game option, in the
sense of Definition 2.10. Note that the first (resp., the second) equation in formula (4.23) is
used to eliminate the pre-default risk (resp., the event risk). As was expected, the strategy ¢
obtained by solving (4.23) is F-predictable (cf. Remark 4.6).

Remark 4.11. In [4], we further specify the setup of Example 4.10, by examining the exact
replication of a convertible bond with the equity and the credit default swap on the
underlying credit name in an equity-to-credit intensity-based model, in which the systematic
risk factor is modeled by the Brownian motion driving the equity value and all processes
appearing in (4.23) can be computed explicitly.

In the foregoing result, we examine two typical situations regarding the partial
hedgeability of risk factors when superhedging is either not possible or not desirable. The
case considered in part (i) refers to elimination of event and systematic risks. In contrast, part
(ii) deals with hedging of the systematic risk only. Of course, it is also possible to hedge the
event risk only, but we do not formulate here the corresponding result. Since the proof of the
lemma follows easily from (4.20), it is omitted.

Lemma 4.12 (Hedgmg of risk factors). (i) Assume that the equatzon [Z,Y] = ¢[Z,Y] admits a
ﬂX integrable solution ¢ on [0, TATy]. Then the cost process p = p(g) satisfies, for every t € [0, TAT4],

dﬁt = dTlt - gtd?lt. (424)

(ii) Assume that the equation Z = ¢Z admits a ﬂ)?—integmble solution ¢ on [0, T A T4]. Then
the dynamics of the cost process p = p({) are, for every t € [0,T A 14],

dﬁt = <Yt — ét?t>dN;i + dTlt - gtdi’l\t. (425)

Part (i) in Lemma 4.12 corresponds to the case where the common risks (systematic
and event) can be completely eliminated. In contrast, part (ii) refers either to the case of
unhedgeable event risk (e.g., when Y =0in dynamics (4.17)) or to the situation when the
issuer (or holder) is not willing to hedge that risk.

As was already mentioned, practically useful decompositions of M and M will
depend on a particular model for the primary market, as well as on the game option under
study. In an abstract setup considered here, they may be formally deduced from martingale
representation theorems with orthogonal components.

Let thus 2 stand for the class of real-valued F-martingales with integrable quadratic
variation over [0,T] or, by a slight abuse of notation, the class of vector-valued processes
with mutually strongly orthogonal components in 2. It is worth recalling here that an F-
martingale stopped at 7 is also a G-local martingale, by virtue of Lemma A.1(iii).
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The Galtchouk-Kunita-Watanabe (GKW) decomposition of M and M with respect
to N and the filtration F (see, e.g., Protter [16, Section IV.3, Corollary 1]) thus yields the
decompositions (4.19) of M and M with n and 7 strongly orthogonal to N in 2. Since
N is meant to represent the systematic risk factor, we may and do assume, without loss of
generality, that the idiosyncratic risk factors n and 7 are also mutually strongly orthogonal.

The following proposition justifies the informal statement that the strategy ¢ (resp., )
hedges the risk factor /W (resp., N). We use hereafter the standard symbol [, -] to denote the
square bracket between G-semimartingales.

Proposition 4.13 (Orthogonality of risk factors). Assume that the processes N, n, and 7 in
decompositions (4.19) of M and M are mutually strongly orthogonal in 2.

(i) Under assumptions of Lemma 4.12(i), the processes p and N .x, are orthogonal in G, in the
sense that [p, N.xr,] is a G-sigma martingale (and a G-local martingale if { is locally bounded).

(ii) Under assumptions of Lemma 4.12(ii), the processes p and N.n, are orthogonal in G, in
the sense that [, N.ar,| is a G-sigma martingale (and a G-local martingale if §, R, and R are locally
bounded processes).

Proof. We first note that 11.o, and N.,,, are G-local martingales, by Lemma A.1(iii). Since n is
strongly orthogonal to N in 2, the process [7.r,, N.ar,] is a G-local martingale, as an F-local
martingale stopped at 7 (cf. Lemma A.1(iii)). Furthermore, by Lemma A.6, [11.,,, N%] is a G-
local martingale. We conclude that [#1.1r,, N7, ] is a G-local martingale. So are also [, N.ar,]
and [#1, WV.r,], since the integral Io prdii; is strongly orthogonal to A.,r,. Furthermore, by
Lemma A.6, [N.ar,, N 9] is a G-local martingale.

Using (4.24), we conclude for part (i) that [p, N.\r,] is a G-sigma martingale and thus
it follows a G-local martingale if lisa locally bounded process.

For part (ii), we conclude in view of (4.25) that [g, N.r,] is a G-sigma martingale and
thus a G-local martingale if ¢, R and R are locally bounded processes. O

4.4. Hedging with Orthogonal Cost

Before concluding this work, let us examine briefly an alternative approach to hedging a
defaultable game option, which is formally defined as the problem of finding a strategy ¢ that
makes the cost process G-orthogonal under a given risk-neutral probability measure Q to a
predetermined R9-valued G-local martingale N where, without loss of generality, the process
N is assumed to be stopped at 7,. In reference to Proposition 4.13, by the G-orthogonality, we
mean here that [p,N] is a G-local martingale under Q.

Remark 4.14. In the financial interpretation, the process N may represent the wealth processes
of some preexisting portfolios, rather than risk factors as in Sections 4.2 and 4.3. Admittedly,
we consider here a reduced concept of hedging, at least from the theoretical perspective. It
is possible to argue, however, that this approach may be of practical relevance, since some
kind of a relative hedging (as opposed to replication or superhedging) is a common market
practice.

For the purpose of this section, the process m arising in (4.1) may be defined either
by (3.20), in reference to a solution of a related doubly reflected BSDE with respect to the
filtration F or, more generally (cf. Remark 3.15), as the G-local martingale component of the
discounted cumulative Q-value process BT of a game option, provided that fIT is a G-special
semimartingale.
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In the following proposition we denote (whenever well-defined)

Covi(dX;, dYy) = %iffb Wt Cov(Xern — Xe, Yeen = Yi | Gr) (4.26)

and Var;(dX;) = Cov;(dX;, dX;).

Proposition 4.15 (Hedging with orthogonal cost). Assunie that X admits the decomposition, for
everyt € [0, T Aty4],

d(BiX:) = BiZidN, + i, (4.27)

with 1 and N orthogonal in G and an R*®-valued, N-integrable process Z, which is left-invertible
on [0, T Atg)]. Let us set, for every t € [0, T Aty],

&1 = Covy(dmy, frdN, ) Var, (idN,) Ay, (4.28)

where A is the left inverse of the transpose of Z on [0, T A4]. Then the cost process p() is orthogonal
to N in G.

Proof. By combining (4.1) with (4.27), we obtain

Pidpi(8) = dmy — LB ZidAN, - piydny. (4.29)

Therefore, in order to have the cost p orthogonal to N in G, it suffices to select a strategy ¢ for
which m — fbﬂtgtzth ¢ is G-orthogonal to N. Relying on the multilinear regression formula,
this can be achieved by setting ¢ as in (4.28). O

The problem of hedging a defaultable game option with respect to N can thus be
solved, at least formally, provided that one can find a decomposition (4.27) with the required
properties. Such a decomposition can be obtained as the GKW decomposition of X in G
with respect to N, provided that the related matrix Z is left-invertible on [0,T A 7y]. Itis then
natural to conjecture that the strategy given by (4.28) for N = M.n;, (resp., N = N..,) will
coincide with the strategy ¢ (resp., ¢) of Proposition 4.13.

The following result examines the special case when 77 = 0 in (4.27). As can be seen
from formula (4.31) below, this corresponds to the assumption that the process N represents
the wealth processes of some portfolios of primary traded assets.

Corollary 4.16 (Min-variance hedging). Assume that 7 = 0 in (4.27) and Z is left-invertible on
[0, T A 4]. Then the strategy ¢ of Proposition 4.15 becomes

-1

¢ = Covy (dmt,d<ﬂtf(t>>Vart (d <ﬂt5(t>> . (4.30)
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Proof. Under the present assumptions, we obtain from (4.27)
BidN; = Ad <ﬂt5(t>, te[0,T ATyl (4.31)
Consequently, formula (4.28) reduces to
& = Covi (dmy, Ad (X)) Var, (Atd<ﬁtf(t>>71At, (4.32)

and this in turn yields (4.31). O

We recognize here a strategy, which is known to arise in the context of the min-
variance hedging in incomplete markets. In the present setup, it was not derived by suitable
optimization arguments, however, but obtained by simply postulating that the cost process
should be orthogonal to prices of primary assets under the preselected risk-neutral probability
measure Q. It should be noted that in the context of a game (or even American) option, the
min-variance hedging approach should also incorporate optimization with respect to exercise
times. This would lead to the optimization problem of the form (from the issuer’s perspective,
cf. (2.11))

essj]nf ess sup Ep((ﬁTVT - o (0; Tp,Tc))z | Go) (4.33)

T€GT,6 TPGGg

for a given level V; of the initial wealth, where 7 = 7. A 7, A 75 and where the expectation
is taken under the statistical probability measure P. In a discrete-time setup, this problem
was recently proposed and solved by Dolinsky and Kifer [36], who have also observed that
the corresponding problem in a continuous-time framework is very difficult to deal with.
Whether such an approach in continuous time is amenable to mathematical and practical
solution is indeed far from trivial, so it is left as an open challenging problem.

Appendix
A. Auxiliary Lemmas

Recall that an F-pseudo-stopping time T is a random time such that EgM, = EqgM) for every
bounded F-martingale M (see Nikeghbali and Yor [28, Remark 1]).
We work throughout under the standing Assumption 3.1.

Lemma A.1. (i) G is a nonincreasing process.

(ii) The G-stopping time T, is an F-pseudo-stopping time.

(iii) Any F-local martingale stopped at T, is a G-local martingale.

(iv) Any F-semimartingale stopped at T, is a G-semimartingale.

(v) The integral process of a continuous integrand with respect to an F-martingale stopped at
74 15 a G-local martingale.

Proof. Since G is a continuous supermartingale, it admits the Doob-Meyer decomposition
G = M - A with a continuous martingale component M [15, page 44, Lemma 4.24]. Hence
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M is in fact constant, as a continuous martingale with finite variation, and thus (i) holds.
By [28, Theorem 4.5], (i) implies (ii) (note that the continuity of the filtration F is only used
for the converse in [28, Theorem 4.5]). By [28, Theorem 4.4], (ii) implies (iii), which also
immediately yields (iv). For (v), we note that an F-martingale stopped at 7; is a G-local
martingale, by virtue of (iii). The integral process of a continuous (hence predictable and
locally bounded) integrand, with respect to an F-martingale stopped at 7, is thus a G-local
martingale (cf. Remark 2.2). O

We recall the following well-known results. We refer the interested reader to Bielecki
and Rutkowski [29, Lemma 5.1.2(ii) and Corollary 5.1.2] for (i) and Dellacherie et al. [37,
page 186, Section 75] for (ii) (see also Proposition 9.12 of Nikeghbali [38]).

Lemma A.2. (i) Let x be a Go,-measurable random variable. For any t € R, such that one of the
members of the following equality is well defined in R (e.g., y bounded from one side), the other one is
well defined as well and one has that

Literg Bo (X | Ge) = Titergy € Bo(Ljteryy x | Fe)- (A1)

In particular, if x is Gy-measurable then 1jtery X = lit<ry X where ¥ = e"Eq(Ljtcryx | Ft) is an
F-measurable random variable. So for any G-adapted process Y over [0, T], there exists an F-adapted
process Y over [0, T] such that

Liter) Vi = 1{t<rd}l?t, te[0,T]. (A.2)

(ii) For any G-predictable process Y over [0, T, there exists an F-predictable process Y over
[0, T] such that

1[t§Td}Yt = 1{tSTd]?t/ t (S [0, T] (A3)

Remark A.3. In the G-predictable case, the process Y satisfying (A.3) is uniquely defined under
Assumption 3.1, by [37, page 186].

For any t € [0, T], we denote by ¥ the set of all F-stopping times with values in [, T].
Also, given a stopping time 7 € ¥ let ?; stand for the class {T € ¥4; T > T}. The following
result examines the relevant properties of these classes of stopping times.
Lemma A.4. (i) If T € G} for some t € [0,T] then there exists T € F4 such that T A4 = T A T4
Moreover, if T € G% and if T € atTfor some t € [0,T] then one has T Aty > T A\ T4.

(ii) If T € ?3% and T € atTfor some t € [0, T] then there exists T € ?tT such that TAT4 = TAT,.

Proof. Since 7T is a G-stopping time, by [37, page 186, Section 75] there exists an F-stopping
time 7 such that T A 75 = T A 4. Moreover, since T € GtT, one has

TAT = (TVHOANTi=(TATH) V(AT =(TATH) V(AT =(TVE) ATy, (A4)
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so that we may take T = TVt € ?tT. Moreover, if 7 ATy > T A T4 for some stopping time T € C}g,

then we also have that T A 73 = T A T4 > T A 74, which proves (i).
For (ii), let 7 € SUT be such that 7 A 745 = 7 A 7y, by (i). Assuming that T € FY, one has

~ _ =t
that T=7 VT € ¥7.50

TATi=(TVT)AT = (FATH)V(TATH) =TATI=TATy, (A.5)

where the third equality holds, since 7 € atT implies that 7 A 74 > T A T4, by (i). O

Let us recall that for any F-stopping time 7 one has that (formula (A.6) can be found,
e.g., in Dellacherie [39, T47])

Qra>1|Fe) =€ (A.6)

The following lemma is of independent interest.

Lemma A.5. Assume that T € F.. for some t € [0, T]. Then one has the following.

(i) For any §F.-measurable random variable x such that at least one side of the following
equality is well defined in R (e.g., x bounded from one side), the other one is also well defined and
one has

Eg(Lrerax | Gr) = L<rg €™ Ea (e T x | F1). (A7)

(ii) For any F-predictable process Z such that at least one side of the following equality is well
defined in R (e.g., Z is bounded from one side), the other one is also well defined and one has

T
]EQ(l[t<TdST}ZTd | C;t) = 1{t<Td]€rt]EQ <J‘ Zue_rudru | ?t) (AS)
t

(iii) For any finite variation F-predictable process A such that at least one side of the following
equality is well defined in R (e.g., the variation of A over [0, T] is bounded from one side), the other
one is also well defined and one has

TAT4 T
EQ <f dAu | Gt> = 1{t<Td}€rtEQ <I €_r“dAu | ?t) (A9)
ATy t

Proof. (i) Since T € %T, one has ; C ¥, C ¥r, hence by Lemma A.2

Eg(Lrerg X | Gt) = L<ryye B (Lireryx | Fi)
= 1[t<rd}ertEQ(XQ(T < T4 | Str) | stt) (A.lO)

= Ljrery €' Eq <X€_FT | %>,

where in the last equality one has used (A.6).
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(ii) If suffices to prove the formula for an elementary predictable process of the form
Z; = 13,5 (t) B, for an arbitrary event B,, € ¥,,. For such a process, the formula follows easily
from part (i).

(iii) One has that

Td

TNT4 TAT4 T
’[ dAu = 1{t<Td}J‘ dAu = 1{T<Td}f dAu + 1{t<TdST]J‘ dAu, (A.ll)
t

ATy ATy t

where A is F-predictable. Using parts (i) and (ii), we obtain

Eg <1{T<Td}f dA, | Gt) = 1) Eg <€r’_rTJ dA, | ?t);
t t
Td T S
E(@ (1{t<TdST]J‘ dAu | Gt) = 1{f<Td}]EQ (J‘ <J‘ dAu>ert_rSdFs | ¢t>/
t t t

where, by Fubini’s theorem,

J (f dAu>Ft-Fsdrs = f I dA,e"Tsdr, =f el fvdA, —eFf—FTI dA,. (A.13)
t

t t t t t

(A.12)

Hence
TAT4 T T
Eg <I dA, | Gt> = 1irery) Eg <J’ e TdA, | ?t) = 1{tery "' Eg (I edA, | ?t>,
tAT4 t t
(A.14)
as was expected. O

In the next result, [M.xr,, N ] refers to the square bracket of M.,;, and N 4 with respect
to the filtration G, where N¥ denotes, as usual, the compensated jump-to-default process.
This bracket is well defined, since N is a G-martingale and M.,r, is a G-local martingale, by
Lemma A.1(iii).

Lemma A.6. For any F-martingale M, the process [ M., N%] is a G-local martingale.
Proof. Let us write H? = (1 — H)e". Since T is continuous and nondecreasing, one has that

dH{ = —-H? AN¢ (see [29]). By an application of Lemma A.5(i) with 7 = T and y = e'" M,
we obtain, for every t € [0,T],

Hf Mg, = 1jrergg€” My = 1j1cr, " Bg(Mr | F1) = Bg (1jr<ry e Mr | Gr), (A.15)
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S0 Mipr dth, t € [0,T], is a G-uniformly integrable martingale, hence [M.,.,, H 4] is a G-local
martingale (since M.,,, and H are G-local martingales). Now one has that

[M.ATd,Nd]t =AM, H; = - [MMTd,H"]t, (A.16)

and thus the conclusion follows. O
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