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Chapter 1

Introduction

1.1 Types of Financial Risk

Duffie and Singleton [6] identify five categories of risk faced by financial institutions:
e Market risk: the risk of unexpected changes in prices;

e (Credit risk: the risk of changes in value due to unexpected changes in credit quality,
in particular if a counterparty defaults on one of their contractual obligations;

e Liquidity risk: the risk that costs of adjusting financial positions may increase sub-
stantially;

e Operational risk: the risk that fraud, errors or other operational failures lead to loss
in value;

e Systemic risk: the risk of market wide illiquidity or chain reaction defaults.

This rough classification reflects the wide ranging character of risk as well as the methods
industry uses to manage them. But clearly the classification is very blurry: for example,
the risk that credit spreads will rise can be viewed as both a form of market risk and a
form of credit risk.

In order to keep focus, this book will to a great extent restrict attention to market
and credit risk, where the credit risk component will almost always refer to medium to
large corporations. We will adopt the philosophy that because the drivers of credit risk
are strongly correlated with drivers of market risk, it is important to deal with the joint
nature of market and credit risk, and therefore the careful risk manager should not try to
separate them.

1.2 The Nature of this Book

The primary aim of this book is to provide a coherent mathematical development of
the theory that describes fixed income markets, both in the default-risk-free and the

7



8 CHAPTER 1. INTRODUCTION

default-risky settings, that will allow the rigorous pricing, hedging and risk management
of portfolios of government and corporate bonds. By extension, however, we must also
address the modeling of credit derivatives, that is contingent claims written on credit
risky underliers. To maintain mathematical clarity, we will confine discussion of points
of industrial or financial background to “Remarks”, separated from the main body of the
text. These remarks are needed for a correct interpretation of the mathematical results,
but not for the logical development. Questions concerning mathematical foundations
or related mathematical issues that can be considered elementary or tangential to the
main line will often be dealt with in Appendix A. Examples given in the text provide
illustrations of the central mathematical notions, but are not necessary for the strict
logical development. However, of central interest to mathematicians are the definitions,
modeling hypotheses, and propositions: these we will highlight as best as we can in the
body of the text.

Unless otherwise stated, we consider a probability space (2, F, P) equipped with a
filtration (F;):>o satisfying the usual conditions of right-continuity and completeness.
Usually P will have the meaning of the physical or historical measure; other relevant
measures equivalent to P, for example the risk-neutral measure @), will also be needed.
The sigma-algebra F; will usually have the meaning of the full market information avail-
able at time t. Asset price processes will always be assumed to be semimartingaleﬂ, and
our models to be free of arbitrage. In what follows, W, denotes a standard P-Brownian
motion of unspecified dimension.

1For a detailed discussion of this probabilistic setting, please see [21]



Chapter 2

Bond Market Basics

Bonds, the securitized version of loans, are the basic type of tradeable financial contract by
which corporations and governments tap into the capital available from investors. While
a varied array of such contracts are traded, the essential common feature of bonds is that
the bond purchaser pays present cash for a fixed future cash flow. Equities (i.e. shares),
on the other hand, finance the firm by conferring on the holder a fractional ownership of
a corporation, and thus a fraction of the random future earnings of the firm.

While bond contracts are normally specific about the future cash flows they generate,
those issued by corporations or the governments of developing countries carry a degree
of risk that the contract provisions may be broken. This is the essence of what we
mean by “default risk”. Such is the nature of markets that at the moment a medium to
large financial institution breaks the provisions of a particular bond contract by failing
to make a single required payment, then at that time the market assumes that all other
outstanding bond contracts written by that firm will fail. Thus failure of a firm to make a
single contractual payment can be considered the trigger that causes the firm to suspend
“normal operations” and enter a state of bankruptcy. This time is called the default time
for the firm, and is represented mathematically by a stopping time 7, that is a random
variable that takes values from the infinite interval [0, co].

2.1 Default-free bonds and default-free interest rates

In contrast to corporate bonds, the bonds issued by sovereign governments of developed
countries can for practical purposes be taken to be free of default risk. They are, however,
still subject to volatility risk, since their prices are highly sensitive to fluctuations in
interest rates. In this section, we focus on default-free bonds and the associated term
structure of interest rates.

Definition 1. A zero-coupon bond (or “zero”)is a contract that pays the holder one unit
of currency at its maturity time 7. Let P,(T) = PT denote the price at time ¢t < T of
a default-free zero-coupon bond maturing at time 7. The time to maturity T — t is the
amount of time, in years, from the present time to the maturity time 7" > t.
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Here are the standing assumptions we make as we develop the modeling principles for
default-free interest rates.

Assumption 1. We assume that there exists a frictionles{l] arbitrage-free market for
bonds of all maturities 7" > ¢. They are default-risk-free, hence Pr(7") = 1 holds for all T'.
Finally, we assume that, for each fixed ¢, P,(T) is differentiable with respect to T" almost
surely.

The following two simple consequences of the no-arbitrage principle are proved as an
exercise.

Proposition 2.1.1. 1. The contract that pays the value Ps(T) at time S has the time
t < S value P,(T).

2. If X is any F; random variable, then a contract that pays X at a future date T >t
has the time t value X P,(T).

P(t,T) is standard notation, but we prefer the notation P,(7T), since it follows the
convention that the subscript ¢ denotes a stochastic process, and the bracketed variable
T denotes a possibly continuous range of parameter values.

Remark 1. Zero-coupon bonds, also called strip bonds, while mathematically convenient,
are a relatively recent invention, having been introduced by the US Treasury in 1982 and
subsequently made popular by local and municipal governments. The vast majority of
bonds mature at specific dates, typically ranging from one to 40 years (the majority being
between 8 to 20 years), and pay coupons, typically at six month or one year intervals.
Coupon bonds can be decomposed as sums of zeros. Short term government bonds are
called treasury bills, and typically pay no coupon. Bond markets, albeit voluminous, are
less liquid than equity markets, and are typically the domain of the institutional investor.

Remark 2. As long as both T and ¢ are expressed as real numbers, the difference T'—1 is
unambiguous. However, if dates are represented in day /month/year format, then different
day-counting conventions result in different values for the time to maturity. In what
follows, we will largely ignore this cantankerous issue, unless specific contracts force us
to do otherwise. As a curiosity, one finds in [13] that the most popular day-counting
convention are: (i) actual/365 (years with 365 days) (ii) actual/360 (years with 360 days),
(iii) 30/360 (months with 30 days and years with 360 days).

Different notions of interest rate are defined in terms of zero-coupon bond prices.
Consider the present date ¢t and two future dates S and 7" with t < .S < T

Definition 2. 1. The continuously compounded forward rate for the period [S,T] is
the rate R;(S,T) satisfying

R SDT-p (7Y = p(S)  Vt<S<T, (2.1)

!This means we assume the usual efficient market assumptions, such as no transaction costs, zero
bid-ask spreads, small trades that do not “move the market”, unlimited short selling, etc.
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That is, R;(S,T) is the unique rate that is compatible with prices of zero-coupon
bonds at time ¢ and continuously compounded interest being accrued deterministi-
cally from S to T

2. The simply compounded forward rate for the period [S,T] is the rate L;(S,T) satis-

fying
’ 14 Ly(S, T)T — 9)|P,(T) = Pi(S) Vi< S<T, (2.2)

that is, L,(S,T) is the unique rate that is compatible with prices of zero-coupon
bonds at time ¢ and simply compounded interest being accrued deterministically
from S to T in proportion to the investment time.

If we set S =t in the above definitions, we obtain the continuously compounded yield
Ri(T), defined by
DTV p(T)y =1, Vt<T (2.3)

and the simply compounded yield L,(T), defined by
14+ L(T)T —t)|P(T) =1 vt < T. (2.4)

Thus, L,(T)(T —t) represents the amount of interest paid at time 7" (“in arrears”, meaning
at the end of a period) on a loan of $1 made for the period (¢,7).

Remark 3. We use the notation L;(S,T"), L;(T) above because LIBOR (London Inter-
bank Offered Rates), fixed daily in London, are the prime examples of simply compounded
rates. The British Bankers’ Association publishes daily LIBOR values for a range of dif-
ferent currencies. Thus on the date ¢, in each currency, LIBOR rates are quoted which
determine the simple interest to be charged for loans between banks for periods (¢,7)
with a range of maturity dates T, in other words, precisely the values L;(T'). The actual
determination of these values is obtained by averaging quotes for loans from a number
of contributing banks. While no arbitrage implies L;(7") must satisfy , in practice,
market inefficiencies, and a small degree of credit riskiness (historically at the level of 30
to 50 bps) lead to small inconsistencies. There are approaches to fixed income modeling
that take LIBOR rates as the fundamental market variables, and derive the prices of zeros
in terms of them by no arbitrage.

In the post 2007 market environment, LIBOR rates can no longer be taken as even
approximately default-risk free. The so-called TED spread, the difference between the 3
month Eurodollar (LIBOR) rate and the 3 month T-bill rate, has recently blown out to
as much as 475 bps, reflecting the extreme perception of counterparty risk between banks
that has been experienced during the credit crunch.

The following example illustrates the fundamental nature of simple interest Lg(T')
when paid in arrears (i.e. at time T).

Example 1. If t < S < T, what is the time ¢ value of a contract that pays Lg(T') at time
7



12 CHAPTER 2. BOND MARKET BASICS

Answer: By proposition 2.1.1] the time S value of the contract is Lg(T")Ps(T). From
the definition, Lg(T)Ps(T) = (1 — Ps(T))/(T — S), meaning the contract is replicable by
a portfolio strategy of bonds. Using proposition twice more to value the portfolio on
the right side, one finds that the contract has the time t value (P,(S) — B(T))/(T — 95),
which equals L;(S,T)P,(T).

Under the assumption of differentiability of the bond prices with respect to the ma-
turity date, we obtain that the instantaneous forward rate f;(T) can be defined as

L L _ Olog A(T)
J(T) = Sl_lgl_ Ly(S,T) = Sl_l)r;l_ Ry(S,T) = o (2.5)
Similarly, we define the instantaneous spot rate r; as
re = lim L (T) = lim Ry(T) (2.6)

T—t+ T—t+

and it is easy to verify that r, = f;(¢). Moreover, we readily obtain that

nm) = e (- [ fisjas). (27)

Finally, we assume the existence of an important idealized asset defined using the short
rate ;. It has the meaning of a limiting case of the investment strategy that “rolls over”
bonds of shorter and shorter maturity.

Assumption 2. There is a tradeable asset called the money-market account, defined as
the stochastic process satisfying

dCt = thtdt, CO =1 (28)

Thus, cash can be invested in an asset that is riskless over short time periods, and accrues

interest at the short rate r;.
t
Cy = exp (/ rsds) : (2.9)
0

Definition 3. The stochastic discount factor between two times ¢ < T is given by the
formula

We have that

and thus we make the

D(t,T) = C,/Cr = exp (— /t ' rsds) , (2.10)

and represents the amount at time ¢ that is “equivalent” to one unit of currency payable
at time 7.
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We can see that if we invested exactly D(t,T") units of currency in the money-market
account at time ¢, we would obtain one unit of currency at time 7. An interesting question
at this point is the relationship between the bond price P,(T") and the stochastic discount
factor. Their difference resides in the fact that P,(T) is the value of a contract and
therefore must be known at time ¢, while D(¢,7T) is a random quantity at ¢ depending
on the evolution of the short rate process r over the future period (¢,7). While for
deterministic interest rates we have that P,(T') = D(t,T).

In general, however, for stochastic rates r;, bond prices are expected values of the
discount factor under an appropriate measure. This can be seen informally as follows.
We kno that a given set of price processes {Y;!};—; 2. (for non-dividend paying assets)
will be free of arbitrage if and only if there is some measure () ~ P such that each
discounted price process C; 'Y} is a Q-martingale. This means that for all ¢ < s

GV = ECIC Y| 7
In particular, if V! = P,(T') then

P,(T) = C'E[C'F] = E9[D(t,T)|F].

2.2 Defaultable bonds and credit spreads

The term structure of risk free interest rates, in particular LIBOR rates, is a property
of the entire economy of a developed country at a moment in time, and can be regarded
as a market observable. By contrast, the term structure of credit risky bonds issued by
corporations (or developing countries) depends on the specific nature of the issuer, most
importantly whether the firm is solvent (i.e T > t) or bankrupt (1 < t).

Let P,(T) be the price at time ¢ < T of a defaultable zero-coupon bond issued by a
certain firm with maturity 7" and face value equal to one unit of currency. Then clearly
Pt(T)l{T>t} > 0 denotes the price of this bond given that the company has survived up
to time t. Since

Pr(T)1gsry = lpsry = Pr(T) 1oy,

Pr(T)lg<ry < lgery = Pr(T)lg<ry, (2.11)

the Law of One Price dictates that

Pt<T)]-{T>t} < Pt(T>

for all earlier times ¢ (the inequality is strict as long as P[t < T'|7 > t] > 0). In parallel
with default-free interest rates, if we assume that the firm’s bonds exist for all maturities
T > t and that P,(T) > 0 is differentiable in T, then we can define the default risky
forward rate f,(T) by

B(T) = e~ Ji' Frlwdu (2.12)

2This is a version of the Fundamental Theorem of Asset Pricing discussed in the Appendix.
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It is reasonable to assume that the prices of defaultable bonds show a sharper decrease
as a function of maturity than do prices of default-free bonds, hence the difference f;(s) —
fi(s) is non-negative almost surely. Such a difference is called a credit spread. For example,
the yield spread (YS) and forward spread (FS) at time t for maturity 7' > ¢ are given by

1 7 1 1 P(T)
[ s = ()=l = - zf1og(Pt(T)>,<2.13>

YS(T') = T —

One can also define the simply compounded defaultable forward rate or defaultable

LIBOR rate L;(S,T) for the period [S,T] by

1+ Ly(S, T)(T = $)|B(T) = B(S).

2.3 Interest Rate and Credit Derivatives

In this section we review the simplest interest rate derivatives, and then describe several
further examples of interest rate derivatives and provide simple arbitrage arguments to
establish relations between them. The actual pricing of these derivatives requires the
martingale methodology that will be addressed in a later chapter.

2.3.1 Bonds and floating rate notes

Recall that the simplest possible interest rate derivative is a zero-coupon bond with ma-
turity T, whose price we denote by Pi(T) or Py(T). In this section we focus on the
default-free case, but analogous products can be defined based on defaultable corporate
bonds.

In practice, most traded bonds are coupon-bearing bonds that pay deterministic amounts
¢ = (c1,...,cn) at specified times 7 = (T1,...,Tx). Such a bond can be replicated by
a portfolio of zero-coupon bonds with maturities T,,, n = 1,..., N and notional amounts
¢, and thus its price at time ¢t is

P(t,e,T) = chpt (2.14)

Remark 4. In North America, the standard convention for a coupon bond with maturity
T, face value P and coupon rate ¢ delivers half yearly coupons equal to ¢P/2 on dates

— /2,9 = 1,2,... plus a final payment of the face value plus coupon P(1 + ¢/2)
at maturity. Usually the coupon rate c¢ is chosen at the time of issue to be equal (or
approximately equal) to the par coupon rate, that is, the value that makes the market
value of the bond equal to the face value.

In an analogous contract, ¢, is not deterministic, but is instead determined by the
value of some floating interest rate prevailing for the periods between dates 7 = (Tp =
0,7%,...,Ty). We assume that T is either the issue date of the contract, or immediately
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following a contractual payment. The prototypical floating-rate note is defined by the
payment stream

cn=7Lr, (T.)T,—T,-1)N, n=1,...,N—1,

and cy = (1 + Lry_(Tn)(Ty — Tn-1))N, where Ly, ,(T,) is the simply compounded
yield for the period [T,,_1,T,] and N denotes a fixed notional value. Recalling (2.4]), we
obtain that NG

~ Pp, (T

Now observe that at ¢ = 0 we can replicate this payment at time 0 by buying N zero-
coupon bonds with maturity 7},,_; and selling N zero coupon bonds maturing at time 7,.
Therefore the value at time ¢ of the payment ¢, is

-~ N, n<N.

Cn

N(P(Tn-1) — P(Ty)),

implying that the value of the floating rate note at time 0 is

N D (Po(Toer) = Ro(T) + Po(Tw) | = N (2.15)

n=1

In practitioners’ jargon this is expressed by saying that a floating-rate note “trades at
par” immediately after any coupon is paid.

A small wrinkle arises in valuing the floating-rate note on a non-coupon date ¢: since
the floating rate is set at the previous coupon date, not at time ¢, the bond trades near,
but not at, par value.

A typical defaultable version of the floating rate note, called the par floater the coupon
amount is the benchmark short-term rate (i.e. LIBOR) plus a constant spread s” to
cover the extra credit risk, chosen such that the price is initially at par. Under the
assumption of zero recovery on the bond at default, the payment stream is then

o = Ly, (T) + s7F) (T = Tyt )N1ppagyy, n=1,...,N —1, (2.16)

and ey = 1+ (Lry_, (Tw) + s") (T — Tn—1)INLizo1y)-

2.3.2 Interest rate swaps

The next important style of contract gives the holder a loan over a fixed period at a
guaranteed rate, or equivalently swaps a fixed rate loan for a floating rate loan.

A simplest such swap is the forward rate agreement, which amounts to a loan with
notional A for a single future period [S, 7] at a known simple interest rate K. In cash
terms, the holder (the borrower) receives N at time S and repays N (1 + K(T — S5))
at time 7. From the definition of the simply compounded instantaneous forward rate
one can observe that this is equivalent to the contract where the holder receives N (1 +
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Ls(T)(T — S)) in exchange for N'(14+ K (T — S)) at time T. The value to the holder of a
forward rate agreement at time ¢t < .S < T is

N[P(S)— B(TY(1+ K(T — S))] = NP,(T)(L(S,T) — K)(T — S).
We see that the fixed rate that makes this contract cost zero at time ¢ is
K* = L(S,T),

which serves as an alternative definition of the simply compounded forward rate L;(S,T).

A generalization of forward rate agreements for many periods is generically known as
an interest rate swap. In such contracts, a payment stream based on a fixed simple interest
rate K and a notional N is made at dates 7 = (71, ..., Ty) in return for a payment stream
based on the same notional, the same periods, but a floating interest rate. At time 7,
for n = 1,..., N, the cash flow is the same as that of a forward rate agreement for the
period (T},_1,T,), that is

N(LTn71<Tn) - K) (Tn - Tn—l)a
Using our previous result, the value at ¢ = 0 of this cash flow is
N(PO(Tn71> - PO(Tn) - NK(Tn - Tn71>H<Tn)7

so that the total value of the interest rate swap at time 0 is
N
IRSWV, T, K) =N |1— Py(T) — K> Po(To) (T — T | - (2.17)
n=1
Similarly to a forward rate agreement, we can define the swap rate at time ¢ = 0 as the

rate K* that makes this contract have value zero. That is

K(T) = — 1— Py(Ty) |
anl PO(Tn)(Tn - Tn—l)

which one observes is precisely the “par coupon rate” that makes the market value of a
coupon bond equal to its face value.

(2.18)

2.3.3 Credit Default Swaps

Credit default swaps have emerged in recent years as the preferred contract for insuring
lenders against default of their obligors. In the standard version, party A (the “insured”)
buys insurance from B (the “ insurer”) against default of a third party C (the “reference
obligor”). Here default is defined in the contract, and typically involves the failure by C'
to make required payments on one of a specific set of similarly structured reference bonds.
The protection buyer A pays the protection seller B a regular fee s¢, called the premium,
at fixed intervals (typically quarterly) until either maturity 7" if no default happens, or
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default if 7 < T. If 7 > T, B doesnt have to pay anything, but if C' defaults before
the maturity, B has to make a default payment. The default payment is specified in the
contract, but typically nets to (1 — R,) times the notional value of the reference contract,
where R, is the recovery rate prevailing at the default time 7. For instance, the default
can be settled “physically” by the exchange between A and B of one of the specified
reference bonds at its par value. Since these defaulted bonds can then be sold by B in
the market at a fraction R, of their par value, the default payment nets to (1 — R, ) times
the notional amount. There is a risk of a “squeeze” if A does not already hold a reference
bond: in this case, A is forced to purchase one of the reference bonds, which may be in
short supply after default. For this reason, the insurance payment of CDS are now often
cash settled: several independent dealers are asked to provide quotes on the defaulted
bond, and the B pays A the difference between the average quoted value and the par
bond value. In either way, the effect of a CDS is that if A owns assets associated with C,
their default risk is completely transferred to B, while A still retains their market risk.
Finally there is increasing use of a third mechanism for determining post default values
of bonds by holding a credit auction. Figure shows the results of all recent credit
auctions held in the US.

The notional amount N for a typical CDS ranges from 1 million to several hundred
millions of US dollars. The fair premium payment rate, called the CDS spread for the
obligor C, is the value of s that makes the contract into a swap on the issue date, i.e.
it makes the contract have initial value zero. It is quoted as an annualized rate on the
notional, with the usual irritating basis points jargon, according to which 100bp = 1%.
The maturity T' of a CDS usually ranges from 1 to 10 years. The fees are arranged to be
paid on specified dates 7 = {0 < T3,...,Tx =T'}.

Let us assume that the recovery rate has constant value R, which means that a de-
faultable T" bond, pays

1{T>T} + Rl{rST} =R+ (1 — R)]'{T>T}' (2.19)

at maturity, showing that a bond with recovery can be expressed as R times a default-

free bond plus 1 — R times the zero-recovery defaultable bond (whose price we denote by
0

P(T)):

=R —0 —0 1 —=r
P, (T)=RP(T)+ (1 - R)P,(T), P,(T)= m[Pt (Tx) — RP,(T})]. (2.20)
As for the CDS itself, we suppose that if a default happens in the interval (T}_1, T}/,
the default payment is settled physically at T}, meaning the insurer B buys the defaulted
bond from A for its par value. Then the default payment at time T}, is

(1= RN (Lgrst,_yy — Lrory) (2.21)

The second term is the payoff of a 1 — R times a defaultable zero recovery zero coupon
bond, and can be valued in terms of P,(T}) and P,(T}) at any time ¢ < Tj. The first term
however, cannot be replicated by defaultable and default-free bonds: pricing this term at
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earlier times requires a model. Let bgk) denote the market value of the default payment at
time ¢ < T1. The premium payment at time T},

S(Tk — kal)N1{7—>Tk} (222)

can be replicated by bonds of maturity 7}, and hence the market value at time ¢ < 77 is

S<Tk —Tk_l)N
1-R

0" = s(Tj, = Tot)NPY(T) = [P(Ti) — RP(T3)].

Here we neglect a so-called accrual term is often added to the premium for the period
during which default occurred. The total value of the CDS at time ¢ is

K
CDS(t,5,N.T)=>_(b" —a"). (2.23)
k=1

Remark 5. The best way to understand the basic CDS contract on a firm is to realize it
as a swap of a coupon paying corporate bond for the comparable treasury bond. At the
initiation date ¢ = 0, the insurance buyer (the “insured”) shorts the corporate bond and
goes long the treasury, both with the notional amount A; the insurance seller takes the
reverse position. We suppose the bonds pay the “par coupon” rates ¢ and c respectively
on the same sequence of dates (suppose they are half yearly coupons): this means both
bonds are worth A at time 0, and the contract is a swap (i.e. has zero value) at time 0.
The only other contract detail to resolve is the default mechanism. We assume that at the
time of default, the contract is unwound as follows: the insured buys back the defaulted
bond (for its market-determined post default value) and sells the treasury bond (again,
for the market value).

Some thought will then convince oneself that this swap contract replicates the pay-
ments of the basic CDS. When default does not happen over the lifetime of the contracts,
the payments net to s, = ¢ — ¢ on each coupon date. When default happens before ma-
turity, the default settlement nets to the difference between the default free bond (whose
value will be near A') minus the post default value of the corporate bond (which can be
written RN with the recovery fraction R < 1): this amounts to the insured collecting an
insurance payment that covers the loss given default.

2.3.4 Options on bonds

The contracts considered so far all have an important theoretical feature that they are
replicable by a strategy that trades in the underlying bonds on the payment dates, or
equivalently a static bond portfolio constructed at time 0. This implies their prices depend
on the initial term structure {Py(7)}r=o but are otherwise independent of the interest
rate model chosen. This key simplification is not true of the option contracts we now
consider.
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First let us introduce options on zero-coupon bonds. A European call option with
strike price K and maturity date S on an underlying T-bond with 7" > S is defined by
the pay-off at time S

(Ps(T) = K)".

Its value at time t < .S < T is denoted by ¢(¢, S, K, T). Similarly, a European put option
with the same parameters has value at time t < S < T denoted by p(t,S,K,T) and is
defined by the pay-off

(K — Ps(T))".

These basic vanilla options can be used to analyze more complicated interest rate deriva-
tives. For example, a caplet for the interval [S,T] with cap rate R on a notional N is
defined as a contingent claim with a pay-off

N(T = 9))[Ls(T) = R]*

at time T'. The holder of such a caplet is therefore buying protection against an increase
in the floating rates above the cap rate. Using (2.4]), this pay-off can be expressed as

N<1+7;((§)_S)) [1+R(1T—5) ~rym)| .

which is therefore equivalent to N1 + R(T — S)] units of an European put option with
strike IC = m and exercise date S on the underlying 7T-bond.

A cap for the dates T = (T4, ...,Tx) with notional A/ and cap rate R is defined as
the sum of the caplets over the intervals [Ty_1,T%], k =2, ..., K, with the same notional

and cap rate. Therefore, the value of a cap at time ¢ < T} is given by

K

1
Cap(t, T.N,R) = NS [+ R(T, — Th (t,T_, ,T).
ap( ) kz:;[ (T k—1)]p k=17 Y R(Ty, — Try) k
Similarly, a floor for the dates 7 = (T1,...,Tk) with notional N" and floor rate R
is defined as the sum of floorlets over the intervals [Ty, Tx], kK = 2,..., K, each with a
pay-off

N(Ty, = T 1)) [R = Loy, (T1)]*

at times Tj. An analogous calculation then shows that each floorlet is equivalent to a call
option with exercise date Tj,_; on a bond with maturity 7. Therefore the value of a floor
at time t < 717 is

K

1
Flr(t,7,N,R) = N;[l + R(T}, — Tir)]c (t, Tior, 7= RO =T Tk) :

A swaption gives the holder the option to enter into a specific interest rate swap
contract on a certain date 7.
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2.4 Exponential Default Times

We have just seen that while simple derivatives like the interest rate swap can be replicated
by bonds, and hence priced without a model, the more complicated derivatives, including
the credit default swap and bond options, require a model to price them consistently.
Model building requires the machinery described in the section on Arbitrage Pricing
Theory in Appendix In this section we show how all of these securities can easily
be priced in the particularly simple default model where 7 is taken to be an exponential
random variable. More specifically, we assume

Assumption 3 (Exponential Default Model). Under the risk-neutral measure @, 7, the
default time of the firm, is taken to be an exponential random variable with parameter
A, independent of the interest rate process r;. We also assume defaultable securities pay
a constant recovery value R at the time of default.

For example, assuming R = 0, we can see that a zero coupon zero recovery defaultable
bond has price

T
P(T) sy = EP[eh 10 (2.24)
= Pt(T)ef)‘(Tft)l{T%} (2.25)

implying that the credit spread is simply a constant f;(s) = X. Other prices of other
credit derivatives are left as exercises.

2.5 Exercises

Exercise 1. Prove proposition [2.1.1]

Exercise 2. If t < S < T, what is the time ¢ value of a contract that pays L;(S,T) at
time 7'7 What is the value of this contract at time s < t7

Exercise 3. Consider a contract that pays the holder $1 at time S, but requires the
holder to make a payment of K at time 7. Given a term structure of bond prices at time
t < SAT (ie. the bond prices P,(U),U > 0, compute the fair value of the contract at
time ¢t. Let K be the value of K that makes the contract a “swap”, that is a contract
with value 0. Relate K to the forward interest rates R,(S,T) and L,(S,T) when S > T
and when 7" < S.

Exercise 4. Let At be a fixed time interval, and N a positive integer. Consider a
contract that pays the holder a sequence of payments of the amounts L;, ,(¢;) on the
dates t; = iAt,i = 1,2,..., N. Find the fair value of the contract at time 0.

Exercise 5. An interest rate swap can be defined for any increasing sequence of times
to=0<t; <ty <---<ty="T as follows. The contract “swaps” interest payments at a
fixed simple rate K for interest payments paid at the natural floating (random) rate. That
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is, on the dates t;,i = 1,2,..., N, the “fixed leg” pays (¢; — t;_1) K, while the “floating
leg” pays (t; — t;—1)L4,_,(t;). Find the fair value V4 of the swap at time 0 (Hint: use the
previous assignment to value the floating leg, and create a strategy of bond trades that
replicates the fixed leg.) Compute the value of K that makes the swap have V; = 0.

Exercise 6. Show that under the T-forward measure, f;(7) is a martingale. What is the
price at time s < t of a contract that delivers the value f;(T') at time 77 (You will need
to assume some regularity to make this argument work.)

Exercise 7. Consider the simplest possible credit model:

Time consists of one period that starts “now” and ends one year “later.
The default-free and credit-risky debt mature at the end of one year.

The tenor for the coupon is one year. Let ¢ denote the coupon rate and r the default
free simple interest rate.

The bond defaults, with risk-neutral probability 7. If it defaults, the bondholder
recovers the fraction p < 1 of the promised payment of interest and repayment of
principal.

. Assuming that the risky bond trades today at par, compute the fair coupon rate ¢

in the one-period binomial model implied by these statements.

. Compute the fair credit spread log(1 + ¢) — log(1 + 7).

In the two-period/two year binomial model, compute today’s price of an option to
purchase a one year credit risky bond one year from now for $0.50.

Compute the value of the premium and default legs of a 4 year CDS for protection
on the 4 year default risky bond with annual coupons c.

Exercise 8. Compute the following contracts in the exponential default model with
parameter \ and constant interest rate r.

1.

Find a formula for the spread of a par floater with the following specifications:
maturity 5 years, 6 month coupons,

Find the price of a defaultable T-bond option with maturity S < T, strike K.
Express the answer in terms of the price of a similarly structured default free bond.

Compute the fair value of both the default and premium legs of a CDS with maturity
5 years, a quarterly payment period, where the premium is paid at the annual rate
X per unit notional. Then find a formula for the fair spread X that makes the
value of the contract have zero value at time zero. The default insurance is paid as
follows: at the end of a period in which default has occurred, A and B exchange
the defaulted bond for its par value.
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Date Name Final price as a percentage of par
2005-06-14 | Collins & Aikman - Senior 43.625
2005-06-23 | Collins & Aikman - Subordinated |6.375

2005-10-11 | Northwest Airlines 28
2005-10-11 | Delta Airlines 18
2005-11-04 | Delphi Corporation 63.375
2008-01-17 | Calpine Corporation 19.125
2006-03-31 | Dana Corporation 75
2006-11-28 Dura - Senior 24,125
2008-11-28 | Dura - Subordinated 3.5
2007-10-23 | Movie Gallery 91.5
2008-02-19 | Quebecor 41.25
2008-10-02 | Tembec Inc 83
2008-10-06 | Fannie Mae - Senior 91.51

2008-10-06  Fannie Mae - Subordinated 99.9
2008-10-06 | Freddie Mac - Senior g4
2008-10-06 | Freddie Mac - Subordinated 98

2008-10-10 | Lehman Brothers B.625
2008-10-23 ' Washington Mutual 57
2008-11-04 | Landsbanki - Senior 1.25
2008-11-04 | Landsbanki - Subordinated 0.125
2008-11-05 | Glitnir - Senior 3
2008-11-05 | Glitnir - Subordinated 0.125
2008-11-06 | Kaupthing - Senior 6.625
2008-11-06 | Kaupthing - Subordinated 2.375
2008-12-09 Masonite [4] & - LCDS 52.5
2008-12-17 |Hawaiian Telcom - LCDS 40.125
2009-01-06 Tribune - GDS 1.5
2009-01-06 | Tribune - LCDS 23.75
2009-01-14 | Republic of Ecuador 31.375
2008-02-03 Millennium America Inc 7.125
2009-02-03 |Lyondell - CDS 15.5
2009-02-03 | Lyondell - LCDS 20.75
2009-02-03 EquiStar 27.5
2009-02-05 | Sanitec [5] & - 1st Lien 33.5
2009-02-05 Sanitec [6] & - 2nd Lien 4.0
2009-02-09 British Vita [7] & TBA

Figure 2.1: All post-default credit auctions for the period 06/2005 to 02/2009. Source:
http://www.communicatorinc.com/information/affiliations/fixings.html



Chapter 3

Modeling of Interest Rates

In the first chapter we learned that many important fixed income derivatives such as for-
ward rate agreements and swaps, both default free and defaultable, can be priced by model
independent formulas involving the prices of underlying zero coupon bonds. However, op-
tions and other more sophisticated contracts depend on more modeling assumptions. In
this chapter, we briefly cover the theory of option pricing in models of the default free
interest rate.

3.1 Differentials

First we investigate several formal relationships between bonds, short rates and forward
rates, under the assumption that they satisfy stochastic differential equations in a Brow-
nian filtration. These relationships show the connections between the three basic ap-
proaches to fixed income modeling.

Let
d'l"t = atdt + btth (31)
APA(T)
B =MD+ ST (3.2)
dft(T) = Olt(T)dt + O't(T)th, (33)

where the last two equations should be interpreted as infinite-dimensional systems of SDE
parametrized by the maturity date 7. In this section, we assume enough regularity in the
coefficient functions in order to perform all the formal operations.

Proposition 3.1.1. 1. If P(T) satisfies (3.2)), then f,(T) satisfies (3.3)) with
B O5(T)  OM(T)
at(T) - Et<T) oT - oT ’

0%4(T)

o(T) = ~ 7

23
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- f fi(T) satisfies (3.3), then ry satisfies (3.1) with

o) = U)o

b(t) = aut)

3. If fi(T) satisfies (3.3)), then P,(T) satisfies (3.2]) with

2

! /tT o(s)ds

M,(T) = rt—/t at(s)d8+§

S(T) = —/tTat(s)ds

Proof:

1. For the first part, apply It6’s formula to log P,(T"), write in integral form and dif-

ferentiate with respect to T

. For any ¢t < T, integration of (3.3)) gives

ﬁU?ZQMﬂ+AhMﬂ%+%@MM] (3.4

of(T) = 0fo(T)+ /t[aas(T)dS + o (T)dW]. (3.5)
The equations
as(T) = ag(s) +/ Oag(u)du, o4(T) = o4(s) +/ dos(u)du (3.6)

plus fo(T) = 7o + fOT Ofo(u)du can be inserted into (3.4) with 7" = ¢, and after
interchanging the order of integrations this leads to

e = 1o+ /Ot[as(s)ds + o4(s)dWs] (3.7)
- /0 t (a folu) + /0 u[aas(u)dswas(u)dWs]) du (3.8)
We use to write this as
Ty =170+ /Ot [0fs(s)ds + as(s)ds + o4(s)dW,]

which is the required result.
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3. Write P,(T) = expYy(T') where Y;(T) = — ftT fi(s)ds. Apply Ito’s formula to it
carefully to account for the double appearance of t. Then use the fundamental
theorem of calculus and to arrive at an expression for dY;(7T") and finally the
stochastic Fubini theorem to exchange the order of integration.

O

The proposition does not address the question of how modeling the spot rate r; leads
to prices P,(T) or the forward rate f;(T'). It turns out there is one missing ingredient to
be added to the equation (3.1]) to fully specify the model. That is the topic of the next
section.

3.2 Omne Factor Short Rate Models

In this section, we consider an economy as specified in for the special case of d = 0.
Thus there is only one exogenously defined traded asset, namely the cash account

dCt = Ttotdt (39)
with the short rate of interest solving
dT’t = a(t7 Tt>dt + b(t7 Tt>th‘ (310)

We assume the deterministic functions a, b satisfy the usual Lipschitz and boundedness
conditions that guarantee existence and uniqueness of solutions of the stochastic differ-
ential equation.

In this arbitrage—free market, zero-coupon bonds of all maturities 7' > 0 are treated
as endogenous derivatives written on the single factor, namely the spot rate r;. Since
there are fewer traded assets (besides the risk—free account) than sources of randomness,
this market is incomplete. This implies that the zero-coupon bond prices, as well as any
other derivative prices, are not uniquely given by arbitrage arguments alone. However, the
absence of arbitrage opportunities imposes certain consistency relations on the possible
bond prices, which can be derived as follows.

3.2.1 Market price of risk

The spot rate, modeled here as an Ito diffusion, is therefore Markovian, and it follows

that the price of a zero-coupon bond with maturity 7" is given by P,(T) = p* (¢, ;) where

p? is a smooth function of its two variables. From Itd’s formula

dP,(T) = M,(T)P,(T)dt + So(T) B,(T)dW,. (3.11)
where My (T) = MT(t,r,), S(T) = X7 (t,r;) with

1
MT(t,r)p"(t,r) = atpT+aanT+§anprT (3.12)
STt r)p"(tr) = bop". (3.13)
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Consider also a different maturity date S < T', with the corresponding SDE for P,(S) =
p°(t,r;), and suppose we construct a self-financing portfolio consisting of (H®, HT) units
of the S—bonds and T-bonds, respectively. Then the wealth of the portfolio X =
H5P(S) + HTP(T) satisfies

dX" = H%dP(S)+ H"dP(T)
= [H°p°M® + H'p"M")] dt + [H®p°S® + H p"S" ] dW
If we set
Hp %S + HTpT'sT =0 (3.14)
our portfolio will be (locally) risk—free, and absence of arbitrage then implies that its
instantaneous rate of return must be the short rate of interest. This leads to

HSpSMS + HTpTMT
=r
HSpS + HTpT
which upon using (3.14]) and some algebra results in the relation

MT — T MS — T

ST us

Since we have separated the S and T" dependencies, this quantity is a function of ¢t and r;
alone, and we conclude that there exists a process A such that

MT — v,
T
holds for all £ and for every maturity time 7. The quantity A is the instantaneous return
on a bond in excess of the spot rate, per unit of bond volatility. It is independent of bond

maturity, and is called the market price of interest rate risk.
Substitution of the expressions and into the equation M7 = r + AX7

yields that arbitrage-free bond prices p’ satisfy the term structure equation

(3.15)

A= Atr,) = (3.16)

T

op” 4 [a(t,r) — X(t,r)b(t, )]0, p" + %b(t, r)?0% p" —rpt =0, (3.17)

subject to the boundary condition p”(T,r) = 1. From the Feynman-Kac representation
(see Appendix), we obtain that

pT _ EtQ(A) [67 T rsdsL (3.18)
for a measure () with respect to which the dynamics of the short rate is
dry = [a(t, 1) — A(t,r)b(t, mo))dt + b(t, ) AW, (3.19)

That is, using Girsanov’s theorem (see Appendix), we see that the density of the pricing
measure (Q(A) with respect to the physical measure P is

0 e (= [ troaw -3 ["aergrar). (3.20)
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It is easy to generalize both the term structure equation and the expectation
formula to incorporate general T-derivatives with pay-offs of the form ®(rr) for a
deterministic function ®.

To summarize this section, we see that a complete specification of a one-factor spot
rate model amounts to specifying both dynamics of the short rate r; as an Ito diffusion
under P and the market price of risk process \; = A\(¢,r;). This is equivalent to selecting
one equivalent martingale measure Q(\) of the form and an Ito diffusion for the
(Q—dynamics of r. Either way, interest rate derivatives can then be priced by expectations
of their final pay-off with respect to Q(\).

3.2.2 Affine Models

We say that a one factor short rate model is affine if the zero-coupon bond prices can be
written as

PAT) = exp|A(t, T) + B(t,T)r4, (3.21)

for deterministic functions A and B. The following proposition establishes the existence
of affine models by exhibiting a sufficient condition on the ()-dynamics for r;.

Proposition 3.2.1. Assume that the Q—dynamics for the short rate ry is given by
dry = a®(t, ) dt + b(t,r,)dWR
with a® and b of the form

a®(t,r) = w(t)r+n(t) (3.22)
b(t,r) = /y()r+0(t) (3.23)
for some deterministic functions k,n,v,6. Then the model is affine and the functions A

and B satisfy the Riccati equations
dB 1

- = —ROB-51()B +1 (3.24)
W~ B - 50 (325)

for 0 <t <T, with boundary conditions B(T,T) = A(T,T) = 0.

Proof: (i) Calculate the partial derivatives of P,(7T') in affine form and substitute into the
term structure equation (3.17). (ii) Substitute the functional form for a® and b. (iii)
Equate the coefficients of both the r-term and the term independent of r to zero. O

For a partial converse of this result, if we further assume that the Q—dynamics for r,
has time-homogeneous coefficients, then the interest rate model is affine if and only if a®
and b? are themselves affine functions of ;.
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We also note that under the same condition that the Q—dynamics for r, has time-
homogeneous coefficients, A and B are functions of the single variable 7" —¢. The contin-
uously compounded yield is then of the form

A(T —t B(T —t
Ry _AT=t _BI-1
T—1t T—1t
which means that the possible yield curves generated by a time-homogeneous one factor
affine model are simply the function —% plus a random multiple of the function
—%__tt). It is also important for calibration purposes that the dependence of Ry(T") on ry
is linear.

The affine property of bond prices implies only conditions on the dynamics of r under
@, but very often in affine modeling we suppose additionally that the market price of risk
A is such that the P dynamics is affine as well.

3.2.3 The Vasicek Model

The first one—factor model proposed in the literature was introduced in Vasicek (1977)
who assumed that the P-dynamics for the short rate of interest is that of an Ornstein-
Uhlenbeck process with constant coefficients, that is,

th = ];f(é — T't)dt + Uth. (326)

As we have seen above, the complete specification of an interest rate model also requires
the choice of a market price of risk process. If we want to preserve the functional form
for the dynamics of the short rate under the risk neutral measure (), then we are led to
a market price of risk of the form

A(t) = A(t,re) = ary + D, (3.27)
for constants a,b. Then the ()—dynamics for the r; is given by

dry = k(0 — r,)dt + odW2, (3.28)

where k =k + ao and 0 = ’iégaffb. The explicit solution of this linear SDE is easily found
to be

t
re=roe " +0(1—e M)+ a/ e H=s)q Q. (3.29)
0
Therefore,
ECr) = ree ™ +0 (1- e’kt)
o2
Var®[r,] = o [1- 6_2kt] .

We see that the Vasicek model gives rise to Gaussian mean-reverting interest rates with
long term mean equal to ¢ and long term variance equal to o?/2k. Observe also that
the model is affine since a®(¢,7) = k6 — kr and b?(t,r) = 02, so that bond prices can be
readily obtained.
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Proposition 3.2.2. In the Vasicek model, bond prices are given by P,(T) = exp|A(t,T)+
B(t, T)ry] where

1

B(t.T) = + [e7HT=0) 1] (3.30)
A(LT) = % (%02 _ k?@) B, T) + (T —t)] — %ﬁf’ﬂ (3.31)

Proof: (i) Obtain the Riccati equations. (ii) Solve the easy linear equation for B(¢,T).
(iii) Integrate the equation for A(t,T") and substitute the expression obtained for B(t,T).
O

Bond prices in the Vasicek model are thus very easy to compute: its main drawback
is that it allows for negative interest rates. Explicit formulas for the prices of options on
bonds are known for this model (see Jamshidian (1989)).

3.2.4 The Dothan Model

In order to address the positivity of interest rates, Dothan (1978) introduced a lognormal
model for interest rates in which the logarithm of the short rate follows a Brownian motion
with constant drift. Let the P—dynamics of the short rate be given by

drt = I%?“tdt + O'T'tth, (332)
with a market price of risk of the form A\, = A, so that its Q—dynamics is
dry = krydt + or, dW2, (3.33)

with k = (/; — Ao). It is again easy to see that the explicit solution for this SDE is

1
re = Toexp {(k — —02) t+ UWtQ] ,

2
so that
ECr] = rget
Var®r,] = rie** (e"2t — 1) :

Although this is positive, we can observe that it is mean-reverting if and only if £ < 0 and
that the mean-reversion level is necessarily zero. Observe also that the model is not affine
since b%(t,7) = o*r?. However, an explicit (albeit complicated) formula for the prices of
zero—coupon bonds is available (see Dothan (1978)). No analytic formulas for options on
bonds are available in this model. Finally, the model has the pathology, common to all
lognormal models for the short rate of interest, that E[C;] = oo whenever k — 202 > 0.
To understand this fact, note that for small At one can write O, ~ e("0t7at)/(2A1) where
Y = ra:/(2At) is a log normal random variable. Therefore E[C;] ~ e™/CA) BleY] = oo .
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3.2.5 The Exponentiated Vasicek Model

Another way of obtaining a lognormal model for interest rates is to suppose that the
logarithm of the short rate follows an Ornstein—Uhlenbeck process. That is, we take the
P—dynamics for r; to be

dr, = rt(é — klog ry)dt + or dWy, (3.34)

for positive constants k£ and 6 and take the market price of risk to be of the form A\; =
Alogr; 4+ ¢. Then the )—dynamics of the short rate is

dry = (0 — klogr)dt + ordW (3.35)

with § = (6 — oc) and k = (k + Ao). The explicit solution to this SDE can be readily
obtained from the solution to the Ornstein—Uhlenbeck SDE, namely

Ty = exp {log roe "t 9_—22/2 (1 — e*kt) +o /t ek(ts)dWSQ} )
0
Moreover,
E°[r] = exp {log roe k4 —9 _22/2 (1 — e_kt) + % (1 — e_%t)}
E°[r?] = exp {2 log e ™™ + %%02 (1—e™)+ %2 (1- 6_2kt):| :

We therefore see that the exponential Vasicek model mean-reverts to the long term average

0—o%/2 o
. Q _ v
tlgg()E [r] = exp (—k + 4k)

with long term variance

20 — o2 o2 o?
; Q — —
thjglo Var®[r;] = exp ( k + 2]{:) {exp (2]{:) 1] :

The exponential Vasicek model is not an affine model and does not yield analytic expres-
sions for either zero-coupon bonds or options on them.

3.2.6 The Cox—Ingersoll-Ross Model

The canonical choice for a positive mean-reverting affine model with time-homogeneous
coefficients is the model for which the P—dynamics for the short rate is given by

dry = k(6 — ry)dt 4 o\/rdW,, (3.36)
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for positive constants k, 6 and o satisfying the condition 2k > o2. In order to preserve
the functional form of this model under the risk neutral measure, we take the market
price of risk to be of the form A, = a./r; + b/./r¢, so that its ()~dynamics is

dry = k(0 — ry)dt + o\/ridW2, (3.37)

where k = k + ao and kf = k0 — bo. With a bit of extra work one can deduce that r; has
a non-central chi-squared distribution from which one finds that

ECr] = ree ™+ 6 (1 — e_kt)
2 2
VarQ[rt] _ To% (e—kt _ 6—2kt) i eg_k (1 _ e—kt)Q'

Most importantly, since a®(¢,7) = k(6 — r) and b*(t) = o*r, the CIR model is affine.
Solving the associated Riccati equations for the functions A(¢,T") and B(t,T') is lengthy,
but straightforward, and leads to the following formula for bond prices.

Proposition 3.2.3. In the CIR model, bond prices are given by
Pt(T) - eXp[A(ta T) + B(t7 T)Tt]
where
20 [ 2yexpl(k +9)(T = 1)/
o 27+ (k+7)(exp[(T = t)y] = 1)
2(1 — exp[(T' — t)7])

BOT) = e (el = 071 = 1) (3.39)

ALT) =

(3.38)

and v = k% + 202,

3.3 Fitting the initial term structure

3.3.1 Parameter Estimation and the Initial Term Structure

We have specified the short rate dynamics for the previous models under both the physical
measure P and the risk neutral measure (). This is because physical parameters can then
be estimated from observations of historical interest rates (or some proxy for them), while
risk neutral parameters can be estimated from the market data for derivatives, including
bond prices themselves. Ideally, both sets of data will be used for robust estimation and
significance tests.

The program of pricing interest rate derivatives can be schematically described as fol-
lows. After choosing a particular interest rate model, we obtain the theoretical expression
for its initial term structure Py(7") for all values of T'. This depends on a vector parame-
ters (for example (k, 6, 0) for the Vasicek model). We then collect data for the observed
initial term structure Py (7") and choose the parameter vector that best fits this empirical
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term structure. This set of estimated parameters is then used to calculate the prices of
more complicated derivatives using either their term structure PDE or taking expectations
under the equivalent martingale measure associated with the estimated parameters.

It is then clear that for all of the models discussed so far, which are specified by a
finite number of parameters, the best fit described above for the initial term structure will
never be a perfect fit, since this would involve solving infinitely many equations (one for
each maturity date T") with finitely many unknowns (the parameter vector). Under the
framework of short rate models, the only way to obtain a perfect fit for the observed initial
term structure is to allow for models which depend on an infinite number of parameters.
A natural way to do so is to extend the time-homogeneous models introduced above to
models with the same functional form but time-dependent coefficients. Such extensions
will be the subject of the next lecture.

3.3.2 The Ho—Lee Model

In order to address the poor fit for the observed initial term structure Fj(7") obtained
by the models described above, Ho and Lee (1986) proposed a model in which the initial
term structure is given exogenously and evolves in time according to a binomial tree. Its
continuous-time limit, derived by Dybvig (1988) and Jamshidian (1988) corresponds to
the following short rate ()—-dynamics:

dry = O(t)dt + odW2 (3.40)

where O(¢) is a function determined by the initial term structure. This is done in the
proof of the next proposition, which uses the fact that the model is obviously affine.

Proposition 3.3.1. In the Ho-Lee model, bond prices are given by

pry = B ool — 0,0 - %Qt(T (T =), (3.41)

where f*(0,t) denotes the observed initial forward rates.

Proof: (i) Obtain the Riccati equations and solve in terms of ©(¢). (ii) Match the initial
forward rates obtaining

_ 9f7(0,2)
o or

O(t) + o’t.
(iii) Substitute back in the bond price formula.

An explicit formula for call options on bonds under the Ho—Lee model is available and
will be discussed later.
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3.3.3 The Hull-White Extended Vasicek Model

Despite the attractive fact of being Gaussian, the Ho-Lee model has the obvious disad-
vantage of not being mean reverting. To remedy this feature, an extension of the Vasicek
model with three time varying parameters was proposed by Hull and White (1990). This
allowed not only for the matching of the initial term structure of interest rates, but also
of the initial term structure of their volatilities. In what follows we present a simplified
version of the model, with only one time varying coefficient. The (Q—dynamics for the
short rate is given by

dry = k(O(t) — r,)dt + odW 2. (3.42)

Being an affine model, we can use the explicit expressions for the bond prices in order
to determine the function ©.

Proposition 3.3.2. In the Hull-White extended Vasicek model, bond prices are given by

5 (T)

exp |—B(t,T)f*(0,t) — %Bz(t,T)(l —e ) L B(t,T)r,| . (3.43)

B(t,T) = %(e‘”(T_t) —1) (3.44)

and f*(0,t) denotes the observed initial forward rates.

Proof: (i) Obtain the Riccati equations and solve in terms of ©(¢). (ii) Match the initial
forward rates obtaining

KO(t) = % + kf*(0,t) + ;—Z(l — e ), (3.45)

(iii) Substitute back in the bond price formula.

You will be asked to integrate (3.42)) in the exercises and see that the solution is a
Gaussian process. From there, it is easy to find that the mean and the variance of the
short rate in this model are

Q % o’ ) o’ —kt
E®[r] = f*(0,t)+ —2/{2(1 —e ") 4 52¢
Q 02 —2kKt
Var®[r] = o [1—e>].

An explicit formula for call options on bonds under the Hull-White model is available
and will be discussed later.
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3.3.4 Deterministic—Shift Extensions

A similar extension was proposed by Hull and White (1990) for the CIR model, that is,
by taking the coefficients in to be time-dependent. This extension, however, does
not lead to general analytic expressions for bond and options prices, since the associated
Riccati equations need to be solved numerically.

Alternatively, we now describe a general method due to Brigo and Mercurio (2001) that
produces extensions of any time—homogeneous short rate model in a way that matches the
observed initial term structure while preserving the analytic tractability of the original
model. Let the original model have the time-homogeneous ()—dynamics

dy = () dt + o () dW2 (3.46)

and consider the function .
F@;nxQ::EQ[eﬂﬁfﬂﬂ.

The deterministic—shift extension consists of defining the instantaneous short rate as
Ty = Ty + ¢(t>, (347)

for a deterministic differentiable function ¢(t), so that

dry = (Cé—f + p(ry — qb(t))) dt + o(ry — o(t))dWS.

It therefore follows from proposition that, if the original model is affine, then so is
the shifted model.
In order to determine the function ¢(t), notice that bond prices are now given by

PAT) = B9 [o KT a4ie] — o= I 60 (1, 7o),

Denoting by f*(0,¢) the observed initial term structure, we see that a perfect match is
possible if the function ¢ is chosen to be

Jlog F(0,t, o)

t) = *(0,t . A4
o(1) = f2(0,1) + B (3.48)
Inserting this back in the expression for bond prices leads to
P (T)F(0,t
pr) = BDEOL20) oy 1), (3.49)

PgtF(Oa Ta xo)

Furthermore, whenever the original model has analytic expressions for the price of bond
options, a similar argument leads to tractable expressions for these prices in the shifted
model as well.

As an example of this technique we consider the deterministic—shift extension of the
CIR model. You will be asked to show in the exercises that the deterministic—shift exten-
sion of the Vasicek model is equivalent to the Hull-White extension discussed before.
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The CIR ++ Model
Let the reference model be given by the ()—dynamics

day = k(0 — x,)dt + o/TdW, (3.50)

with 4k6 > 02 and put 7, = x; + ¢(¢). From proposition we know that

276(k+'y)T/2 2 2(1 _ eT’y)xO
FOIR(. T, x0) = ( . (351
OLw =\ a e -n) Plmreroer - Y
where v = vk 4 202, According to (3.48) leads to
2k0(e’ — 1)
CIR *
) = f*0,t)—
e N [y
4 2ty
Te (3.52)

TRy (e - 1P
and we can use to obtain a closed-form expression for bond prices. Since the
reference CIR model gives rise to analytic expressions for options on bonds, the same is
also true for the CIR++ model.

We see from that the positivity of interest rates in the CIR++ model depends
not only on the parameters of the original model, but also on how they relate to the
observed forward rates f*(0,1).

3.4 Forward Rate Models

Instead of modeling the short rate process r;, Heath, Jarrow and Morton (1992) [10]
proposed to take the entire forward rate curve f(¢,7) as the infinite-dimensional state
variable underlying the model. It is assumed that, for each fixed maturity date T > 0,
the forward rate follows the P—dynamics

df,(T) = a(t, T)dt + o(t, T)dW,, (3.53)

with f(0,7) = f*(0,7, where f*(0,7") denotes the observed initial forward rate curve.
The complete set of solutions to the equations above is therefore equivalent to specifying
the entire term structure of bond prices P;(T). Since this leads to a market with many
more assets than sources of randomness, we need to verify that the market is arbitrage
free. This is secured by the HJM drift condition expressed in the next theorem.

Theorem 3.4.1. If the bond market is free from arbitrage, then there exists a process \;
with the property that

alt,T)=0o(t,T) /tTa(t, s)ds — o(t,T)\:. (3.54)
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Proof: (i) Use the third part of proposition to obtain expressions for the M (¢, T)
and X(¢,T) in terms of a(t,T) and o (¢, T). Substitute this into the expression (3.16)) for
the market price of risk.

As a corollary, if the forward rates are modeled under the risk neutral measure through
the (Q—dynamics
dfy(T) = a®(t, T)dt + o9 (t, T)dW?, (3.55)

we see that the HJM drift condition reduces to
T
a“(t,T) = JQ(t,T)/ o(t, s)ds. (3.56)
t

In the simplest example, one can take o(t,7") = o to be constant. This is the Ho—Lee
model discussed before.

3.5 General Option Pricing Formulas

Consider the market of section with d = 1 and a stochastic interest rate, that is
dSt = ,u(t, St>St + O'(t, St)Stthl

dry = a(t,r)dt +b(t, 1) [pdW}! + /1 — p2dW7]
dC’t = Ttotdt, (357)

where W, = (W}}, W?) is a standard two-dimensional P-Brownian motion.

Recall that given any numeraire IV, (i.e. any strictly positive traded asset), there exists
a measure QY such that the prices of any other traded assets in units of the numeraire
N, are martingales with respect to Q% . In particular, the price of a derivative B is given
by

x(t) = N,E? [2] (3.58)
Nr

In this context, let Q° and Q7 denote the measures obtained using for the nu-
meraires S; and P,(T), respectively.

Consider first an equity call option with strike K and maturity 7" with pay-off written
as

(Sr — K)" = (51 — K)1{s;>k),

where 1,4 denotes the indicator function of the set A. We can now apply (3.58|) to each
term in the pay-off above separately, obtaining the initial price of the call option

co = SoQ°(Sr > K) — KPy(T)Q" (Sy > K). (3.59)

In order to calculate the expectations above, let us define the process Z, = S;/P(T).
Since this is the price of a traded asset in terms of the numeraire P,(7), it must be a
positive martingale under the measure Q7. We can therefore express its Q7 —dynamics as

dZ; = Ziosr(t)dW],
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where W is a two-dimensional Q7—Brownian motion. The solution to this equation is

Ty = =20 o _E/Ty (t)\zdtJr/T () dw™
T — PO(T> p 2 0 US,T 0 US,T .

Similarly, define Y; = Z; ' = P,(T)/S;, which must then be a positive martingale under
the measure Q°. It then follows from Ito’s formula that

dY; = —Yo57(t)dW,

for a two-dimensional Q°-Brownian motion W;°, whose solution is

T T
Yr = R(T) exp (—1/ los.r(t)]2dt — / GSVT(t)dWS) .
So 2 Jo 0

If we now make the crucial assumption that the row vector ogr(t) is a deterministic
function of time, then the stochastic integrals above are normally distributed under the
respective measures, with variance

Var(T) = /0 los.r (1)t

Returning to (3.59)), we obtain the following generalization of the Black—Scholes option
price formula

co = SoQ°(Yr <1/K)— KP(TQ"(Zr > K)
= SoN|dy] = KPy(T)N|dz], (3.60)

where N|-] denotes the cumulative standard normal distribution and

d1 = dg-’-\/V&I‘(T) (361)

. log <%0(T)) — 3Var(T) (3.6
2 Var(T) ' .

Consider now a call option with strike price K and exercise date T} on an underlying
bond P,(Ty) with T} < T;. We can use the formulation above to price this contract by
replacing S; by P;(T3). All we need to check is if the volatility parameter of the process
Zy = P,(T)/P,(T1) is deterministic. For this purpose let us assume that the interest rate

follows the Hull-White extended Vasicek model (3.42)) with the function O(t) given by
(3.45). Then, this being an affine model, bond prices of any maturity are given by

P,(T) = explA(t,T) + B(t, T)r],

where, in particular, B(t,T) is given by (3.44)). It then follows by Itd’s formula that the
()—dynamics of the process Z; is

dZ, = Z()p (t) + Z(t)o? (t)dW,2,
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where o
o”(t) = [B(t, T) — B(t,T1)]o = =€ [e7*"t — e7*2] | (3.63)
K
which is indeed deterministic.
Applying (3.60]) for this option we obtain
™ (t, Ty, K, Ty) = Py(T2)N[dy] — KPy(Ty)N|da), (3.64)
where N[-] denotes the cumulative standard normal distribution and
d1 = d2 —+ vV 22 (365)
Po(T2)
log (K}(;O(;l)> B %ZQ
dy = . (3.66)
NG
2 o’ 1 ~2xT17 [1 —k(Te=T1)12 3.67
= oall—e [l I (3.67)

3.6 Exercises

Exercise 9. Complete the proof of Proposition [3.2.1

Exercise 10. Prove (3.29). (Hint: find an integrating factor C'(¢) such that d(C(t)ry) =
C(t)odWP.)

Exercise 11. Prove the formulas (3.30) that give the price of zero coupon bonds in the
Vasicek model.

Exercise 12. 1. Use (3.21)) to write down a formula for f;(7") as a function of r,¢,T
that involves the functions A, B.

2. Use this formula, and the Riccati DEs (3.25)), (3.24) to compute the limit limy |, f;(T).

3. Show that in the Vasicek model, f;(T") is Gaussian. Compute the mean and variance

of fi(T).

Exercise 13. In the Vasicek model, find the distribution of the spot rate r under the 7-
forward measure. Using the T-forward measure, find a formula for the price of a maturity
T, strike K European call option on the spot rate rr. Combine this formula with
to derive the formula for the bond call option that pays (Pr(S) — K)*, where T' < S.

Exercise 14. The spot rate r; is an OU process in the Vasicek model, and thus tends to
a steady state distribution for large times.

1. Find the distribution of r, := limy_,o 77.

2. Find also the steady state bivariate distribution (re., ") = limy_o (77, r7_3) for

any value of the lag variable h > 0. (For the second part you should review the
properties of multivariate normal distributions in the Appendix).
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Exercise 15. Consider the deterministic-shift extension to the Vasicek model. Show
that this is equivalent to the Hull-White extension, and find the relation between ¢(t)
and O(t).

Exercise 16. Let X}, Y; be two independent CIR processes, with parameters (k, 0,.,0) and
k,0,,0) respectively. Show that Z, = X; +Y; is also CIR, with parameters (k, 8, +6,,0).
(Hint: you will need to use the Lévy theorem on Brownian motion)

Exercise 17. Consider the affine short rate model as defined in Proposition [3.2.1] Show
that the function .
GT(t,r;c1,¢y) = BR[emorle meds—earr)

is given by G7 (t,7) = exp|A(t, T)+ B(t,T)r] where A, B now satisfy the Riccati equations

% = —k(t)B - %7(15)32 +a (3.68)
W~ B - 0B (3.69)

with boundary conditions A(T,T) = 0, B(T,T) = —cs.

Exercise 18. Solve the Riccati equations (3.68]) from the previous exercise for the Vasicek
model to show the “master formula”

FY4S(T\rici,c) = BE,[e o mdserr] = oxp[A(T) + B(T)r] (3.70)
B(T) = %( 1) — cpe T
I N ST _02B2(T)
AT = <2a k e) [B(T) + ¢, T) i

Exercise 19. Consider the d-dimensional OU process X; that solves the SDE
dXt = —OéXtdt + O'th (371)

for scalars v, 0 (W is d-dimensional too). Show that r, = | X;|* solves
o?d .
d?”t = 2« 2— — Tt dt + 20’\/TthVt
o'

for another one-dimensional Brownian motion W, and hence is a CIR process. (Hint: you
will need to use the Lévy Theorem on characterizing Brownian motion.)

Exercise 20. From a textbook on probability (or a reliable on-line source), review the
definition of the gamma distribution. Use the previous exercise for integer d to write
the probability density of the random variable r; in the CIR model, as a gamma distri-
bution whose parameters are determined by the parameters a, 8 = o%d/2a, 0,ry. This
distribution is also called a non-central chi-squared distribution. Extend the formula to d
non-integer to obtain the general result (one can argue that the distribution must depend
smoothly on d).
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Exercise 21. 1. Prove Proposition [3.2.3] Give a formula for the continuously com-
pounded yield Ry(7") in both Vasicek and CIR models. Using MATLAB, or similar,
plot this function (called the yield curve) over the period 7" € [0, 30] when the CIR
parameters are chosen to be Kk = 1.5,0 = 0.03,0 = 2,ry = 0.03, and Vasicek param-
eters chosen to give a "reasonable” fit (for example, match moments). Comment on
the differences between the curves.

2. Write a MATLAB script to compute the par coupon rate for a bond of maturity
T = NAt. Use this to plot the rate for At =1/2, N =1,2,...,60



Chapter 4

Structural Models of Credit Risk

Broadly speaking, credit risk concerns the possibility of financial losses due to changes in
the credit quality of market participants. The most radical change in credit quality is a
default event. Operationally, for medium to large cap firms, default is normally triggered
by a failure of the firm to meet its debt servicing obligations, which usually quickly leads
to bankruptcy proceedings, such as Chapter 11 in the U.S. Thus default is considered
a rare and singular event after which the firm ceases to operate as a viable concern,
and which results in large financial losses to some security holders. With some flexible
thinking, this view of credit risk also extends to sovereign bonds issued by countries with
a non-negligible risk of default, such as those of developing countries.

Under structural models, a default event is deemed to occur for a firm when its assets
reach a sufficiently low level compared to its liabilities. These models require strong
assumptions on the dynamics of the firm’s asset, its debt and how its capital is structured.
The main advantage of structural models is that they provide an intuitive picture, as well
as an endogenous explanation for default. We will discuss other advantages and some of
their disadvantages in what follows.

4.1 The Merton Model (1974)

The Merton model takes an overly simple debt structure, and assumes that the total value
A, of a firm’s assets follows a geometric Brownian motion under the physical measure

dAt = /LAtdt + UAtth, A() > 07 (41)

where p is the mean rate of return on the assets and o is the asset volatility. We also
need further assumptions: there are no bankruptcy charges, meaning the liquidation value
equals the firm value; the debt and equity are frictionless tradeable assets.

Large and medium cap firms are funded by shares (“equity”) and bonds (“debt”). The
Merton model assumes that debt consists of a single outstanding bond with face value K
and maturity 7. At maturity, if the total value of the assets is greater than the debt, the
latter is paid in full and the remainder is distributed among shareholders. However, if

41
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Ar < K then default is deemed to occur: the bondholders exercise a debt covenant giving
them the right to liquidate the firm and receive the liquidation value (equal to the total
firm value since there are no bankruptcy costs) in lieu of the debt. Shareholders receive
nothing in this case, but by the principle of limited liability are not required to inject any
additional funds to pay for the debt.

From these simple observations, we see that shareholders have a cash flow at 7" equal
to

(AT - K )+7

and so equity can be viewed as a European call option on the firm’s assets. On the other
hand, the bondholder receives min(Ar, K'). Moreover, the physical probability of default
at time T', measured at time ¢, is

Pr =T] = P|Ar < K] = N[-d¥]

where df = IOg(At/K):\(/A}—JQ/%(T—t)_

—t
The value E; at earlier times ¢ < T' can be derived using the classic martingale ar-
gument (see exercise [24] for an alternative derivation). Assuming one can trade the firm
value A;, we note that e " A; is a martingale under the risk-neutral measure ) with
market price of risk ¢ = (u — r)/o and Radon-Nikodym derivative
dQ

d_P = eXp (¢WT — ¢2T) . (42)

Then we find the standard Black-Scholes call option formula
E, = E9e"TY(A; — K)*] = BSCall(4,, K,r,0,T —t)

= AN[dy] — e T TDKN[dy]

where
 log(Ay/K) + (r + o2 /2)(T —t)
oVT —t ’
Bond holders, on the other hand, receive

min(K, AT) = AT — (AT — K>+ =K — (K — AT>+.

_ log(Ay/K)+ (r—o?/2)(T —t)
B oI —t

d, ds (4.5)

Therefore the value D, for the debt at earlier times t < T can be obtained as the value of
a zero-coupon bond minus a European put option. Of course the fundamental identity of

accounting holds:

Ay = By + Dy,
and all three assets are discounted risk neutral martingales. A zero coupon defaultable
bond with face value 1 and maturity 7" will have the price P,(T) = D,;/K, and has the
yield spread

1 Ke (T 1

A
- _ r(T—t) 2t _
i log D i log (e e (1 — Nl[di]) + N[dg].) (4.6)

YS(T) =
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Despite being derived from a debt structured with a single maturity 7', this equation
is often interpreted as giving a function of 7" it is imagined that if an additional bond of
small face value with a different maturity were issued by the firm, it would also be priced
according to . The qualitative behaviour of this term structure is that credit spreads
start at zero for T' = 0, increase sharply to a maximum, and then decrease either to zero
at large times if 7 — 02/2 < 0 or a positive value if r — ¢?/2 > 0. This is in accordance
with the diffusive character of the model. For very short maturity times, the asset price
diffusion will almost surely never cross the default barrier. The probability density of
default then increases for longer maturities but starts to decrease again as the geometric
Brownian motion drifts away from the barrier.

This behaviour is also observed in first passage and excursion models, except that
spreads exhibit a faster decrease for longer maturities. It is at odds with empirical obser-
vations in two respects: (i) observed spreads remain positive even for small time horizons
and (ii) tend to increase as the time horizon increases. The first feature follows from the
fact that there is always a small probability of immediate default. The second is a conse-
quence of greater uncertainty for longer time horizons. One of the main reasons to study
reduced-form models is that, as we will see, they can easily avoid such discrepancies.

The previously obtained formula for the physical default probability (that is under the
measure P) can be used to calculate risk neutral default probability provided we replace
i by r. Thus one finds that

Qh>ﬂ=A(N4wh>TD—mﬁ)

and as long as ¢ > 0 we see that market implied (i.e. risk neutral) survival probabilities
are always less than historical ones.

In the event of default, the bondholder receives only a fraction Ar/K, called the
recovery fraction, of the bond principal K: the fractional loss (K — Ar)/K is called the
loss given default or LGD. As you will see in an exercise, the probability distribution of
LGD can be computed explicitly in the Merton model.

Note that equity value increases with the firm’s volatility (since its payoff is con-
vex in the underlier), so shareholders are generally inclined to press for riskier positions
to be taken by their managers. The opposite is true for bondholders. So-called “agency
problems” relate to the contradictory aims of shareholders, bondholders and other “stake-
holders”.

Structural models like Merton’s model depend on the unobserved variable A;. On the
other hand, for publicly traded companies, the share price (and hence the total equity)
is closely observed in the market. The usual approach to obtaining an estimate for the
firm’s asset values A; and volatility ¢ in Merton’s model uses the Black-Scholes formula
for a call option, that is,

E, = BSCall(A,, K,r,0,T — 1), (4.7)

where K and T are determined by the firm’s debt structure. We obtain a second equation
by equating the equity volatility to the coefficient of the Brownian term obtained by
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applying Ito’s formula to , namely,

0BSCall 5
8—A =0 Et- (48)

The Merton model is only a starting point for studying credit risk, and is obviously
far from realistic:

UAt

e The non-stationary structure of the debt that leads to the termination of operations
on a fixed date, and default can only happen on that date. Geske [§] extended the
Merton model to the case of bonds of different maturities.

e [t is incorrect to assume that the firm value is tradeable. In fact, the firm value and
its parameters is not even directly observed.

e Interest rates should certainly be taken to be stochastic: this is not a serious draw-
back, and its generalization was included in Merton’s original paper.

e The short end of the yield spread curve in calibrated versions of the Merton model
typically remains essentially zero for months, in strong contradiction with observa-
tions.

The so-called first passage models extend the Merton framework by allowing default to
happen at intermediate times.

4.2 Black-Cox model

The simplest first passage model again takes a firm with asset value given by and
outstanding debt with face value K at maturity 1. However, instead of admitting only
the possibility of default at maturity time 7', Black and Cox (1976) [3] postulated that
default occurs at the first time that the firm’s asset value drops below a certain time-
dependent barrier K (t). This can be explained by the right of bondholders to exercise
a “safety covenant” that allows them to liquidate the firm if at any time its value drops
below the specified threshold K (¢). Thus, the default time is given by

r=inf{t >0: A4, < K(t)} (4.9)

For the choice of the time dependent barrier, observe that if K(¢) > K then bond-
holders are always completely covered, which is certainly unrealistic. On the other hand,
one should clearly have Kr < K for a consistent definition of default. One natu-
ral, but certainly not the only, choice is to take an increasing time-dependent barrier
K(t) = Koekt7 Ky < Ke T,

The first passage time to the default barrier can now be reduced to the first passage
time for Brownian motion with drift. Observing that

{A, < K@)y ={W,+ 0 (r—0?/2 — k)t <o tlog(Ky/Ap)},
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we obtain that the risk neutral probability of default occurring before time ¢ < T is then
given by

QL <T<t=0Q {r?gi?(As/K(s)) < 1}1 =Q {mgl? X, <o 'log (i—iﬂ (4.10)

where X; = W, +mt,m = o~ (r — 0?/2 — k). This is a classic problem of probability we
discuss in Appendix A, whose solution is given by

Q[mgPXtSd] = 1—FP(—d;—m,t)
d—mt —d —mt
FP(d;m,t) = N — e2mdN [—} d>0 4.11
(dm,?) [ Vit } ‘ Vit - (4.11)

Thus we obtain the formula
Q0 <7 <t]=1-FP(—d;—m,t) (4.12)

with m = o7 (r —0?/2 — k) and d = o~ log(Ky/Ap) < 0.
The pay-off for equity holders at maturity is

(AT — K)+1{mins§T X5>d} = (ekTAoe”XT — K)+1{minS§T X5>d}~ (413)

This is equivalent to the payoff of a down-and-out call option, and can be priced by closed
form expressions found for example in (Merton 74) [19]. The equity in the Black-Cox
model is smaller than the share value obtained in the Merton model, and is not monotone
in the volatility. In the event of default, the pay-off for debt holders is A, = K(7) at
the time of default, and the fair “recovery value” can be computed by integrating K (s),
discounted, with respect to the risk-neutral PDF for the time of default. The value of the
bond at time ¢ prior to default is therefore

T
D, = / "I K (5)(—0,FP(=dy; —m, s — t))ds + e "IV KFP(—dy; —m, T — t) (4.14)
t

where d; = o~ log(K (t)/A;). Computation of the integral can be done explicitly, as you
will be asked to do in an exercise.

4.3 KMV

KMV[]is the name given to a particularly successful practical implementation of structural
credit modeling. It is instructive to see what assumptions they make in order to produce
commercially acceptable credit methods. The main difficulty, as in all structural models,
is in assigning dynamics to the firm value, which is an unobserved process. We outline the
main points, including the key point where KMV diverges from a strict structural model.

!The firm KMV is named after Kealhofer, McQuown and Vasicek, the founders of the company in
2002. It has since been sold to Moody’s.
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e Default trigger: The question is to determine a level for K from the structure of a
firm’s debt (which in practise consists of bond issues of different maturity, coupon
rate, seniority and features such as convertibility). In a nutshell, KMV puts the
value somewhere between the face value of short term debt, and the face value of
the total debt, arguing that the firm will always have to service short term debt,
but can be more flexible in servicing the long term debt. Typically, the trigger is
given by the full short term debt plus half the long term debt.

e Value of firm: Rather than try to estimate the firm value directly from detailed
balance sheet data (a procedure highly sensitive to assumptions and method) KMV
infers A; from the value of debt (which is taken from balance sheet) and equity.

e Equity: KMV takes the safest course, defining it to be the market capitalization
(current share value times the number of shares outstanding). Since E; is observed
in the market, it is used to infer the value of A; using the Black-Scholes call option
formula:

E, = BSCall(A;, T —t,r,0,K) (4.15)

The maturity date T is not so clear, but should represent the approximate time
scale of the debt] A further relation between the key unknowns, 4; and o and
the key observables FE;, o is obtained by taking the stochastic term from the Ito

formula applied to (4.15)), giving

0BSCall

O'EEt:O'At A

(4.16)

From a time series of equity data and the associated estimate for og, the two
equations (4.15)), (4.16)) then lead to the time series for A and an estimate for o.

From the data on a given date, KMV computes the key credit score DD, for the firm
at that time, called distance to default. Roughly speaking it gives the amount by which
log A; exceeds log K measured in standard deviations o of the one year PDF log A, 1.
That is
log(A;/K)

g

DD, = (4.17)

By a strict structural interpretation, EDF, the expected default frequency, meaning the
probability of observing the firm to default within one year, ought to equal the normal
probability EDF; = N(DD,). KMV however, breaks the model at this point, and instead
relies on its large database of historical defaults to map DD to EDF by a proprietary
function EDF = f(DD). f(DD) gives the actual fraction of all firms with the given DD
that have been observed to default within one year.

Studies such as Duffie et al [4] indicate that the distance to default DDy is a reasonable
firm-specific dynamic (defined by current observations of the firm) quantity that correlates
strongly with credit spreads and observed historical default frequency.

2For example, one could take it to be the duration of the debt.
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4.4 Default Events and Bond Prices

We have learned from structural models, particularly the Black-Cox model, that two
factors are critical in determining the value of defaultable bonds, namely the probability
of default (PD) and the loss given default (LGD). In this section we explore some general
properties of the probability of default, and see what these imply for defaultable bonds.

Recall that the default time 7 is a stopping time, that is, a random variable 7 : Q) —
R U{oo} such that {7 <t} € F;, for every ¢t > 0. In other words, a random time 7 is a
stopping time if the cédléﬂ stochastic process

1, ifr(w)<t

0, otherwise (4.18)

Hi() = Lrca() = {
is adapted to the filtration F;. For default times, H; is known as the default indicator
process, and H; =1 — H, is the survival indicator process.

We say that a stopping time 7 > 0 is predictable if there is an announcing sequence of
stopping times 7 < 75 < - such that

lim 7, =7, P-a.s

n—oo

If you have studied stochastic analysis you will recognize this as the statement that the
indicator process H, is predictable. For the record, the opposite of a predictable stopping
time is a totally inaccessible stopping time, that is, a stopping time 7 such that

for any predictable stopping time 7. It can be shown that every stopping time can be
expressed as the minimum of a predictable and a totally inaccessible stopping time.

Example 2. For any adapted process X;, we may define stopping times 7, = inf{¢|X; >
d}. If X is an Ito diffusion (and therefore has continuous paths a.s.), this is a predictable
stopping time: one takes any sequence {d,}5°; that increases to d, and then {74, } is an
announcing sequence. Conversely, if X; is a pure jump process (for example a Poisson
process), then 7, is totally inaccessible.

4.4.1 Unconditional default probability

Given a default time 7, the probability of survival in t years is
Plr>t]=1—Plr <t]|=1-E[1l{<yl. (4.19)
Several other related quantities can be derived from this basic probability. For instance,

Pls<71<t]=P[r>s]— P[r > 1

3for “continueux & droite, limite 4 gauche”, or “right continuous, left limit”.
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is the unconditional probability of default occurring in the time interval [s, ¢].
Using Bayes’s rule for conditional probability, one can deduce that the probability of
survival in ¢ years conditioned on survival up to s < ¢ years is
P{r>t}n{r>s} Plr>t

Plr > t|T > s] = Plr s = P’ (4.20)

since {7 >t} C {7 > s}. From this we can define the forward default probability for the
interval [s,t] as

P[r >t

Plastsir>sd=1-Plr>ir>s=1-5—=.

(4.21)

Assuming that P[r > t] is strictly positive and differentiable in ¢, we define the forward
default rate function as

log P
nety = Mg Plr >4 (4.92)
ot
It then follows that )
Plr > t|r > s] = e~ Js hwdu, (4.23)

The forward default rate measures the instantaneous rate of arrival for a default event
at time ¢ conditioned on survival up to t. Indeed, if h(t) is continuous we find that for a
short time interval [t, ¢ + At],

h(t)At =~ Pt <1 <t + At|T > t].

4.4.2 Conditional default probability

The above probabilities are all derived from P[r > ¢], that is, conditionally on the constant
information set available at time 0. More generally, one can focus on SP,(t) := Pt >
t|Fs], that is, the survival probability in t years conditioned on all the information available
at time s < t. If we assume positivity and differentiability in ¢, then this can be written
as

SP,(t) = Hee Ji he(wiu, (4.24)
where dlog SP, (¢
hy(t) = —OgTs(). (4.25)

We define hy(t) to be the forward default rate process given all the information up to time
s: it clearly has the initial values ho(t) = h(t).

The indicator process H,; defined in is a submartingale. Moreover, since H can
be shown to be of class D, it follows from the Doob-Meyer decompositionﬁ that there
exists a unique nondecreasing predictable process A;, called the compensator, such that
H, — A, is a martingale. Since defaults happen only once, in general we know that

At = A‘1'/\15-

4Please see [21] for a fundamental discussion of such matters.



4.4. DEFAULT EVENTS AND BOND PRICES 49

In some cases the compensator can be written as

t
At = / ASdS (426)
0

for a non-negative, progressively measurable process \;. In this case the process \; is
called the default intensity. In other cases, such as Black-Cox models, the compensator
does not admit a default intensity (intuitively, the instantaneous probability of default is
either 0 or o).

Under suitable technical conditions it can be shown that

Ao = ha(t). (4.27)

Therefore, while the forward default rate function h(t) gives the instantaneous rate of
default conditioned only on survival up to ¢, the default intensity \; measures the instan-
taneous rate of default conditioned on all the information available up to time ¢.

Finally, we observe that starting from a sufficiently regular family of survival probabil-
ities one can obtain forward default rates by and the associated intensity by (4.27).
This is analogous to knowing a differentiable system of bond prices and then obtaining
forward and spot interest rates from it. As we have seen, going in the opposite direction,
that is from the spot interest r; to bond prices, is not always straightforward, and the
same is true for going from intensities to survival probabilities.

4.4.3 Implied Survival Probabilities and Credit Spreads

We now investigate how the prices of defaultable zero-coupon bonds can be used to infer
risk-neutral default probabilities. As we will see later, PD and LGD become entangled in
the bond pricing formula, and for that reason we will assume in this section that bonds
pay nothing in the event of default (“zero-recovery”). We also assume in this section that
interest rates r; and the default time 7 are independent under the risk-neutral measure ().

Let P,(T)1{;>¢ be the price at time ¢ < T of a defaultable zero-coupon bond issued
by a certain firm with maturity 7" and face value equal to one unit of currency. Then,
since we assume bonds pay zero recovery, we then know that

— T
P(T) sy = EZ |e7 e 1 omy (4.28)

and since r; and 7 are independent this becomes

Pt(T)1{7'>t} = P(T)Q[r > T|F].

Therefore, as long as 7 > t the risk-neutral survival probability is given by

_ BT

Qlr > 117 = g = ool [ ((s) = s (4.29)
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Comparing with the definition of the yield spread Y S;(T) and the forward default rate
h(T'), we see that

T
YS(T) = 2 [ huls)ds, huls) = Jils) = fils).
t
Thus the term structure of risk-neutral survival probabilities is completely determined
by the term structure of both defaultable and default-free zero-coupon bonds. In what
follows, even though the interpretation relies on the above two assumptions, will be
called the implied survival probability, emphasizing the fact that it is derived from market
prices and associated to the risk-neutral measure Q).

4.5 Exercises

In the following exercises, we take the asset value process with parameters y = r = 0.05
and o = 0.20.

Exercise 22. The leverage ratio or debt/equity ratio of a firm is defined to be the total
debt of the firm divided by the equity L; = D;/E;. A highly leveraged firm has a lot
of debt which might indicate a danger of default, and certainly a susceptibility to rising
interest rates. Consider the Merton model and use MATLAB or similar to plot the
value of the debt Dy as a function of debt maturity 7" for the following leverage levels:
10,3,1,1/3,1/10. Thinking of Dy(T') as the price of a zero coupon defaultable bond,
compute the credit spread (defaultable bond yield minus default free bond yield) as a
function over T', again for the same leverage levels.

Exercise 23. Find a closed formula for the price of the debt in the Black-Cox model.
With & = 0, use MATLAB or similar to plot the value of the debt Dy as a function of
debt maturity T for the following leverage levels: 100, 30, 10, 3, 1. Discuss the differences
between the two models.

Exercise 24. (Alternative derivation of the Merton model) Suppose dA; = A[udt +
odW,;] under the physical measure, plus the other assumptions of the Merton model.
Suppose further that debt and equity are tradeable assets that satisfy A, = D, + E; and
follow processes D, = D(t, A;), E, = E(t, A;) for differentiable functions. By considering
a locally risk-free self-financing portfolio of bonds and equity (which by necessity will
earn the risk-free rate of return), prove directly that both D, E satisfy the Black-Scholes
equation

1
Of + S0* A +rAdaf —rf =0

Exercise 25. In the Merton model with the number of shares N constant, the stock price
is S; = E;/N. Find a formula for the stock volatility as a function of time to maturity
and current equity, i.e. o,gs) = f(T —t,S,;). Find the stochastic differential equation for
S; under the risk-neutral measure. Is S; Markovian? Compute the asymptotics of stock
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volatility when the leverage ratio tends to oo. What does this say about the behaviour of
the stock price?

Exercise 26. For any s < T', compute the probability density function p.(t|7 > s),t > s
for the time to default 7 in the Black-Cox model. What is the behaviour of p, ast — s+7?
Does this model have a default intensity?

Exercise 27. Loss given default LGD is defined to be the fraction of the bond principal
that is not returned to the bondholder at default. Compute the probability distribution
of LGD in the Merton model. Plot the pdf with 7" =5 for the leverage levels 100, 30, 10,
3, 1, and compute the mean and standard deviation in each case.
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Chapter 5

Reduced Form Modelling

Reduced form models, also known as hazard rate models or intensity-based models form an
approach to default complementary to the structural models. In structural models, default
was directly linked to the value of the firm, and in the simplest versions, default times are
predictable in the filtration available to traders. In contrast, reduced form models make
the assumption that default is always a surprise, that is, a totally inaccessible stopping
time. The firm value is not modeled, but rather attention is focussed on the instantaneous
conditional probability of default. From the long list of works on reduced form models,
we mention some of the pioneering papers: [15] [14] [16] [5].

5.1 Information Sets

Let us consider for the moment the physical probability setting: later we will transfer all
results to equivalent statements under the risk-neutral measure. The stochastic process
H, = 1{;<y is a submartingale in its natural filtration (H;);>0, and assuming suitable
differentiability, we have seen there is a positive function h(t) such that

H, - /th(s)(l ~HL)ds

is an ‘H martingale. When there is a “market filtration” (G;):;>¢ (which roughly speaking
includes all information other than the fact of default or survival), one may have a G;-
adapted process \; such that

t
H, — / As(1— Hy)ds
0
is a martingale under the “full filtration”
Fi:=HV Gy

Note how the possibility of further defaults is “switched off” at the time of default. The
martingale condition implies that

Plt <1 <t+dt|F] = \(1 — Hy)dt + o(dt)

23
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for small dt, and captures the idea in reduced form modeling that defaults are unpre-
dictable “totally inaccessible” stopping times. This of course contradicts a key feature of
a basic structural model like Black-Cox: in that model F; = G;, and the compensator of
H,; equals H, itself, and does not admit an “intensity” .

5.2 Basic examples of reduced form models

Reduced form modelling makes a key simplifying assumption on the relation between the
timing of defaults (encoded in the filtration H) and the market filtration G. Essentially,
one assumes that the fact of a default or not at a given time ¢ has no impact on the
evolution of the market filtration beyond ¢. Before we formalize this notion in section [5.3]
we will try to develop an intuitive idea by first investigating some important examples of
basic reduced form models, each of increasing generality.

To begin, note that because we are assuming a default event does not influence the
default rate (other than “switching it off”), one can imagine the process H continuing
after default according to the same rate \;. This leads to the idea that H; = N;,, where
N, is a counting process, that is a non-decreasing, integer-valued process with Ny = 0.
Then the default time is defined to be

7 = inf{t|N, > 0}. (5.1)

We now focus on cases when the counting process N; admits an intensity A;, that is

t
AiV:/ Asds
0

and N; — AV is a martingale.

5.2.1 Poisson processes

The Poisson process Ny with parameter A > 0, is a non-decreasing, integer-valued pro-
cess starting at Ny = 0 with independent and stationary increments which are Poisson
distributed. More explicitly, for all 0 < s <t we have
(t — S)k/\k —(t—s)\
PNy = N, = k] = =— ¢ (t=9)
It is clear from this definition that E[N;] = At and that (IV; — Af) is a martingale.
Therefore the compensator for N; is simply

(5.2)

At — )\t7

from which it follows that the constant A is the intensity for the Poisson process.
The Poisson process has a number of important properties making it ubiquitous for
modeling discrete events. Being Markovian, the occurrence of its next k£ jumps during any
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interval after time ¢ is independent of its history up to t. We also see from that the
probability of one jump during a small interval of length At is approximately AAt and that
the probability for two or more jumps occurring at the same time is zero. Moreover, one
can easily show that the waiting time between two jumps is an exponentially distributed
random variable with parameter A. In particular, if we use to define default as
the arrival time of the first jump of Ny, then the expected default time is 1/A and the
probability of survival after ¢ years is

Plr > t] = E[N, = 0] = e, (5.3)
Therefore, from the definition of the forward default rate function (4.22)) we obtain

h(t) = —alo%w =\ (5.4)

so that )
Plr >t > 5] = e~ Js Mwddu — o=A(t=s) (5.5)

The Poisson model is thus seen to be equivalent to the Exponential default model of

o

5.2.2 Inhomogeneous Poisson processes

As we have just seen, modeling default as the arrival of the first jump of a Poisson process
leads to a constant hazard rate. In practice, the hazard rate changes in time, since survival
up to different time horizons lead to different probabilities of default over the next small
time interval. In order to obtain more realistic term structures of default probabilities,
we can introduce a time-varying intensity A(t).

Let N; then denote an inhomogeneous Poisson process, that is, a non-decreasing,
integer-valued process starting at Ny = 0 with independent increments satisfying

PIN, — N, = k] = % (/:)\(u)du> exp (— /:)\(u)du> , (5.6)

for some positive deterministic function A(¢).
Observe that

k

t
N; — / A(s)ds
0
is a martingale, that is,
t
Ay = / A(s)ds
0

is the compensator for V; and the function A(t) is the intensity for the inhomogeneous
Poisson process.

The properties of a Poisson process extend naturally to the inhomogeneous case. For
instance, the probability of a jump over a small interval At is approximately given by
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A(t)At. Furthermore, the waiting time between two jumps is a continuous random variable
with density
)\(t)e— fot )\(s)ds.

Therefore, defining default as the arrival of its first jump leads to the following survival
probabilities

Plr > t|r > ] = ¢~ Js Xwdu, (5.7)

From this expression we obtain that, for the inhomogeneous Poisson process reduced
form model,

ht) = A(b), (5.8)

corresponding to a non-flat term structure for forward default rates, which can be cali-
brated to historical data.

In the above Poisson models, the “intensity” A is deterministic and thus gives a reduced
form model with F; = ‘H,; and G, the trivial filtration. In reality, survival up to time ¢ is not
the only relevant information in order to determine the probability of default for the next
interval [t, ¢ + At]. Other drivers, such as the credit rating and equity value of an obligor,
or macroeconomic variables such as recession and business cycles, provide an additional
flux of information that needs to be incorporated when assigning default probabilities.
Our next step in generalizing intensity based models is to allow for a stochastic intensity
A+ while retaining some of the desirable properties of Poisson processes.

5.2.3 Cox processes

Let us suppose that all the market information available in the economy, except for the
default times, is expressed through the “market filtration” G;. For example, G, might
be the filtration generated by a d-dimensional driving process X;. We assume that all
the default-free economic factors, including the risk-free interest rates, are adapted to G,.
Assume further that there exists a non-negative process A; which is also adapted to G; that
plays the role of a stochastic intensity, generally correlated with the different components
of the driving process X;.

Next assume that H; := HY is the filtration generated by a point process N;. The full
filtration for the model is obtained as

Fi=G VHY (5.9)

Definition 4. The point process N; is a Cox process if, conditioned on the background
information G; available at time ¢, IV; is an inhomogeneous Poisson process with a time-
varying intensity A(s) = A, for 0 < s < t¢. That is

Ay — AL
P[N, — N, = k|F,V G| = %e_(m_[\s) (5.10)

where A, = f(f Asds.
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In other words, each realization of the process A up to time t determines the local
jump probabilities for the process N up to time t¢.

This definition is sometimes called the doubly stochastic assumption. Although very
natural, it excludes several plausible situations. For example, the process N; cannot be
adapted with respect to the market information, nor can it be directly triggered by any
of the driving processes (as is the case with structural models). It also excludes the
possibility of IV, directly influencing the background processes (for instance, by causing
a simultaneous jump in some of them, since this would reveal a jump in N; by observing
the market information only). Finally, the doubly stochastic assumption proves to be
inadequate for modeling the arrival of common credit events when treating correlated
obligors. Nevertheless, it provides a very convenient analytic framework for dealing with
stochastic intensities, and should be used as a benchmark for more complicated models.

From the definition, for s <t

E[Nt - At|./fs] - E[E[Nt — At|f5 \/ gt]lfs] - Ns - As

and hence the compensator of a Cox process has exactly the form

t
At = / )\Sds,
0

which justifies calling \; its stochastic intensity.
To obtain the unconditional jump probabilities of a Cox process we average over
realizations of this stochastic intensity, using the expression for inhomogeneous Poisson

jump probabilities for each realization, that is,
t
exp <—/ )\udu) . (5.11)

1 t

Similarly, the waiting time between each of its jumps is a continuous random variable
with conditional density

k
PIN,—N,=k| =E

d

dt

Defining default as the arrival of the first jump then leads to the following expression
for survival probabilities:

Ell, J|F]=E [A(t)e’ N Aud“|gs} .

"next

Plr>t=E [e—fot Ast] . (5.12)
Therefore, from the definition of hazard rate given in (4.22]) we obtain
0 ¢
h(t) = —alogE [e_ Jo ’\Sds} : (5.13)

More generally, conditioned on the information F; available at time s < ¢, the probability
of survival after ¢ years is

Plr > |F)) = H'E [e* IX Audu\gs] . (5.14)
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It then follows from definition (4.25) that the forward default rates are given by

0 ¢
= — ¢ _fs Audu
ho(t) = —Hi log E [e |g5} . (5.15)

An easy but important consequence of ([5.10)) is the following observation:
E[H{|Gi] = E[H{|Fo V G, = e~ Jo M. (5.16)

That is, conditioned on observing only the market filtration G, at time ¢, the probability
that the firm has not defaulted yet is e~ Jo Audu,

Credit insurance products can be thought of as products that pay a stochastic amount
at the time of default. Let the amount paid at time 7 be X, where X; is a process
adapted to the market filtration G. The expected payoff for insurance over the period
[t, T] computed at time ¢ is found by an intermediate conditioning, followed by integrating
over the possible times of default:

E[X-(Hf — Hy)|F] = EIE[X-(Hf — Hp)|F, V Grl| ]

T T
= E[H! / X Ao~ o Audugs| 7] = HY / E[X el Adugs|g]  (5.17)
t t

This intuitive argument, in particular the last step, is justified in the next section. Observe
that the final formula is a G expectation: the reduction from F to G we see here is the
essential property that gives the name to the whole modelling approach.

Notice that is mathematically equivalent to with the stochastic intensity
playing the role of a stochastic short rate. Therefore the mathematical apparatus for
calculating bond prices in default-free interest rate theory described in section can
be employed to calculate historical survival probabilities in reduced-form default models
under the doubly stochastic assumption. In particular, we can model the intensity process
A¢ as one of the convenient processes leading to affine term structures, such as the CIR
process.

5.3 Definition of reduced form models

The above discussion of Cox processes rested on a subtle form of independence between
the counting process and the market filtration. To place the theory on firmer ground,
we now give a technical definition of a general reduced form model, and to deduce its
fundamental properties.

We suppose as before that the full filtration is F; = H; V G; where H; is the natural
filtration of the default indicator process H; = 1;<; (or more generally the filtration of
the default counting process N;) and G, denotes the “market filtration”. We are interested
in examples where 7 is a F stopping time, but not a G stopping time.

The following two key properties, known to be equivalent to one another, capture the
specific dependence structure of Cox processes:
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Definition 5. The H-condition means: Under P, H; and G, are independent conditioned
on G, that is, for any H;-measurable random variable X and G, measurable random
variable Y,

E[XY|G] = E[X|G]E]Y|G].

Definition 6. The martingale invariance property means: any G;-martingale is also a
Fi = H; V Gi-martingale.

Assuming these conditions will give us enough structure to define what we mean by
“reduced form model” or “Cox process”. Taken together, the H-condition and martingale
invariance property have several modelling implications: (i) the default event cannot cause
any observable effect on the “market filtration”; (ii) in multifirm versions, the H-condition
forbids “contagion”, namely the effect that the default of one firm influences the default
intensity of another firm. Therefore reduced form models exclude several effects that are
often viewed as important in credit risk: this is one of the primary weaknesses pointed
out by detractors.

Definition 7. A reduced form model of default is a model for which the default time is
given by the random variable

7 =1inf{t > 0: N; > 0}. (5.18)

where NV is a counting process with intensity. Furthermore, we assume that the intensity
A is G-adapted, and the filtrations H = o{N}, G satisfy the H-condition and martingale
invariance property.

Thus, 7 is the arrival time for the first jump of the counting process N;, the default
indicator process is H, = N;x, and the compensator of H is A = AﬁT. Therefore, given
the distribution for /Ny, survival probabilities can be calculated as

Plr > T| = E[H¢| = P[Ny = 0],

where Hy :=1 — H,; is the indicator function for survival.

The following proposition gives the basic analytical tools for reduced form models,
allowing one to “reduce” default related computations from the full filtration F; to default
free computations in the market filtration G;.

Proposition 5.3.1. In a reduced form model, for any F-measurable random variable Y
1.

ey |F) = Bt

t—E[HﬂQt] (5.19)

E[H|G)) = e o e (5.20)
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3. If Y is G-measurable, then

E[HSY|F,) = H°E[e™ J: 2y |G|, s <t (5.21)
4. For any bounded G; predictable process Yy, and s < t,

t
E[(H® — HE)Y.|F.] = H® / E[Ye 0y |G ] du (5.22)

Remark 6. 1. Note that {D implies that for any F; random variable Y, there is
an G, random variable Y such that HY = HY.

2. (5.20) and (5.22)) are generalizations of facts (5.16) and ([5.17)) from the previous

section.

3. By taking Y = Y, = o ™4 one can see from (5.21) that Hfe Jo d is an F-
martingale. This is an alternative way of thinking of the F compensator.

Proof: To prove (5.19)), it is sufficient to prove
E[HY E[H{|G]|F] = Hy E[H;Y |G,

Recall that for any F random variable X, E[X|F] is the unique F;-random variable such
that [, E[X|F]dP = [, XdP for all A e F,. Let C' = {7 > t} and note that for any set
A € F, one can find B € G, such that ANC = BN C (this statement is true because for
any set D € H, either D D C or DN C = (). Then

/HfYE[Hﬂgt]dP = / YE[Hﬂgt]dP:/ Y E[H{|G,]dP
A ANC BNC

= /HfYE[Hﬂgt]dP:/E[HfE[HfY\gtHgt]dP
B B

_ / HEB[HEY |G,]dP — / EIHEY|G,|dP
B BNC

— / E[HEY|G|dP = / HEE[HCY|G/|dP (5.23)
ANC A

which proves .

To prove (5.20), we define A, by E[Hf|G,] = e~ and show that Jy HedA, must be
the F-compensator of Hf. First note that A is nondecreasing: using the H-condition on
can show that for s < ¢, e — ¢ = E[(H® — H?)|G,] > 0. By and the fact
HSHy = Hy for s <'t, one finds

E[H{M|F,) = HeeM E[HCH M |G,) = HeeM E[E[HM|G|G,) = HEeM,

S
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in other words, Htce]\t is an F;-martingale. This in turn implies Hf + fot HedA, is a
Fi-martingale: we see this by using stochastic integration by parts to write

t t N .
HE — HE + / HedA, = / [d[H;Hng*Asd[eAs]]
0 0

By the uniqueness of the F-compensator and the fact that both A, A are G-adapted, we
find that At = At'

To show equation (5.21]) note the fact HSHS = Hf for s < t and use (5.19)) and ([5.20))
to write:

E[H{Y |F,) = E[H{(HY)|F)] = Hie" E[E[H[Y|G]|G]

By the H-condition E[HfY|G;] = E[Hf|GE[Y|G:] = Ele Y|G,], and the result now
follows.

We prove for simple predictable processes Y; = ZZ]\; Yi,_  1g,  <i<i;y, where YV,
is G;,-measurable and s =ty <t < ...ty =1

E[(Hsc - HE)Y:F“’TS] = E[Z }/;51‘711{t¢71<7’§t7;}

fs]

= HieM YD El(e M — e MY
t;

— H;eAsZE[( / e M\ du)Y;, |G
i ti

t
— H° / E[Y,e= I 2\, |Gldu (5.24)

Now we use approximation theory to extend to general processes Y;. O

5.4 Constructing reduced form models

We now give two natural ways to construct a reduced form model, starting with a G;
adapted non-decreasing process A; = fot Agds.

5.4.1 Construction A

We let Z1, 75 ..., be a sequence of iid unit-mean exponential random variables that are
independent of G, and define recursively

T = le{t|At 221}
T o= inf{t|A,— A, >Z,}, n=203,..., (5.25)

Then we define N; = 220:1 1;7, <. Verification of this construction is given as an exercise.
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5.4.2 Construction B

Let Nt(l) be a Poisson process with A\ = 1 that is independent of G. Then the time
changed process N; := N /(\13 defines a reduced form model with H; := (N, s < A;) and
Fi: = H; V G;. To prove this, note that

P[N, = N, = k|H, Vv G.] = PN — N = kg v G.]
Ay — Ay
_ ( tk' s) 6—(At—AS) (5.26)

5.4.3 Simulating the default time

As is well-known in elementary probability theory, given a non-decreasing cddlag (french
for “left limit, right continuous”) function F': R — [0, 1] such that

lim F(z)=0 and lim F(z)=1,

T——00 r—00

we can construct a random variable X having F' as its cumulative distribution function
by setting X = F~(U), for a uniformly distributed random variable U : Q — [0, 1]. This

is because
P[X <z]=P[F'(U)<z2]=P[U < F(z)] = F(x).

Therefore, if a model for default arrival is such that the survival probabilities P[r > ¢]
can be easily inverted, we can obtain the correct distribution for the default time by
simulating a uniform random variable U and setting 7 as the solution to

Pir >t =U.

For Cox processes, an alternative method for simulating default times without the
need to invert the term structure for survival probabilities is the compensator simulation,
which is based on the numerical simulation of the compensator process

t
At—/ Asds.
0

The method consists of simulating a unit-mean exponential random variable Z, indepen-
dently of the intensity process \;, and setting the default time as

T:1nf{t>0At2Z}

Then, using the fact that P[Z > z] = e, we have that, conditional on the path of A up
to time t, we have

t
Plr > 1G] = P[Z > / Mds|Gr] = e Ji M
0

as required.



5.5. AFFINE INTENSITY MODELS 63

5.5 Affine Intensity Models

In analogy with interest rate theory, one can specify intensity processes of the form
)‘t =a+b- Xt

where a and b = (b, ...,b,) are positive constants and X; = (X},..., X[) is a multidi-
mensional Markov “factor” process. One then say that the model is affine if for s < ¢ the
survival probabilities can be written in the form

Plr > t|F,] = Heexp[A(s, t) + B(s, 1) - X,] (5.27)

for some coefficient functions A(s,t) and B(s,t) € R™. In section we have seen
examples of one factor affine models where the underlying factor was the interest rate
ry itself and was specified as an Ito diffusion process. Several generalizations of this set
up are possible, in which the underlying factors correspond to more than one economic
driver and can present jumps or stochastic volatilities.

5.5.1 CIR Intensities

As a first example of an affine model, let us consider a one factor model where the intensity
process \; following a CIR dynamics

Ay = k(0 — \)dt + o/ NdW, (5.28)

for positive constants k., and o satisfying the condition 4k6 > o%. As usual, the param-
eters k and 6 represent the long-term average and the rate of mean reversion for \;, while
o is a volatility coefficient.

Borrowing from the work we have already done for interest rate models, we have that
survival probabilities in the CIR intensity model have the form

Plr > t|F.] = Heexp[A(s, t) + B(s, )\

where
_ 20 2y exp[(k +7)(t — 5)/2]
ACD = 8 [0 ¥ ) el — 0] - 1) 29
By — 2L ewlt=sh) 50,

2y + (k + ) (exp|(t —s)7] — 1)
and % = k? + 202

It is interesting to notice from this formula that survival probabilities increase if we
increase the volatility parameter, while keeping all other parameters fixed. In other words,
forward default rates decrease as the volatility in the intensity process increases. This is
a consequence of Jensen’s inequality and expression ([5.14)).

The effects of volatility on survival probabilities and forward rates are compensated,
on the other hand, by the rate of mean reversion. Higher values of k mean that \; stays
close to its long-term average #. This has the effect of bringing the forward rate close to
a long-term level as well. Conversely, smaller values of k£ accentuate the impact of the
volatility in ), leading to higher survival probabilities and smaller forward rates.
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5.5.2 Mean-reverting intensities with jumps

Suppose now that the intensity process follows the dynamics

where Z; = J; — ¢Jt is a compensated compound Poisson process. That is, J; is a pure
jump process with independently distributed jumps at Poisson arrival times with intensity
¢ and independent jump sizes drawn from an exponential distribution with mean J. The
Markov generator for this process is

AS) () = k(8 — 2) — ), ] + / Tty - f@e Tyl (5.32)

One can then prove, using generalized Riccati equations, that survival probabilities in
this model have the form

Plr > t|Fs] = HS explA(s,t) + B(s,t) ]
where
A(s,t) = —(0—cJ/k)((t —s)+ B(s,t)) — JL—G—]{? [Jt —log (1 — B(s,t)J)]
1 — e—k(t—s)

B(s,t) = ————. (5.33)

5.6 Risk-neutral and physical measures

In anticipation of the next chapter which deals with the pricing of defaultable bonds
and credit derivatives, we now turn our attention to reduced form models under a risk-
neutral measure (). Given a reduced form model under the physical measure P, it does
not necessarily follow that the model will be of reduced form under the risk—neutral
measure (): the doubly stochastic assumption needs to be independently stated for P and
Q. Moreover, the intensities A" and )\tQ themselves can depend differently on the state
variables of the model, and may also have different likelihoods for each path. Even in the
situation where AP = A2 we can still have that

Plr >T|F]=HE |:€_ s )““ds\gt}

is different from

Qlr > T|F) = H{E? [ 5 %G, |

The form of the Girsanov Theorem applicable to reduced form models asserts the
existence of a measure change % | 7, for any adapted processes 6, n; (satisfying appropriate
technical conditions) such that if

t
WtQ == Wt —+ / Qsds, )\? - T]t>\t7
0
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then NV;, the counting process with intensity A under P, has intensity )\? under () and
WtQ is @-Brownian motion.

We still define the default event as the first jump of the counting process Ny, but the
point is that the random default time

7 =1inf{t > 0: N; > 0}

has a different distribution under ). Accordingly, we assume that the counting process
N; is such that .
N; — / A\¢ds
0
is a (—martingale.
All the previous definitions and examples, including the doubly stochastic assumption,
have risk-neutral analogues in terms of the risk-neutral intensity )\?. In particular,

Qlr > t|F.] = HeE? e oG | (5.34)

so the survival probability expressions we just derived for affine intensity models apply
for risk-neutral probabilities as well. The credit risk premium, defined to be the ratio
e = A2 /AP is an object of interest when comparing risk neutral and statistical estimates
of the default intensity.

In the next chapter, we will investigate the risk neutral pricing of a variety of contin-
gent claims whose value depends significantly on the credit risk of a counterparty. The
most basic of all such contracts is the zero-coupon zero-recovery defaultable bond, and in
Exercise 29| we already prove the Lando formula for its price, in the most general reduced
form model:

HEP(T) := EQ[Hee N 45| 1] = HeEQ[e— Ji ra+APlds g )

5.7 Exercises

Exercise 28. Show from the definition of a Poisson process Ny with parameter A that
the time of the first jump of V; is an exponential random variable with parameter A. For
each n > 1, compute the probability density function of the time of the nth jump 7(™ :=
inf{¢|N; > n}. Using Matlab, plot on a single graph the 5 curves with n = 1,2, 3,4, 5 and
A=1.

Exercise 29. Let the spot interest rate r; be Gi-adapted. Prove Lando’s formula for the
price of a zero-coupon, zero-recovery bond:

H{P(T) = EQ[Hge I 78| F] = HeEQ[em i stlds|g) (5.35)

Exercise 30. Adapt Construction A to a construction of a reduced form model for the
default indicator process H;, starting with an G, adapted intensity process \;. Verify all
the details of the construction.
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Exercise 31. The aim is to verify the equivalence of the H-condition and the martingale
invariance condition.

1. Show that the H-condition implies the martingale invariance condition. (Hint: argue
that it is enough to show that for any G, set B and H, set ', and G-martingale M,

meC MgdP = meC Mth,)

2. Show that the martingale invariance condition implies the H-condition. (Hint: argue
that it is enough to show that for any G, set B and H, set C, and G;-random variable
Y [,1cYdP = [, E[1¢|GE[Y|G,]dP.)

Exercise 32. Prove by induction on n that for Construction A, P,(t) := P[r, < t|Gs] =

k
i %e‘Af. (Hint: for the inductive step k = n assuming the formula for n — 1, use the

derivative of P,_; and the fact the 7,, < ¢ implies 7,,_; < t.)

Exercise 33. Consider the following SDE for an intensity process:
d)\t = (a — b)\t)dt + Cy\/ )\tth (536)

where 4a > 0. Compute the conditional survival function E[Hf|G,], s < t in the reduced
form model with this intensity.

Exercise 34. Write a MATLAB program to draw Monte Carlo samples from the following
distributions:

1. Poisson distribution with parameter \ > 0.
2. The exponential distribution with parameter \.
3. The gamma distribution I'(k, ) with k an integer.

Exercise 35. Consider a stochastic interest model where A and r are correlated linear
combinations

e = aXt + b}/t

of independent driving processes X,Y. We take the following default values of the pa-
rameters: a = 1,¢=d = .1,b =0, with X, Y both Vasicek processes with (kx,fx,0x) =
(.5,0.05,.05) and (ky,0y,0y) = (.1,0.1,.025). In addition, we assume a constant recovery
fraction R = 0.5. Investigate the dependence of survival probabilities on r. (Hint: use

the “master formula” (3.70).)

Exercise 36. Consider the jump model with intensity process given by (5.31]), but with
Poisson jumps of a single size J. Derive the generalized Riccati equations for the survival
probability.
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Exercise 37. Write a MATLAB Monte Carlo simulator that will generate a sample path
of the mean-reverting exponential jump process of subsection [5.5.2]

Exercise 38. Consider the jump model with intensity process given by (5.31]) with ex-
ponentially distributed jumps. Derive the generalized Riccati equations for the survival

probability, and prove ((5.33).

Exercise 39. Show that the H-condition implies the following two statements:
1. For any G, random variable X, E[X|H; V G;] = E[X|G,].
2. Any G, martingale M, is a F,-martingale.
In fact, it can be shown that the second statement implies the H-condition.
Exercise 40. Complete the proof of ([5.21]).

Exercise 41. Let Y be any J measurable random variable and suppose ¢ < s. Show
that there is a Gy random variable Y such that E[H{XY|F] = HfE[H:XY|G,] for any
G, random variable X.

Exercise 42. Let X; = (X},..., X}") be a multidimensional Markov “factor” process
with generator £. Consider any reduced form model with intensity A\, = g(¢, X;) for a
given positive function g(t, z).

1. Suppose Y = F(X7) for some function F. Show directly using the It6 formula that
the conditional expectation E[Y'|F;] has the form Hf f(¢, X;) where the function f
is the solution of the parabolic partial differential equation:

O f(t,x) + LIfI(t,x) — g(t,x)f(t,x) =0 t<T
{ F(T,2) = F(x) (5.38)

2. Let Z, = h(7, X;)H, for t <T. Show that E[Z7|F;] has the form Z, + Hf f(t, X)
where the function f solves:

O f(t,x) + LIf](t,x) + g(t,z)(h(t,x) — f(t,z)) =0 t<T
{ F(T.2) =0 (5.39)

Exercise 43. For any G-adapted process Z; and Gp-measurable X, let Y = Z, Hr+ X HY
be a Fr measurable payoff. Write E[H;Y|F;] in terms of G expectations.

Exercise 44. (Counterparty risk) Suppose you have bought an option with maturity 7'
from a default-risky counterparty. In a general reduced form model, show that the fair
price for the claim at time ¢ is

HEV; = HEE®[e i st)dsy ) (5.40)

where Vi, the payment in the event the counterparty is solvent at time 7', is Gr measur-
able.
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Exercise 45. (Counterparty risk continued) Suppose instead, you have written a swap
with maturity T from the same risky counterparty. In this case, one might assume that
in the event that the counterparty defaults at time 7 > ¢, one still owes the negative part
of the contract value. In a general reduced form model, show that the fair price for the
claim at time ¢ satisfies

T
Vi = HeEQ[e™ i rst2)dsyr g, 4+ He / ER[e [ (rst2)ds (77 )= \ 1G] du. (5.41)
t

Note that Vi, the payment in the event the counterparty is solvent at time 7', is Gr
measurable, and that (z)~ = 2 A 0 = min(z, 0).



Chapter 6

Further Reduced Form Modelling

Credit derivatives in the general sense are contracts that are linked to an underlying credit-
sensitive asset. This reference asset may in principle be any default risky instrument or
family of instruments, but for the most fundamental credit derivatives we will discuss,
the underlier will be a corporate bond, in the simplest instances a zero-coupon bond.

In our treatment of reduced form default models, we have seen in ([5.35)) that the price
of a zero coupon defaultable bond with zero recovery is given by Lando’s formula

P(T) = EQ[el (rstX)ds), (6.1)

Such a contract is principally of mathematical interest: in practice, all corporate bonds
retain a non-negligible residual value after the firm defaults, through the process we shall
call recovery. Before studying credit derivatives, we begin by looking at different methods
for valuing the post default value of zero coupon bonds, leading to formulas for the price of
bonds with recovery. Then we define and analyze a number of standard credit derivative
contracts whose payoffs are defined in terms of these underlying bonds.

6.1 Recovery Models

So far, our discussion of prices for defaultable bonds has implicitly assumed a zero recovery
rate in the event of default, that is, we only considered the case for which the value of
the bond drops to zero when default occurs. In this section we generalize our framework
by allowing the pay-off of credit risky assets to drop by a stochastic amount in the event
of a default at time 7. We consider the doubly stochastic model of section with a
stochastic intensity \; and assume that the recovery process R, is Gi—adapted. Assuming
that 7 > 0, the price at time zero of a defaultable zero coupon bond with maturity 7" is
given by

Pﬁ(T) — E9 e~ Jo TSdSRT]-{TST} TLe” foT T5d81{7—>T}:|

69
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By (5.21)) and (5.22)) applied with s = 0 this becomes
T
E¢ [/ e~ fou("S"')‘S)dSRu/\udu} + E¢ |:€_ foT(’“S‘”‘S)dS}
0

T
= / E€? [Ru)\ue_ fou(““‘s)ds} du + E® [e‘foT(”J“’\S)ds} (6.2)
0

that is, the sum of a recovery term and a zero-recovery bond price. In the following sub-
sections we show how to calculate this expression under different models for the recovery
rate.

Let us now consider an idealized coupon bond that pays a constant coupon rate ¢ > 0
continuously in time (this is simply mathematical convenience). The price of such a
coupon bond including recovery would then be

T
EQ |:€_ Jo TsdsRTl{TST} —f—/ ce I rsdsl{T>u}du+ e~ fOTTSdS]-{T>T}:|
0

T
- / B2 |(Ruda + c)e B 0208|452 | o] (6.3)
0

Remark 7. Before discussing various models of recovery, we review here a few basic facts
concerning the nature of default. The default of a firm is sometimes marked by a failure of
the firm to make a contracted debt repayment, either of a coupon or the principal of any
bond. More typically, default is triggered by the initiation of bankruptcy proceedings, in
the US by either the Chapter 7 or Chapter 11 proceedings. In broad terms, these result
in the “liquidation value” or post-bankruptcy value L of the firm, a random amount
normally somewhat less than the value K of the debt outstanding, being redistributed
“fairly” amongst the debt holders. “Fairly” means in proportion to the value of their
holdings for bonds of similar seniority. Holders of subordinated bonds receive value only
after senior bondholders are paid in full. Equity holders typically receive nothing. The
recovery fraction R := L/K is thus a stochastic quantity. Some of the observable factors
that influence the recovery fraction L/K of the firm are:

1. the state of the economy: Numerous studies have verified that recovery values will
be lower in an economic recession, for example 2002 average recoveries were 25%
while in 2006 they averaged 0%;

2. the composition of the assets of the particular firm: for example, software firms have
little value in “hard assets” such as machinery and real estate, hence a low recovery
fraction. In general one can say that different sectors of the economy tend to yield
different relative recovery values;

3. pre-default credit quality: CCC firms tend to recover much less than BBB firms
(“junk” versus "fallen angels”)*.
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Realistic stochastic modelling of the recovery fraction is a subject of current research.

Given the principle of a fair distribution of the liquidation value, the secondary ques-
tion arises of how the firm’s outstanding bonds, comprising various maturities, seniority
and coupon rates, are to be compared and then valued after default. The various mecha-
nisms we now discuss are in essence different mathematical answers to the question how
to assign a fair value to each possible bond, given that the overall recovery fraction is
R. In some circumstances, for example when the pre-default values of bonds are near
par, the differences between methods will not be great. In other cases, for example, when
coupon rates of different bonds are quite different, the different mechanisms lead to quite
different results.

6.1.1 Recovery of par

Under this model, a coupon bond will pay a fraction 0 < R < 1 of its principal at the
time of default. Under recovery of par, the recovery process is R; = R for t > 0. The
same calculation as before leads to

T
PEP(T) = /D E¢ [(RAU +c)e o “s“s)dS] du + Py(T). (6.4)

This simple approach might be very unfair: for example, at the time of default, a long
maturity zero coupon bond is clearly worth less than a similar one of shorter maturity,
but recovery of par would value them equally. However, recovery of par can be justified
if the bonds in question are coupon bonds that trade close to par.

6.1.2 Recovery of treasury
A second mechanism is to consider a recovery of the form

at the time of default of a zero coupon bond. In general, the recovery value is a constant
fraction 0 < R < 1 of the equivalent default-free bond, where “equivalent” means the
bond with the same coupons and maturity. This partially corrects the time inconsistency
of the recovery of par method, but still values long dated “junk bonds” (bonds with high
default risk and hence high yield) higher than their “true value”. Thus it works well for
highly rated firms, but badly for junk bonds.

For a zero coupon bond with recovery of treasury, we have

T
P(f%T(T) — R/O EQ [pu(T))\ue—fé‘(rsHs)ds] du + By(T)
T T u _
— REC [e‘fo rads / Age Jo Asdsczu] + By(T)
0

= RE“ [e_ Jy rads <1 — ’\S“)] + Py(T)
= RPy(T)+ (1 — R)R(T). (6.6)
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In other words, an RT (recovery of treasury) bond can be priced as the sum of R units of
a default-free bond plus (1 — R) units of a ZR (zero recovery) bond, a result that could
have been deduced from the pay-off structure alone.

The value of a coupon bond under the RT mechanism is given as Exercise 46|

6.1.3 Recovery of market value

The final model for recovery, introduced by [5], assumes that if default happens at time
7 then each defaultable bond pays a fraction R of its pre-default market value. This
corresponds to a recovery rate defined as

Ri = RP/MY(T), (6.7)
where
PV (T) = tim PPV (T) (6.8)

and PEMV(T') denotes the pre-default price at time ¢ < 7 of an RMV (recovery of market
value) defaultable bond with maturity 7.

The derivation of an RMV defaultable bond given the recovery rate above is more
laborious than for other recovery models and is done in more generality in the next
section. The resulting predefault price is

PRMV(T) = Q@ [~ I (rs+<1—R>As>ds] (6.9)

6.1.4 Stochastic recovery models

All three of the above mechanisms can be extended to allow the recovery fraction R to
be an G, adapted process with values in [0,1]. Perhaps the most elegant result is the
generalized Lando formula:

Theorem 6.1.1 (Generalized Lando Formula). In any reduced form model with stochastic
interest ry, intensity Ay, and stochastic recovery fraction Ry, all G; adapted processes, the
value of a zero coupon bond under recovery of market value is given by

(1) = 59 o Fos0 610

Proof: The risk neutral valuation formula for the predefault value V; := PEMV(T) of
the bond can be rewritten using ([5.22)):

Htcw — EQ |:H’%6_ ftT 7”st + [Htc . H%]e_ ftﬂ' TstRT‘/;_

A

T
— HSE® [eftT(TS+)‘S)dS+/ e~ JirstAdds R 1Ay

t

gt} (6.11)
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Introduce the Gi-martingale M, = E®[e~ Jo (retAs)ds 4 fOT e~ o rstA)As R VX du|Gy] and
rewrite the formula for V; as

t
V, = efo (rs+Xs)ds <Mt o / e f(;t(rer)\s)dsRuvu)\udu)
0
By the Ito formula,
d <€, fot(rs+(1fRs))\s)dsV;> _ i Rnds gy

Since the right side is a martingale, we can integrate from [t,7T], take G;-conditional
expectations, and find:

EQ [6_ fOT(TS+(1—Rs)AS)dsVT‘gt] e fg(rs+(1_Rs)As)dth -0,

which, since Vi = 1, yields the result. O

Remark 8. The combination h? := (1-— Rt)/\tQ, sometimes called the “short spread”,
occurs throughout formulas when the RMV mechanism is assumed. It is not possible in
the framework to separate R; from );. For this reason, in this framework one follows [5]
and models h? directly.

6.2 Two-factor Gaussian models

As a concrete example of a calculation of prices for defaultable bonds according to (6.10)),
consider a reduced form model for which both the risk-free rate and the short spread
process follow a Hull-White process, that is, let

dry = k(O(t) — r,)dt + odWS2. (6.12)
and )
dh® = &(O(t) — h?)dt + 5dZ2, (6.13)

where W@ and Z€ are correlated Q-Brownian motions with
dWRdz2 = pdt. (6.14)

The function O(¢) can be chosen to match the initial term structures of default-free bonds
according to (13.45)). We can now use proposition to calculate the price of zero coupon
bonds. Similarly, if for the moment we assume h? = A9 (i.e. the default intensity solves
(6.13))) risk-neutral survival probabilities are given by

Qlr > T|F] = explA(t,T) + B(t,T)h¥] (6.15)

where

B, T) = %@ﬂ(“) _ ) (6.16)
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and
A(t,T) :—%/ O'2B(8,T)2d8—/ B(s, T)kO(s)ds. (6.17)

More importantly, the price of a defaultable bond with recovery of market value in
this model is given by

PfMV(T) = P(T) explA(t, T) + B(t, T)h{), (6.18)
where .
- 1 _ _ _
A, T) = —5/ B(s,T) [0°B(s,T) + 280(s) + p5oB(s,T)] ds. (6.19)
t
Equation (6.18]) shows that in this simple model the yield spread is
17 —A(t,T) — B(t,T)h¥
YS(T) = —— hi(s)ds = - ’
(1) = | uls)ds T—1t

and the forward default rate process is
hi(s) = A(t,T) + B(t, T)hS.

We see that credit spread curves, being affine in h?, are stochastic.

6.3 General Two Factor Models

Another way to combine r;, A\; was introduced in [5]. They write [r, A] as linear combina-
tions of independent processes X, Y':

re \) = C[X,, Yy (6.20)

for some constant matrix C' = [c1; c9;¢o1 Cpa]. Let’s suppose that FO(T, X, u) =
Eg [e” Iy uXsds] is known explicitly (for example, if X is Vasicek, then F™) is given by
(3.70)). We will also need another function:

F(X’l)(T, X07 u) — E}% [XTef fOT quds] — _uflaTF(X) (T’ XO, u)

Similarly we suppose F) F1 are known explicitly.

The following proposition gives formulas for zero coupon bonds of various sorts:

Proposition 6.3.1. Suppose 1, \; are specified by (6.20)). Suppose the recovery fraction
R is constant. Let [Xo,Yo] = Cre, Xo)/. Then

1. The time 0 price of a default free zero coupon bond of maturity T is:

R(T) = F(X)(T, Xo, 11 + ¢21)
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2. The time O price of a defaultable zero recovery zero coupon bond of maturity T is:

F(T) = F(X)(T: Xo, e + C2I)F(Y) (T, Yy, c12 + ca2)

3. The time 0 price of a defaultable zero coupon bond of maturity T with recovery of
par is:

T
PORP(T) - P(?(T) + R/ 021F(X’1)(8,X0> c11 + 021)F(Y)(S, Yo, c12 + 022)
0

+022F(X)(8, Xo, c11 + 021)F(Y’1)(57 Yo, c12 + ¢22) | ds

4. The time 0 price of a defaultable zero coupon bond of maturity T with recovery of
market value is:

PORMV<T) - F(X)(T7 X07 C11 + (1 - R)CQI)F(Y)(T7 %7 C12 + (]‘ - R)C22)

The proof of these formulas can be left as an exercise.

6.4 Credit Derivatives

A primary motivation in designing credit derivatives is similar to the rationale behind
insurance: credit derivatives can enable the transfer of credit risk from one party (the
“buyer” of default insurance) to another party (the “seller” of insurance). In the early
1990’s, this was often achieved by financial arrangements such as bond insurance whereby
the issuer of the bond pays a bank an annual fee in return for the bank’s promise to
make interest and principal payments in the event the issuer defaults. An example of
bond insurance is given in Exercise [56] More recently, the favoured contract is the credit
default swap that we have already seen in section [2.3.3

6.4.1 Credit Default Swaps

As we have seen, in this default insurance product the protection buyer A pays the
protection seller B a regular premium scNAt , at fixed intervals, until 7' A 7, where 7
denotes the time of default of the reference entity C' and A/ denotes the “notional amount”
of the C-bond specified as the reference security. If 7 > T', no insurance payment will be
made, but if 7 < T B has to make a default payment to A. Let the payment dates be
ty = kAt,i=1,2,..., N where the maturity date is T =ty = NAL.

By risk-neutral valuation, the value at time ¢ < t; of the payment leg is

N
ScNAt Z EQ [eft g rsdsl{.,.>tk}]

k=1
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which evaluates to sc N At Z,ivzl P,(t). Typically there is an additional “accrual” pay-
ment for the fraction of the period in which default happens: a possible valuation formula
is

N
SC’NZ EQ[(T - 751c-1)€f01c TSdSl{tk_1<T§ti}]7
k=1

representing the situation that the accrual payment is contracted to be made at the first
payment date after default, and covers the period between the previous payment date and
default. Note that with the accrual payment included, the total premium leg is a good
approximation to the limiting case of continuous payments made at the rate of s per
unit notional up to the time T"A 7.

When the reference security is a coupon paying C-bond that trades close to par, the
default settlement will be well modelled by the recovery of par mechanism with a stochastic
recovery rate R;. Under physical settlement, B pays A the full notional amount N in
exchange for the defaulted bond, at the first payment date following default. The value
of the defaulted coupon bond at the time of default will be R, . Then the market value
at time ¢ < t; of a default payment at time ¢ is

T

¢ 23 w
= NE@ | Jifrsds / (1 —R,)N%e ki Asdsczu|gt] (6.21)
th—1
Therefore the total value of the CDS at time ¢ (neglecting the accrual term) is
K —
CDS(t,s,N,T) =Y (b — scNAtPi(ty)). (6.22)
k=1

A useful mathematical idealization of the CDS contract supposes that the default
premium is paid continuously in time at rate s until 7' A 7, while the default payment is
made at the instant of default. We suppose now that at default 7, the defaulted bond is
exchanged for the equivalent treasury bond, and moreover the post-default value of the
bond equals R, times the equivalent treasury bond. We call this the recovery of treasury
settlement mechanism. In this case, the value V; at time ¢t < T' A 7 of the premium leg
and W;, the value of the default leg, are given by

T
V, = SNE? [/ e_ftu(rs+’\s)d5dulgt]
t
T u u
W, = NEP { / e i ’"sdsa—Ru)AueMsdsczuwt]. (6.23)
t

6.5 Credit Rating Models

Rating agencies such as Moody’s, Standard & Poor’s and Fitch classify companies ac-
cording to credit rating classes. These ratings are then made publicly available and are
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used by market participants as an indicator of the credit quality of a given company. For
instance, most investors are regulated to only buy corporate bonds from companies of
specified ratings. Some bonds contain contractual specifications that depend explicitly on
the credit rating of the issuer, such as an increase in coupon payments if the issuer hap-
pens to be downgraded. In more extreme circumstances, a downgrade can be interpreted
as a default event itself, triggering the exercise of several credit derivatives. For all these
reasons, a reasonable understanding of credit rating and rating transitions is a necessary
ingredient of any credit risk model.

6.5.1 Discrete-time Markov chain

As a first step, one can consider historical transition frequencies published by a rating
agency. For example, the following matrix corresponds to Moody’s all-corporate average
transition frequencies for 1980 to 2000 for the rating classes Aaa, Aa, A, Baa, Ba, B and
Caa-C. Each row (numbered zero to 7) represents a rating for the beginning of a year in
order of increasing credit quality, each column represents the end-of-year rating, and the
zeroth row and column correspond to default:

[ 1.000 .0000 .0000 .0000 .0000 .0000 .0000 .0000
2768 6236 .0615 .0285 .0095 .0000 .0000 .0000
0696 .0329 .8244 .0643 .0061 .0022 .0004 .0001

m— 0144 .0058 .0893 .8241 .0596 .0059 .0007 .0003 (6.24)

.0017 .0008 .0102 .0582 .8547 .0701 .0036 .0006 '

.0001 .0001 .0018 .0069 .0581 .9028 .0297 .0006

.0003 .0000 .0001 .0011 .0032 .0925 .8913 .0114

.0000 .0000 .0000 .0003 .0000 .0106 .0978 .8914

That is, the entry I175 = 0.0106 gives the historical percentage of Aaa companies that have
been downgraded to A rating during a one year period, averaged over the years 1980 to
2000. The entry II3y = 0.0144 corresponds to the observed one-year default probability of
1.44% for Ba firms. Observe that the zeroes in the zeroth row indicate that no company
can recover from the default state, which is thus said to be an absorbing state.

One can then model rating transitions over time as a discrete time Markov chain
Y, € {0,1,..., K} whose K + 1 states are the possible rating classes (including default)
at the end of year n and having I as its transition probabilities. More explicitly, this says
that the P—probability that a firm will have a rate j at the end of the year depends only
on its beginning-of-the-year rate ¢ and is given by

This simple and elegant model suffers from several pitfalls, mainly related to the fact that
historical rating transition frequencies do not take into account all available information.
For example, historical frequencies for low-probability events are based on a small number
of observations, leading to estimated probabilities which are not statistically significant.
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The Markov chain assumption also ignores empirically observed momentum and aging
effects in rating transitions, that is, a higher upgrade/downgrade probability for firms that
have been upgraded /downgraded in the previous year than for firms which remained in the
same class for longer. Both phenomena are manifestations of the more general property
that firms of the same rating exhibit different (and time dependent) credit qualities.
Nevertheless, due to its mathematical tractability, we explore the Markov chain model as
a first approximation for the mechanism of rating transition.

We can extend the model in order to incorporate the influence of macro-economic
factors, such as business cycles, by taking the yearly transition matrix to be of the form
I1(X,,), where the state variable X,, is assumed to be itself a Markov chain with a finite
number of states. We then make the doubly stochastic assumption that, conditioned on
a path for the process X, the probability of making a transition from rate i at time k to
rate j at time m > n is given by the product

(X)L (Xp1) -+ - T Xop).

More generally, we can view the pair (X,,Y;,) itself as a Markov chain. For example,
if X represents business cycles and can take three values, corresponding to peak, normal
and recession periods, then a model with seven rating classes plus a default state leads to
a Markov chain with 3 x 7 = 21 non-absorbing states and 3 absorbing states, for which the
21 x 2143 x 21 = 504 one-period transition probabilities required. The doubly stochastic
assumption simplifies this to the specification of a 3x 3 transition matrix p,,, for the process
X; and three different 7 x 8 transition matrices II(x), so that the transition probability
from (x,1) to (y,j) is given by p,,IL;;(z). That is, it requires only 156 parameters.

6.5.2 Continuous-time Markov chain

We can obtain a continuous-time credit rating Markov chain model by assuming a process
Y; € {0,1,2,...,7} that undergoes transitions from state i to a state j with an intensity
A;;. That is, assume that, for an infinitesimal time interval dt, the transition probabilities
to move from ¢ to j # ¢ are

PlYipa = j|Y; = i] ~ Aydt. (6.25)

The matrix A is then called the generator for the continuous-time Markov chain Y; and
has the properties of a stochastic matriz. That is, the off-diagonals are non-negative

A >0, for all 7 # j (6.26)

and the row sums are zero, implying

Aii=—Y_ Ay (6.27)

i
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The transition probability of starting in a state ¢ at time s and ending in a state j at any
later time ¢ is then given as the ij entry of the matrix exponentia]E]

II(s,t) = X9, (6.28)
(Recall the definition e = "% L(tA)")

n=0 n!
The one-year transition matrix from the previous section can then be calculated as

IT =T11(0,1) = €, (6.29)

from which one can calibrate the generator A to historical data. It is not generally true,
however, that there will exist a generator for any given a one-year transition matrix.
Moreover, the generator is not uniquely determined by the one-year probabilities. There-
fore, distinct generators can be compatible with the same one-year transition matrix, but
will assign different transition probabilities for time intervals other than one year. The
following matrix

.000  .000  .000  .000  .000  .000  .000  .000
286 —.432  .093 .025 .014 .014 .000  .000
075 048 —.193 .057 .007 .003 .002  .000
027 014 118 —.253 .081 .009 .003  .001
005 .002 .017 .070 —-.171 .071 .005  .001
.001  .000 .005 .011  .069 -.117 .031  .001
.000  .000 .003 .003 .011 .079 -—.104 .009
.000  .000 .000 .003 .002 .008 .102 -—.115

Ly =

(6.30)

gives a reasonable fit to the given one year transition matrix (|6.24]).

For time-varying generators, one obtains that the transition matrix satisfies the dif-
ferential equation

Ol (s, t)
ot

For the special case where the matrices A, and A; commute for all ¢ # s, this differential
equation has solution of the form II(s, ) = exp( fst A,du), which generalizes (6.28). One
special example for which this is true is if the generator can be written as

= ]._I<S7 t)At

A(t) = Bu(t)B™, (6.31)

where p(t) is the diagonal matrix whose entries are the eigenvalues of A and B is a matrix
of eigenvectors. It then follows that the transition probability matrix has the form

(s, t) = Bexp(/ p(u)du) Bt (6.32)

'Recall that for any square matrix A, B(t) = e := 37 (n!)~1(tA)" is the solution of the matrix
ODE dB(t)/dt = AB(t), B(0) = I.
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As a final generalization, one should expect the generator to vary stochastically in
time, in order to respond to new information in the market. Lando (1998) proposes a
concrete model for stochastic generators by assuming the diagonalized form and
taking the eigenvalues of A to be given as

1(t) = o + B; - Xy, (6.33)

for some multidimensional affine state process Xf]. One adopts a reduced form framework
with H = o(Y) and the market filtration assumed to satisfy the H-condition. Then,
conditional on a path for the G adapted process X;, the transition probability matrix is
given by (6.32). Therefore, given the value of the state process X, we have that this
doubly stochastic transition model assigns the following probability for transition from
rating ¢ at time s to rating k at a later time ¢:

Z:gijk exp </: Mj(u)d“>]
_ ioﬁijkEt {exp ( / (045, 'X“WH

K
= ) Burexp (Aj(s,t) + By(s, 1) - X.), (6.34)
j=0

PlY; =k|Y,=4i,X,] = E,

where 3 = B;;j(B™1); and the coefficients A;(s,t) and B;(s,t) satisfy the usual Riccati
equations for vector valued affine processes.

6.6 Exercises

Exercise 46. Consider the predefault value V; of a defaultable coupon bond that pays
at a continuous rate ¢ until 7 A T, plus the principal at maturity 7" if 7 > 7. Find
G;-conditional expectation formulas for V; under the RT recovery mechanism, assuming
the fractional recovery R, is constant.

Exercise 47. Consider the three models for recovery in the case when interest rates are
taken to be independent of the default intensity, and the recovery fraction R is constant.
Reduce the formulas for P/P(T), PR (T), PFMV(T) to formulas involving P,(T'), P(T).

Exercise 48. Comparing the above formula for the recovery of market value mechanism
to the zero-recovery formula, discuss the validity of the following statement: “In the
general reduced form model, evaluation of any default risky security under the recovery of
market value mechanism equals evaluation of the identical security under zero recovery,
but with the stochastic hazard rate A replaced by (1 — R)\.

2This model has the technical defect that unless one is very careful in specifying X, the resulting
generator A; fails to satisfy the properties of a stochastic matrix.
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The following exercises will be based on the model described in Exercise [35] We take
the following default values of the parameters: X ~ CIR(.5,0.05,1),Y ~ CIR(.1,0.1,.5).
In addition, we assume a constant recovery fraction R = 0.5.

Exercise 49. Suppose a defaultable 20 year coupon bond pays half-yearly coupons at a
rate chosen so that the bond trades at par on its issue date. Assuming the recovery of par
mechanism, what should the value of this “defaultable par coupon rate” be? Compute the
par coupon rate for a similar default free bond. Can you explain the difference? Compute
the credit spread for a 20 year zero coupon defaultable bond.

Exercise 50. Compute the defaultable yield curve and credit spread curve for maturities
T € [0, 30] years under the recovery of par method.

Exercise 51. Compute the defaultable yield curve and credit spread curve for maturities
T € [0, 30] years under the recovery of treasury method.

Exercise 52. Compute the defaultable yield curve and credit spread curve for maturities
T € [0,30] years under the recovery of market value method.

Exercise 53. Describe and explain the differences you observe between the three recovery
methods.

Exercise 54. Instead of a constant recovery, suppose that R = R; is the stochastic
process given by R, = e *"t, where the constant k is chosen so that the unconditional
mean of R; is 0.5. Using the Lando formula (6.10)), find an explicit formula for the price
of a zero coupon bond under the recovery of market value. Use this formula to graph
the defaultable yield curve and the credit spread curve, for maturities 7' € [0, 30| years.
Compare to the previous graphs.

Exercise 55. Complete the proof of Theorem by verifying all steps, and filling in
the gaps.

Exercise 56. Bond insurance is a simple contract that repays the losses incurred to the
insured party in the event that the reference bond defaults in the insurance period [t, T7.
The insurer is usually a bank. Suppose a fixed premium p is paid at year end while the
bond has not defaulted, and a final fractional premium payment p(r — (k — 1)) is paid
at time k if default happens in the kth year. At the time of default, the insurer receives
the defaulted bond and in return pays A the remaining coupons and principal. Assuming
that fixed fractional recovery of treasury with R < 1 applies to each coupon and principal,
compute the fair premium p in terms of observable bond prices.

Exercise 57. A default put option is a contract that pays the holder the total loss amount
at the time 7 of default of an underlying defaultable bond, provided 7 < T'. Find explicit
formulas for the fair premium at time 0 under the three different recovery mechanisms.

In the following exercises, use our standard reduced form model from Exercise [35]
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Exercise 58. Show that under the recovery of treasury mechanism, and in the continuous
time case, the price of the default leg equals the difference Py(T') — Py(T). Is this also
true when the premium and default legs are paid at discrete times?

Exercise 59. Compute the CDS spread for a 10 year CDS with semiannual premiums,
under the recovery of par assumption. Now compute the CDS spread for the same con-
tract, under the recovery of treasury assumption. Assuming recovery of treasury, can
you spot a relation between the CDS spread, the defaultable par coupon rate and the
default-free par coupon rate?

Exercise 60. Describe and explain the differences you observe between the three recovery
methods.

In the next two exercises, fix your own set of parameters for the Hull-White reduced

form model in the risk neutral measure, taking O(t), ©(t) both constants. Imagine these
parameters are applicable to a BBB rated firm with a 50% recovery rate.

Exercise 61. Compute the default free and defaultable term structures over [0, 30] years.
(You may assume RMV).

Exercise 62. Verify equations (6.18)), (6.19) in the formula for a defaultable bond in the
two-factor Gaussian model.

Exercise 63. (Construction of continuous time Markov chains) Suppose the probabilities
IL(s,t) = P[Y, = j|Y; = i,4,j=0,.... K

are well specified (i.e. TI(s, ) is a K +1x K +1 stochastic matrix), and continuous in s < t.
Assume further that II(s,t) = TI(s, u)I(u,t) for any u € [s,t] (and give a probabilistic
interpretation of this property) and that for each s the limit

A(s) := lim His,t) =1

t—s+ t—s
exists.
1. Show that A(s) is a “generator” for all s.
2. Show that for each s < t,

lim (s, t + h) — (s, t)
h—0+ h

= TI(s, t)A(%)

3. Assuming uniqueness of solutions of this matrix valued ODE, show that if there is
a single matrix B such that for all s, A(s) = Bu(s)B~! for a diagonal matrix u(s),
then

T(s, t) = Bels #wdup=1,
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Exercise 64. Consider the continuous-time Markov chain model with historical generator
matrix (6.30]), but where the risk-neutral generator is stochastic:

At = )\tﬁy (635)

with the scalar process A\; a CIR(k,#,0) process conditionally independent of Y;. Find
explicit formulas for A;, B; so that the risk-neutral survival probability function for a firm
with Yy = ¢ and initial value \j is given by a sum over k # 0 of (/6.34)).
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Chapter 7
Portfolio Credit Risk

7.1 Credit Risk Basics

7.1.1 A Single Obligor

Suppose you, as a senior analyst with a major bank, are called upon to assess a possible
loan of $100M to a long term client, a real estate developer. What are the key indicators
of the quality of the loan? Ultimately one wishes to know that the interest charged on
the loan reflects the risk involved, and even more importantly, that the risk profile of the
loan is compatible with your existing credit portfolio.

You are concerned with the possibility of a large loss in the event that the client
defaults over the next year. Let L denote the loss random variable over one year. It
depends fundamentally on three factors: default or not, the severity of the loss given
default, and the exposure at default. We write:

e D, the event that the client defaults within one year. The “historical” or “physical”
default probability is DP = E[1p];

e “severity” SEV denotes the random fraction of the total notional that is lost, given
that D occurs; LGD = E[SEV] is called “expected loss given default”;

e “exposure at default” EAD (usually taken to be deterministic, but in reality it is
stochastic t0o).

The fundamental relation is )
L =EAD x SEV x 1p. (7.1)

Assuming independence (which of course is not really true), one has the expected loss
EL := E[L] = EAD x LGD x DP

Estimation of these quantities is of course a delicate art. DP may be obtained from
rating class statistics produced by ratings agencies such as S & P, Moody’s or Fitch.

85
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Better yet, one should use a more dynamic method such as the Moodys-KMV distance-
to-default technology, leading to DP = EDF, i.e. expected default frequency. For the
retail sector (small loans), one uses “credit scoring” of some sort. As we have discussed
in the context of modeling recovery in the reduced form setting, SEV = 1 — R depends
on such attributes as the seniority of the loan, the quality of the collateral, and the state
of the economy at the time of default. EAD is in general also subject to uncertainty: for
example, the obligor might have prior loans that should be accounted for. Also important
are lines of credit: prior to default, the obligor is most likely to “max” out their lines
of credit leading to a higher than expected EAD, and the prudent risk analyst must be
receptive to such signals. In simple situations, however, we might take EAD = N, the
notional amount of the loan.

As a risk analyst, one is interested in more than simply the expected loss EL on the
loan. For example, the standard deviation of the loss, assuming independence between
SEV and D, is

UL := y/Var[L] = EAD x \/Var[SEV] x DP + LGD? x DP x (1 — DP)

Of course, the standard deviation of L is not a good indicator of the “value at risk” VaR,
but it nonetheless is treated by analysts as the definition of unexpected loss UL.

7.1.2 Multiple Obligors

A loan portfolio will be a sum of many loans to a total of I different clients. We then need
to compute the probabilistic nature of the total portfolio loss over one year. We suppose
that the loans to the ith obligor are treated as one single loan, and proceed to combine
them. The total one year portfolio loss random variable will be

I
Lpp = EAD; x SEV; x 1p, (7.2)

i=1

By the additivity of expectations, the expected loss is simply ELpr = ). EL;. The unez-
pected loss ULpp := Var[f/ pr| and the portfolio value-at-risk however, depend crucially on
the default correlations between different obligors, and is the central difficulty in portfolio
credit risk management.

We define the one-year default correlation between obligors ¢ # j to be

~ E[1p1p,] - DP,DP;
Pis = /DP;(1—DP,)DP,(1 — DP,)

(7.3)
If one assumes that each SEV; is deterministic, one has

I

7:7‘7.
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Recall that the one-year portfolio value-at-risk VaRpr with confidence level o < 1
(typical values are o« = 0.99 or a = .9998) is the a-quantile of the loss random variable

Lppi
VaR,, := inf{z|P[Lpp < z] > a} (7.5)

This is highly dependent on the joint default characteristics of the I obligors, and de-
termining it is computationally intensive. Ultimately one needs large scale Monte Carlo
simulations. To get a feel for such risk numbers, one can try to match the loss distribution
to a specific parametric family of distributions: here the beta distribution is a favorite
choice.

7.1.3 Economic Capital

The most common way to quantify economic capital EC is by value at risk. For example,
the Basel II Accord specifies that for credit portfolio risk,

EC = VaRo_gggg — EL

where VaRggg9s is computed within the so-called “internal ratings” framework. This
means the bank is approved by the regulator to implement their own “in-house” risk
management system.

Of course, from a statistical point of view, VaRg g9 is unreasonably sensitive to as-
sumptions about the tail of the loss distribution. Typically risk managers compute a
VaR value with a reasonable assumption on the tail distribution and a reduced confi-
dence level, and quote the result as a VaRggg9s coming from a normal distribution when
communicating with regulators and senior executives.

The rationale for reducing VaRg.gg9s by the amount EL is that EL is typically charged
to the client, along with management fees and the like. Also, EL is a simple sum of terms,
unlike VaRg gg9s Which is heavily sensitive to the treatment of default dependency.

7.1.4 Market Risk

In the above discussion, we have imagined that the market value of the loan in question
in one year, if no default occurs, will be the full notional amount EAD = N. In reality,
risk management requires estimation of the marked-to-market value of all securities. If
the loan is a corporate bond, it will valued at any future date according the credit spreads
prevailing on that date; the associated risk is sometimes called “spread risk”, or if losses
arise from rating transitions “migration risk”. Industry practice is to separate L into
market risk and credit risk components. However, the theory we have developed in this
course unifies market and credit risk, provided we value assets, including any loan in
default, on a mark-to-market basis.
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7.2 Modeling Dependent Defaults

In the remainder of this chapter we revert to our notation for default events, recovery and
consider portfolios of corporate bonds. With some slight change of perspective, everything
we discuss applies to more general loan portfolios involving consumer loans, credit cards,
and mortgages.

We see that the central difficulty in credit risk management is to determine the joint
probability of the defaults of many firms. The most dangerous scenarios that can affect
a well-diversified portfolio of corporate bonds are typically those events one can call
“correlated defaults”.

We define two measures of default dependence

Definition 8. 1. The default correlation function p(t) between two firms is

Pl <t,7 <t] — P[ry <t|P[m <t
VPl <t](1 = Plry < t])Plr < t](1 — Pl < t])

p(t) = (7.6)

It measures the degree of dependence between defaults of two firms over the period
[0, ¢].

2. The default time correlation between 11, 75 is:

o E[nm] — E[n|E[m]
o Var[r|Var|r)]

(7.7)

Typical values of the one-year default correlation p(1) between speculative grade firms
(i.e below BBB rated) within an industry are 1% (technology) to 7% (banking).

In this chapter we initiate the study of multifirm defaults, and investigate three leading
approaches to introducing dependence between credit events associated with different
firms. In the following, we consider a credit portfolio consisting of exposure to I obligors,
each labeled by an index ¢ € {1,...,1}.

7.3 The Binomial Expansion Technique

As a first step, let us suppose that default events are independent across obligors and
happen with probability p over a fixed time horizon T'. Assume further that our portfolio
has equal exposure L to each obligor with identical recovery rates R. Then if n denotes
the number of defaults occurring before T', the loss due to default for this portfolio during
the period [0, 7] will be simply X = n(1 — R)L. Therefore, its distribution is completely
determined by the distribution of the number of defaults. Under our assumptions, this is
in turn given by the binomial distribution

n

PIX <a]=>

m=0

m!(II—inm(l -p) (7.8)
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where nfloor(z/(1 — R)L) is the rounded-down integer part of /(1 — R)L. This familiar
distribution is contradicted by empirical data. In order to relax the independence assump-
tion, Moodys proposes to group the obligors into 1 < D < [ classes. Within each class,
obligors are assumed to be completely dependent, and can then be treated as a single firm
with exposure LI/D, while the different classes are deemed to be fully independent. For
example, with D = I we recover full independence between obligors, while for D = 1 we
have complete dependence. The parameter D is called the diversity score of the portfolio,
and the intermediate cases between full independence and complete dependence can now
be analyzed for varying values of D.

For a fixed D, the distribution of defaults can be calculated as a binomial distribution.
Therefore, the BET loss distribution for a diversity score D is given by

n

D! " Dem
P[X < 4] —n;)m!(D_m)!p (1—p)° (7.9)
where n = floor(zD/(1 — R)LI).

This method is not based on any theoretical model, and the parameter D used by
Moodys is determined by a complicated recipe. Moreover, its loss resolution is limited to
intervals of size I /D, which are often too coarse. In order to have a deeper understanding
of default correlation, we must resort to our previous models for single-name default.
Nevertheless, the BET method became something of a market standard to which more
detailed models should be compared.

Warning: This method seriously underestimates “tail risk” of large losses!

7.4 Default Correlation in Structural Models

Default correlation can be incorporated quite naturally into structural models by making
the asset value dynamics of different firms correlated through time. We illustrate the
main ideas with the example of two firms whose assets follow the dynamics

dA, = Aj[(p' — 8")dt + o"dW}], Ay > 0,1 = 1,2 (7.10)

where W1 and W? are correlated Brownian motions with constant correlation p. Then
for the classical Merton model, where default occurs at time T if AL < K*, we obtain
that the joint default probability is

p(Th, Tr) = P[A}, <K', A7 < K?
_ o, (POAD log(K'/AJ) — m!Ty log(K?/A3) — m*T; (7.11)
\/TlTQ ’ Ul\/Tl ’ UQ\/E 7 '

where m' = p' — 6 — (0%)2/2 and ®5(p, -, ) is the bivariate standard normal distribution
function

201y — 2% — Y2

q>2(p,a,b):/_;/_;w%p2exp< e )dazdy. (7.12)
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7.4.1 CreditMetrics Approach

CreditMetrics, an industry method developed by Moody’s and described in [9], extends
the Merton model by assuming that the credit rating of a firm is its basic measure of
credit quality, and that changes in credit rating can be attributed to changes in the firm’s
asset value. One chooses a fixed time duration At, and a specific rating transition matrix
IT := Il A, similar in form to . Then for each possible initial rating class k =1,..., K

one computes a set of marks df = —oo < d¥ < -+ < df_; := oo such that the final rating
is determined by the draw of a standard normal variate X*:
Iy == PYA, = j|Y§ = K] = Pld < X' < d¥,] = B(d",,) — B(d}) (7.13)

Roughly this can be interpreted by relating the asset return over the period to X
log(Ay,/AL) = (1" — 8" — (09)?/2) At + o'V ALX". (7.14)

Moedel of firm value and generalized credit quality thresholds
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Figure 7.1: CreditMetrics mapping of the transition matrix to the normal distribution.

In the multifirm setting, one treats the vector of asset returns (X!, X2 ... X7) as a
correlated multivariate normal N(0,3) with N (0, 1) marginals, and a specified correlation
matrix 3 (a positive definite matrix with 1 in each diagonal entry). Several alternatives
exist for determining 3. One can assume a strong correlation between A® and the firm’s
market capitalization (stock price times the number of shares), and thus simply take 3 to
be exactly the correlation matrix determined by historically observed stock returns. The
CreditMetrics people do this somewhat more precisely, by extending the method described
in Section [4.3] to back out the asset return correlation matrix X from the observations of
the multivariate stock returns.
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Remark 9. The CreditMetrics method is widely used, but should be viewed with caution
for credit risk management. Its weakness is of course its reliance on the multivariate
normal distribution: the kinds of default dependence that it produces are of the tame
“thin tailed” type that have proved to be utterly useless in explaining the 2007-2008
credit crunch.

7.4.2 First Passage Models

To illustrate this approach, we consider a two-firm first-passage model with barriers D,
and Dy. Then the joint probability for firm 1 to default before time 77 and firm 2 to
default before time 75 is given in closed form by

pTl/\T2 D1 D2
(T, Ty) =¥ <—,T,T,1og—,1og— : 7.15

where Wy (p, -, -, a, b) is the bivariate inverse Gaussian distribution function with correlation
p and parameters a,b [26]. A similar result exists for an exponentially growing time-
dependent barrier in terms of modified Bessel functions.

No general analytical first passage formulas are known for three or more firms, and
one must resort to Monte Carlo simulations to compute.

7.4.3 Factor Models of Correlation

In all of these approaches, we can obtain a full range of Gaussian correlations between
default events. The results carry over in principle for a larger number of firms, although
the number of parameters gets quickly out of hand. We would need to specify a full I x I
correlation matrix in order to obtain the entire dependence structure for [ firms. This is
still small compared to the 2! correlated default events which would have to be considered
if we were not dealing with Gaussian random variables, but it is nevertheless a paralyzing
task if we have, say, 100 obligors.

Instead, one simplifies the picture by introducing factor models, also known as Bernoulli
mizture models (see [I8]). For example, in the CreditMetrics framework, a one-factor
model corresponds to assuming that X? = (o/v/At) " (log( A%, /A}) — (1 =6 —(07)? /2) At) ~
N(0,1) is such that

X'=BZ+p€, B i=+1-(3)? (7.16)

where Z and € are independent standard normal random variables. This has the interpre-
tation that asset values for all firms are driven by one common factor Z plus firm specific
(idiosyncratic) factors €. Then the entire dependence structure is reduced to specifying
the correlation parameters 3*. One can attempt to connect Z to some observed macroe-
conomic factor such as an economic activity indicator like GDP: there have been many
studies of this type, for example [4] and the references therein.

To further investigate the implications of the one-factor model, let us assume that the
credit state of individual firms depends only on their rating, so that 3* = 3 for all firms.
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Then the two-firm transition probabilities are computed by

PIYA, = 31, YR, = jo|Yy = k1, Y = ko] = H(Q)(jl,]é; k1, k2)

j1+1 fz d.?ll_ﬂz ]2+1 — Pz d?;—ﬁz
- [ (] fo(Br ) - e o

= Oy(B2,dby, d2 ) — Oy (%, dE B2, )) — o8 dE,, dB) + @u(B2,dE, d2) (7.17)

where ®, is the bivariate standard normal distribution function.

The probability of observing up to n defaults in a set of I firms in rating k in time
AT is

> /_OO Wim)!pk@m(l —pi(2) " (2)dz, (7.18)

where ¢ is the standard normal density and the probability of one firm’s default conditional
on Z =zis

dv —
pi(z) = c1>< ! 652). (7.19)
Most generally, one can determine the probability that exactly ny,...,ng defaults occur
from each of the K rating classes, given that there are initially I*,..., I in each rating

class (I =, I*). In the exercises we will show that

PINy = i, .., Nic = nc] /R Ki’;) ()™ (1 —pk(z))M’“"’“} 6(x)dz  (7.20)

k=1

We can obtain more explicit results than in the large portfolio approximation,
that is, assuming that / — oo. Then, by the Law of Large Numbers, py(z) given by
represents the conditional average of the fraction of a portfolio of I firms all with rating
k that experiences default over the period [0, AT]. If we normalize the exposure L' = 1
and assume zero-recovery, then this fraction is exactly the portfolio default loss per firm.
Its distribution is then

F(z) = P[L<z|=FE[P[X <x|Z]

8

PIX < z|Z = z|¢(2)dz

\\

ggl{p,c )<y @(2)dz
- @ di — 5O (z) . 7.21
( ) (720

A more accurate large portfolio approximation is obtained by invoking the Central
Limit Theorem instead (in fact the DeMoivre-Laplace Limit Theorem for binomial ran-
dom variables), which implies that the conditional distribution of L = 71", lyg,—o =
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N(pr(2), I pr(2)(1 — pr(2))), which leads to

x] =~ h v —ml) 2)dz
Piess= [ o (¢pk<z><l —pk<z>>/f> He)d (7-22)

7.5 Default correlation in reduced-form models

Recall that in the reduced form models of Section [5.1] the default of obligor i occurs at
the first jump of a point process N/ with intensity Ai. If we simply consider the combined
process

I
N, =Y N, (7.23)
=1

then it follows that ,
t
A=Y / Nds (7.24)
i=1 70

is the compensator for N;. However, it is not true in general that N, is itself a counting
process, since its jumps can have a magnitude greater than one in the presence of simul-
taneous defaults. Moreover, even if simultaneous defaults are not allowed in the model,
starting with Cox processes N/ does not guarantee that Ny is itself a Cox process with
intensity A} + ...\, In the next sections, we consider more specific assumptions on the
intensity processes in order to appropriately model the possibility of joint defaults.

7.5.1 Doubly stochastic models

As we have seen, the doubly stochastic assumption of Section [5.1] needs to be modified
in the presence of several default events. Now, a doubly stochastic model of correlated
defaults means a model whereby, conditioned on the background filtration (G); , which in
particular contains the realization of the multidimensional intensity process (A}, ..., Al),
the processes N* are independent inhomogeneous Poisson processes, each with intensity \C.
That is, the only interdependence between default events occurs through the correlations
prevailing between the intensity processes. Once the intensities are revealed, the remaining
stochastic processes triggering default are independent. Although this assumption seems
a natural generalization of the single-name doubly stochastic setup, it leads to difficulties
in obtaining realistic correlations for default events.

As an example, consider the joint default probability for obligors ¢, j for a fixed time
horizon T'. That is

pz-j = P[TiST,TjST]
= Elg<ryli<ry] = E[E[1{<ryl{r <1y |G7]]
= B[(1— e Jo Mds)(1 — g Jo Ads)] (7.25)

T

= p _|_pj + E[e_ I ()\i+>\g)d3] _ 17 (726)
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where p; = 1 — Ele” Iy )‘ids]. This achieves its maximum value for perfectly correlated
intensities, that is A\* = A in which case the correlation between default events is

_ P ik Bl R N -1
’ pi(1 = pi) pi(1 —pi)
Var[e™ Jo Nods]
i) (7.27)

To estimate the order of magnitude of this correlation for intensities given by diffusion
processes, let us assume that the integral fOT Aids is normally distributed with mean p
and variance o2, both small. We then obtain that

= 1 _p(eUQ —1)~ 0—. (7.28)

p

Usually this is too low to account for empirical data for correlated defaults. The only way
to remedy this situation within the reduced form setting is to allow for joint large jumps
in the intensity processes.

Consider the model of Section with mean-reverting intensities with exponentially
distributed jumps. Let us suppose for simplicity that all firms have identical characteris-
tics, that is, the parameters k, 6, J, ¢ are firm independent. One can create the possibility
of strong default correlations by letting some jumps affect all firms, while other jumps are
firm-specific. Thus we write

AN = k(0 — N)dt + dZ' + dZ (7.29)

where the collection {Z°, Z} are independent compound Poisson processes with identi-
cally distributed jump sizes, but arriving at rates ¢(1 — p) and pc respectively. In this
picture, jumps that negatively affect all firms simultaneously arrive at rate pc, while the
idiosyncratic jumps arrive at the rate consistent with the total arrival rate of jumps to be
c.

More generally, one can imagine that the common adverse changes in credit quality
that arise from Z affect only a random collection of firms each time. One simple way to
realize this idea is by supposing that a common jump affects a given firm with probability
p. To be consistent with the previous idea, one changes the rate of Z to pc/p and at the
time of each jump of Z one introduces a set of independent Bern(p) random variables
X% Then the SDE for intensities becomes

A\ = k(0 — \)dt +dZ' + X'dZ (7.30)
As p tends to 0, the model becomes one of independent defaults, but for p = 1,p = 1

defaults are not perfectly correlated. While in this case, the firms have identical intensities,
conditional on the intensities defaults are independent.
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7.5.2 Joint default events

As an alternative to the doubly stochastic framework above, Duffie and Singleton (1998)
suggest a model in which there are J credit events, each triggered by the first jump of
a Cox process N; with intensity AJ. Each of the events consist of multiple defaults, for
example, in the case of two obligors A and B the credit events are default for A, default
for B and simultaneous default for A and B, with the respective intensities A4, Ap and
Aap. For consistency with single-names intensities, we must have

A = Aa+Aap
A = Ap+ Aap. (731)

In principle, for I firms, one needs to consider all the 27 possible subsets of I, leading
to unmanageable complexity. One could try to consider only the number of defaults in
a certain credit event, making no distinction between the actual firms involved. Besides
being too restrictive on the possible dependency structure, this assumption fails to capture
the fact that, over a non-infinitesimal time horizon, the intensity of a k-default event must
also depend on the occurrence of events with a smaller number of defaults.

More fundamentally, this approach leads to joint defaults happening most likely at the
same time, possibly involving a large number of firms, but without affecting the surviving
firms. Amongst other things, this precludes the emergence of crises, that is, periods during
which default intensities are higher for all firms.

7.5.3 Infectious defaults

The idea of a large default event spreading its influence to surviving firms is expressed
in the models proposed by Davis and Lo (2001) and Jarrow and Yu (2001). Here we
consider obligors with initially identical intensities /\éi) = )\, which get uniformly increased
by a risk enhancement factor a > 1 at each default and thereafter decay to A\ after an
exponentially distributed time with parameter . The main drawback of this intuitively
appealing model is that its joint distribution of default over a time horizon 7' is hard to
calculate. Moreover, the resulting joint process for default indicators is not a Cox process,
since we can obtain information about the default times by observing the joint intensities
alone.

7.6 Definition of Copula Functions

In all default correlation models presented so far, information about the credit quality of
individual firms comes intertwined with the default dependence. Copula models of default
have arisen as a way of separating the dependence structure of correlated defaults from
their marginal distributions. One can then easily calibrate a general default dependence
to any given set of individual credit spreads.
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Recall that, if 7: Q — RT is a continuous random variable with cumulative distribu-
tion F(t), then U = F(7) will be a uniform random variable, since

PU <u]=P[F(r) <u] = Pl[r < F 'u)] = F(F (u)) = u. (7.32)

We have already used this fact for simulating a default time 7 when the survival probability
Pt > t] =1— F(t) could be easily inverted. The idea of copula models is to extend this
observation to multidimensional processes. We say that C : [0,1] — [0,1] is a copula
function if

.. Lu, 1. ) =, foralli=1,..., 1, (7.33)

and there exist random variables Uy, ..., U; taking values in [0, 1] such that C' is their
distribution function.
The fundamental existence result concerning copula functions is

Theorem 7.6.1 (Sklar’s theorem). Given any set of continuous random variables T, ...,y
with marginal distribution functions Fi, ..., Fy, there exists a unique copula function C
such that their joint distribution

F(tl,...,t[) Z:P[Tlgtl,...,TnStn] (734)

can be written as
F(t,....tr) = C(Fi(t), ..., Fi(tr). (7.35)

In other words, the copula function C' in (7.35) is the joint distribution for the uni-
formly distributed random variables Fy(m),..., Fy(77). At first sight this theorem seems
like an innocuous rewriting of the joint distribution F' for the original random vari-
ables 71,...,77 in terms of the joint distribution C' of the secondary random variables
Fi(m),..., Fi(17). The essential point, however, is that these secondary random variables
are uniformly distributed regardless of the distribution for the original random variables
T1,...,77. One can then take them as the primitives of the model and concentrate on their
correlation structure alone. Therefore, when specifying default correlation with copula
functions, the modeler is free to express his views on the dependence structure alone by
specifying a copula function C', while his views on individual default events are separately
specified by the marginal distributions Fi, ..., FJ.

Note: If we map (y,...,77) — (Y1,...,Y) by Y; = hy(r;) for any continuous strictly
increasing functions h;, then (7q,...,77) and (Y3,...,Y;) will have the identical copula.

7.6.1 Fréchet bounds

To give some concrete examples, let us concentrate to the case of two obligors. Then
independent defaults lead to independent random variables Fj(7;) and Fy(72), so that
the copula function must be the joint distribution of two independent uniform random
variables U,V , that is

C(u,v) = P[U <u,V <w] = P[U < u|P[V <v] =uv. (7.36)
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Conversely, a product copula leads to

F(t1,ty) = Pln <t,m <ty] = C(Fi(t1), Fa(te)) = Fi(t1)Fa(ts)
= P[Tl S tl]P[Tg S tz], (737)

which is the condition for independent defaults.

Similarly, perfectly correlated defaults correspond to perfectly correlated random vari-
ables Fi(m;) and Fy(73), so the copula function must be the joint distribution for two
identical uniform random variables, that is

C(u,v) = P|U < u,U < v| = min(u,v). (7.38)
Conversely, this copula leads to perfectly correlated defaults, since

P[Tl S tl,Tg S tQ] = C(Fl(tl),F2<t2)) = HliH(Fl(t1>,F2(t2))
= min(P[r < ty, Plm <ts]), (7.39)

which implies that either {m; <t1} C {m <t} or {m <y} C {m < t;}. Moreover, since
Ty = F; '(Fi(m1)) we have that the default time of one firm is an increasing function of
the default time of the other. In the special case where F; = F, , both defaults occur at
exactly the same time.

In the same vein, perfectly anti-correlated default events correspond to perfectly anti-
correlated random variables Fj(7m) and Fy(72), so that the copula function must be the
joint distribution for the uniform random variables U and 1 — U, that is

C(u,v) = PlU <wu,1 = U <v] =max(u+v—1,0). (7.40)
Conversely, this copula leads to perfectly anti-correlated defaults, since

P[Tl S tl,TQ S tg] == C(F1<t1), FQ(tQ)) = maX(Fl(tl) + FQ(tQ) — ].,O)
= max(P[r <t + Pl <t3] — 1,0), (7.41)

implying either {my < t1} N{m <t} =0 or {r < t;}°N{mn < t2}° = 0. Moreover, we
have that
r = F (1= Fi(n)), (7.42)

so the default time of one firm is a decreasing function of the default time of the other.
In general, the Fréchet bounds state that a two dimensional copula function is bounded
by these two limiting cases, that is

max(u +v — 1,0) < C(u,v) < min(u,v). (7.43)

Multidimensional copulas satisfy similar bounds, with similar interpretations in terms of
maximally correlated and anti-correlated random variables.
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7.6.2 Normal Copula and Student t-Copula

For another example of copula, consider the joint probability (7.4]) for default times derived
in Section for the Merton structural model. From Sklar’s theorem, we can rewrite it
as

pTy ATy log(K'/AY) — m!'Ty log(K?/A3) — m*Ty
p(T1,Ty) = @ ) ,
V11T, ol o2\/Ts
= C§(P[n < T, Plr, < To)), (7.44)
Ty N T
p= o2 (7.45)

VIV

where CS(-,-) is the normal copula with correlation p:
O = @y(p, @ (u), @7 (v)). (7.46)

This illustrates the essential point about copulas: although a normal copula is derived
from a bivariate normal random variable (with normal marginals), it can now be used
for random variables with arbitrary marginals. For example, we could have exponentially
distributed random variables and then impose a normal dependence structure by choosing
the normal copula to model their joint distribution.

A multidimensional normal copula is defined analogously. We start with normally
distributed random variables [X7, ..., X;| with zero mean, unit variances and correlation
matrix . Then define the uniform random variables

U= (X, — ), (7.47)

and define the normal copula Cy, to be their joint distribution. The joint distribution
of (71,...,77) with marginals Fi(t1),..., F(t;) and the normal copula with correlation
matrix > follows by taking

(71, mr) = [FyH(R(XY)), ..., FFH@(X)))] (7.48)

Consider now a x? random variable Y with v degrees of freedom and suppose that Y
is independent of X7,...,X;. Then each univariate random variable T; = \/gXZ- has a
Student t distribution with mean 0, variance 1 and v degrees of freedom, with CDF t,.
The R! valued random variable [T}, ..., Ty] is then said to have a multivariate Student t
distribution with v degrees of freedom and correlation . If we now define the uniform

random variables
v
=1 — X, A
o= (f3%). (7.49)

then their joint distribution function is called a t-copula.
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7.6.3 Tail dependence

The main difference between a normal copula and a t-copula is the weight they assign to
correlated events happening in the tails of the marginal distributions. To formalize this
concept, let C' be a bivariate copula for continuous underlying random variables. We say
that C' is lower tail dependent

lim Cluu)
u—0 u

(7.50)

exists and takes a value in (0, 1]. Analogously, we say that C' is upper tail dependent if

lipy LF Gl 0) = 2u (7.51)

u—1 1—u
exists and takes a value in (0,1]. A lower tail dependent copula tends to generate low
values in all marginals simultaneously, while an upper tail dependent copula tends to
generate high values in all marginals simultaneously. Therefore, one kind of copula is
relevant to model multiple default scenarios in short time intervals while the other is
relevant to model the probability of joint defaults in the indefinite future. One can verify
that the normal copula is tail independent, while the t-copula has both upper and lower
dependence.

7.6.4 Archimedean copulas

Clearly the set of I-dimensional copula functions has way too much freedom for modeling
choices. In practice, one tries to concentrate on parametric families of copulas, such as
the normal and t-copulas presented earlier. The purpose of this section is to introduce
another popular class of copula functions. We say that a copula function C is Archimedean
if there exists a decreasing, convex function ¢ : [0, 1] — R with ¢)(1) = 0 and ¥ (0) = oo
such that

Cty,...,t1) =V (W) + - +0(tr)). (7.52)

The function 1 is then called the generator of the copula.

Observe that, from the point of view of an Archimedean copula, the random variables
are exchangeable, in the sense that the correlation between any two of the underlying
random variables does not depend on the identity of the random variables. This is par-
ticularly useful for modeling large homogeneous portfolios.

To construct the copula C(ty,...,t;) as the joint cumulative distribution function

of random variables {U;}!_,, we write U; = ¢~'(Z;). Here Z; = —Y 'logY; where

{Y,Y1,..., Yy} are mutually independent random variables. Y takes values in R* and
has distribution function F(y) and Laplace transform ®y(a) = ¢"*(a). Each Y; has a
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uniform [0, 1] distribution. One can then check that the marginals of U, are uniform:
PU < = [ PLZ> vV = aF()
— [P < epcpu)lare)

_ /Omexm_w(u))dF(y)
— i) = . (753)

One can also check that the copula has the “arithmetic” form:

Clunseocu) = [ TLPIZ = w(w)lY =) dF()
= [TTLeW < ept-votw))ar)

= [ el S vtw)arw
= O (WPluy) + -+ (un)). (7.54)

Archimedean copulas can produce a variety of tail dependence. For example, the
Clayton copula has generator

V() =t"—1,0 >0, (7.55)
from which we can calculate both the lower tail dependence coefficient

1
i S0 L (7.56)

w—0 U o 21/9

and the upper tail dependence coefficient

lim 1+ C(u,u) —2u _
u—0 1—u

0 (7.57)

Therefore the Clayton copula is lower tail dependent but upper tail independent.
For the opposite case, consider the Gumbel copula, whose generator is

() = (=logt)? 6 > 1. (7.58)
We then have o
lim S _ (7.59)
u—0 u

and the upper tail dependence coefficient

lim 1+ C(u,u) — 2u
u—0 1—u

=22 >0 (7.60)
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Therefore the Gumbel copula is lower tail independent but upper tail dependent.
For a final example, consider the Frank copula, with generator

tog (=1 9
t) = — . .61
o) = —tog (5=, 020 (7.61)
We find that o
lim E% (7.62)
u—0 u
and

lim 1+ C(u,u) —2u _
u—0 1—u
so that the Frank copula is tail independent.

0 (7.63)

7.6.5 One factor normal copula default model

In this model, the joint distribution of default times {7;} is specified by an arbitrary
choice of marginal cumulative distribution function Fj(t) := E[I(7; < t)] for each firm
and the selection of a one factor normal copula to describe the correlation structure. The
default times {7;} are defined in terms of a multidimensional normal random variable
7 = (Z1,...,Z;) by Z; = H;(1;), j = 1,2,...,1. The marginals of Z; are assumed
to be standard normals, and H; = &' o F; where ®~! denotes the inverse cumulative
distribution function of the standard normal random variable. This guarantees that the
marginal CDF of 7; is Fj.
The joint distribution function of default is given by

Plr; <t;,j=1,....1=P[Z; < H;(t;),j =1,...,I].

The one factor normal copula arises by taking Z to have mean zero and covariance matrix

B 1 i=y
with the values a; in [—1,1].
If we let {Y,Y1,...,Y;} be iid standard normal random variables; then the random
variables Z; = a;Y + /1 — a?Y}-,j =1,..., 1 have the required joint distribution. Then,

since the Z’s are independent conditionally on Y, one can compute that:
Plrj<tpj=1,....1] = /P[an+ V1= a2 <25 =1, TY = yo(ydpa)
R
= [TIPD = G- /1= @otwiay
R .
J
- / Ik ((Hj(tj) —ay)/\J1- a?) o(y)dy, (7.65)
R .
J

Here @, ¢ are the CDF and PDF respectively of the standard normal random variable.
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7.6.6 An example of default modeling with copulas [NOT COM-
PLETE]

Let us start with a static model, that is, one for default or survival over a fixed time
interval [0, T']. As before, consider I obligors and denote by p; the probability that the ith
firm defaults before T'. Given a copula function C' we can implement this input data by
drawing uniform random variables Uy, ..., U, with distribution C' and say that the i-th
obligor survived if and only if

From this we can obtain obtain several joint survival probabilities. For instance, the
probability of survival of a given set Is C {1,..., I} of obligors, with obligors in I§ either

surviving or defaulting, is given by C(uy, ..., us) where
v = { 1 otherwise (7.67)

In particular, the probability of no default is C'(1 — py,...,1 — p;), the probability of
survival of the first k obligors is C'(py,...,pk,1...,1). The combination of survival and
default probabilities is more delicate. Let us denote by P(Ig,Ip) the probability that
obligors in the set Ig survive and obligors in the set Ip default, where we assume that
Is N Ip = () but not necessarily that I¢ U Ip = 1,...,1. Note that we are silent about
obligors who are neither in Ig nor in Ip , they might survive or default. Then, for any
j & IsUlIp we have

P(Is,(IpU{j})) = P(Is,Ip) — P(Is U{j}, Ip). (7.68)

Therefore, to calculate the probability of an event with exactly n defaults we need to
perform 2™ recursions and be able to efficiently calculate the copula for any dimension
less than I. Archimedean copulas then present an analytically feasible framework for
these calculations. As before, more explicit formulas can be obtained in a large portfolio
approximation.

To introduce some dynamics in the model, suppose that we know the term structure
of survival probabilities P;(0,t) for the different obligors. Given a copula function, we

can implement these initial data by drawing uniform random variables Uy, ..., U, with
distribution C' and setting the default times 71, ..., 7, to satisfy

[NOT COMPLETE]
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7.7 Exercises

Exercise 65. Let two firms be treated by the Merton model with 7" = 1, where in addition
to the usual parameters in the physical measure, the underlying Brownian motions have
correlation

dW}rdW? = pdt.

Find a formula for the one year default correlation p(1) as a function of the underlying
parameters. Take parameters p = 0.05,0 = 0,0 = 0.2, Ag/K = 1.2 and plot this as a
function of p € [—1, 1].

Exercise 66. Suppose two firms are modelled in the reduced form method with physical
intensities \! governed by Vasicek dynamics. In case A \} = A, while in case B A}, A\ are
identical in distribution, but independent. For case A, derive a formula for the default
correlation function p(t). Using MATLAB, plot p versus ¢t € [0,30] (take parameters
(Ao =0.01,k=1,0 =0.01,0 = 0.002). Now extend to I obligors, and compute the value
of UL for one year, as a function of the total number of obligors, in both case A and B.
Assume SEV,; = .5, and that each loan has the same notional and the total loan portfolio
has A/ = 1. Plot UL for both cases for : = 1,2,...,100.

Exercise 67. Follow the CreditMetrics method to compute the marks d;‘? that fit the one
year rating transition matrix (|6.24]).

Exercise 68. In this problem, use the definitions found in Section [7.6.2]

1. Compute the moment generating function M (u) := E[e“Y] of the x? random variable
Y

2. Use this result to compute the PDF of the I-dimensional Student ¢ random variable
T =[T1,...,T;] with v > 0 degrees of freedom and correlation matrix 3.

3. Compute the marginal PDF for 77.

4. Write a Monte Carlo simulator that generates a Student ¢ random vector for any
input values of v,, I. Produce a scatterplot of 1000 points for ¥ = 6, correlation
p=.3and [ =2.

Exercise 69. Prove ([7.20).
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Chapter 8

CDOs and other basket credit
products

We conclude this course with several examples of basket credit derivatives and their prices
under the different models introduced so far. Many of these derivatives generalize the CDS
to multiple firms, and have the following fundamental structure: a protection buyer A, a
protection seller B and a set of reference obligors (1, ..., C (or securities issued by these
obligors). Their purpose is to transfer all or part of the obligors default risk from A to B.
In return, B receives some financial compensation from A, be it in the form of an upfront
fee, a payment stream or the possibility of high returns at the end of the contract.

8.1 kth to default derivatives

In this class of products, the reference securities are usually corporate bonds, and the
events that trigger insurance payments are their defaults. They are a cheaper and less
cumbersome alternative than buying default insurance on each obligor separately. The
so-called “first-to-default” contract makes a single payment when the first of I bonds
defaults, while the “mth-to-default” pays only when the mth of the set of reference obligors
defaults. These contracts may be too little insurance, so a more general product called
the “first-m-to-default” swaps makes payments on each of the first m defaults. Finally,
one can find products that pay for defaults in a “layer” or “tranche”, that we can call the
“m-to-n” default swap.

8.1.1 First to Default Swap

The time of the first default 7 is given by
7" = inf{t|N; > 0} (8.1)

where N; = >, 1(;i<yy. Let us suppose that the premium payments of C(t, —t,-1) are

made at the dates ¢,,n = 1,2,..., N, up until the time 7*. The default (insurance)

105
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payment of a random amount h depending on which is the defaulting obligor, happens at
the time 7*. The risk-neutral pricing formula then gives the price of the two sides of the
contract:

N I
VP — (OE® Z e Jin Tsds(tn —tp 1) H 1{ri>tn}]
n=1 =1

ve = E©

I
]-{T*gT}e_ Jo rsds <Z h(Z, 7‘)]_{7-1':.,.*}>] (82)

i=1
The swap rate is the value C such that V? = V¢,

We now consider these formulas in the multifirm reduced form setting in which the
individual obligors have G-adapted default intensities A\i. Then, for example, the survival
probability for 7* to exceed t is given by

P[lgpesy] = PNy = 0] = E[P[N; = 0|G]] = E = Ele~lo%d)  (8.3)

H o~ Jo Nids

%

where \f = > A represents the total intensity for one firm to default. Similarly, the
premium leg can be seen to have price

N
Z e " (ratADds (p tnl)] (8.4)

n=1

VP =CE®

The default leg is somewhat trickier, since to determine the payment we may need to
identify the defaulting obligor. Suppose that the default payment in the event that the
first obligor to default is firm 7 is an G,«-measurable random variable h,- (7). We notice
that the basic probability needed to compute such payoffs is the probability density for
7* to be t while the defaulting obligor is 7, and is given by

%P[T* < t,7" = 7] = E[Xe Jo ] (8.5)
The default leg thus has price

Vi = E¢

T
/ e JolratAi)ds <§ jht(i)A,’;) dt] (8.6)
0 i

In the important special case of homogeneous default payments where hy(7) is independent
of 7, the default leg simplifies considerably to

T
Vi = B9 / e JorstADds p \x gt (8.7)
0

It might seem straightforward to compute such expectations in our typical multifirm
affine setting, but we will see that difficulties will tend to spin out of control as the
number of obligors gets larger than 50 or so. The copula models were developed as a way
to simplify these computations.
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8.1.2 mth-to-Default Swaps

A moment’s thought tells us that in the reduced form setting, the mth-to-default contract
will not be solved simply by studying the distributional properties of the joint counting
process N;, because the event N; > 1 may happen when N/ > 1 for a single firm i as
well as if more than one firm defaults. An alternative approach can be made to work
by decomposing the mth-to-default contract into first-to-default contracts. For example,
the second-to-default contract on three firms (A, B, C') can be decomposed as three first-
to-default contracts on pairs (A, B), (4,C), (B, C), minus two times the first-to-default
contract on the triple (A, B,C'). The general decomposition formula for the mth-to-
default contract is known, but the computational intensity makes it intractable for large
scale contracts when m, I are large.

8.1.3 First-m-to-Default Swap in Normal Copula Models

Let us now consider pricing this product in the one-factor normal copula model of Section
7.6.5| when the default payments do not depend on which firms default. The premium
payment at time t,, is assumed to be (m — Ny, )" (t, — t,_1) while each default payment
is assumed to occur at the first payment date following the default in question. For
simplicity we take the interest rate to be constant r, and suppose the zero recovery yield
curve Y (T) for firm 7 is known at time 0. Then, from

YJ(T) = —T 'log(e ™ (1 — PD'(T)) (8.8)

we can determine Fi(t) := PDi(t) = 1 — e YT the marginal risk neutral default
probability for firm .

In the one-factor normal copula model, we can generalize and find the proba-
bility for exactly k£ defaults to occur by time ¢ from a given set of obligors:

S(k,Z,t) := Plexactly k defaults from the set of obligors Z = {1,...,1} at t]

= 2 /Hq)( ﬁjy) 11 (1 - ‘I’(%)) o (y)dy (8.9)

oCZ,|o|=k "™ j€o j¢o J

where z;(t) := ®~(F}(t)) and the sum over o denotes the sum over the possible subsets
of the defaulted obligors.

Under the constant interest rate assumption, the premium leg of the mth-to-default
swap has value

Clty, —tn1)e " E[(m — Ng,)7]

<
b1

I
M =

3
Il
—

3
L

Elm—-N, ) = S (m—k)SkT.t,)) (8.10)

B
Il
=)
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The default payment at time ¢, can be seen to be (m — Ny, _, )™ — (m — N;,)", and hence
the default leg is valued by

VIS el — Ny — (- V)]

= > ™D (m—k) Sk t,—1)=> S(kIt,)|] (8.11)

k<m k<m

8.1.4 Nonhomogeneous Probabilities: Recursion Algorithm

The following procedure eliminates inefficiencies in computing the combinatorial sums in
equations and (8.11]) in the previous section. Fix ¢ and for i =1,2,..., ] and k <
let

S(k,i) = Probability exactly k firms default from first ¢ firms

The following recursion algorithm solves the problem in O(M?) flops:

1. Initialize
]_ — pl(t) ]{3 = 0,
0 k+#0,1

2. S(k,2) =Sk, 1)(1 —po(t)) + S(k—1,1)pa(t), k=0,1,...;
3. For2<i< M,
S(k,i) = S(k,i—1)(1 —pi(t)) + S(k—1,i —1)p;(t), k=0,1,....

8.1.5 Index Credit Default Swaps

The most important examples of index CDSs are the series of CDX NA IG contracts,
where the underlying names are a specific set of 125 investment grade North American
firms, and the iTraxx Europe contracts written on a set of 125 European firms. They are
available with 3, 5, 7 and 10 year maturity. The default leg of an index CDS pays the
insured party the losses given default of any firm, until maturity. In exchange, a premium
is paid periodically, usually quarterly in arrears. Since firms in default are replaced in the
basket, the premium does not change after a default occurs. Moreover, assuming that the
replacement firm has similar characteristics the firm it replaces, the situation is as if the
tth firm may default any number of times.

Index CDSs are now highly liquid with low bid/ask spreads, and provide perhaps the
most important indicator of the overall state of the credit markets. At any time, the
quoted market spread on an index CDS (i.e the premium that makes the contract have
zero value) can be viewed as the “average” credit spread among the constituent firms,
and assuming a fixed recovery rate, provides a direct measure of their risk-neutral default
probability over the duration.
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8.2 Collateralized debt obligations

CDO is the generic name given to a whole host of products, such as CBO/CLO (collater-
alized bond or loan obligations) and other asset-backed securities (ABS), that repackage
a collection of similarly structured securities such as bonds, loans or CDS, into “tranches”
ordered by seniority. These tranches are sold to investors who receive a fair portion of
the cashflows generated by the underlying securities. More specifically, each tranche is
characterized by an attachment level a and a detachment level b: the tranche absorbs no
losses until the losses in the collateral pool hit a (as a percentage of total notional); it
absorbs all losses between a and b; and finally no losses in excess of b. This practice of de-
composing large portfolios of assets into tranches has become known as “securitization”,
and is playing an ever increasing role in the finance industry.

A simple example of securitization could be initiated by a bank as an attempt at “reg-
ulatory arbitrage” or “balance sheet arbitrage”. This is a means to reduce the economic
capital (risk capital) required to satisfy the government’s risk regulators (in Canada this
would be the Office of the Superintendent of Financial Institutions, OSFI), by moving
assets off the bank’s balance sheet. Suppose in our example that the bank wishes to move
a portion of a $500M portfolio of 100 corporate bonds “off balance sheet”. To this aim,
they would create a “special purpose vehicle” or SPV, to which they transfer legal own-
ership of the bundle of 100 bonds. This bundle is decomposed into “tranches”, ordered
by seniority, and all but the equity tranche sold to other investors with a promise of a
fair share of the bond interest. To reduce “moral hazard” connected with the possibility
of poor management of the portfolio, the SPV itself retains the 10% “equity tranche”,
meaning the tranche that absorbs the first 10% of portfolio losses due to default amongst
the firms. As viewed by the regulators, the bank, now owners of the SPV, might be seen
to retain only $50M in potential losses, rather than $500M, and the risk capital assess-
ment to the bank reduced accordingly. On the other hand, the true risk of the equity
tranche is almost equal to the risk of the original bond portfolio (since there is only a
slight possibility that the portfolio loss will exceed 10%). The Basel II Capital Accord,
currently in its implementation stage worldwide, has been to a large extent driven to close
regulatory credit risk loopholes such as this.

A CDO such as this that involves the actual ownership of the underlying securities
is called a cash CDO. Increasingly popular are the so-called synthetic CDOs, which are
derivatives written on the cash flows of a portfolio of CDSs written on I firms. In their
basic forms, synthetic and cash CDOs generate equivalent cash flows, and can be priced
by the same methods.

Issues that affect the pricing of bonds and CDSs must all be addressed when pric-
ing CDOs. Thus, in principle, one should choose between structural and reduced-form
approaches, a stochastic interest rate model or a fixed interest rate, which recovery mech-
anism is most appropriate. For our present purposes however, we will focus on the issues
particular to CDOs and simplify other aspects by assuming:

Assumption 4. We will assume
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1. a constant rate of interest r;

2. all defaultable bonds and CDSs will be priced assuming the recovery of par mecha-
nism with a fixed fractional recovery rate R;

3. Premium payments are made quarterly in arrears, at dates tx,k = 1,..., K. Accrual
payments will be ignored unless otherwise stated.

4. Defaults may occur anytime, and default payments are made at the instant of de-
fault.

A CDO is best understood schematically as composed of two types of basic contingent
claims whose cash flows depend on the default losses of the underlying collateral pool.
We suppose for the moment that the collateral pool is a portfolio of corporate bonds of
similar maturity issued by a number of firms. The cash flows are analogous to insurance
and premium payments paid to insure against losses from default events that impact the
bond portfolio. We define the following quantities:

e the maturity date T of the contract;

I reference credits with notional amounts (par value) of N;, i =1,2,...,I;
e the default time 7° of the ith credit, a F; stopping time;

e the loss [; = (1 — R)N;/N caused by default of the ith credit as a fraction of the
total notional N = ). N;;

e the cumulative portfolio loss L(t) = > . lil{;i<; up to time ¢ as a fraction of the
total notional.

e the attachment/detachment points by = 0 < by < by < ...,by = 1. Two standard
sets are 0,0.03,0.07,0.10,0.15,0.30 for the CDX index CDOs, and
0,0.03,0.06,0.09,0.12, 0.22 for the I-Traxx index CDOs. These points define nonover-
lapping tranches [b;_1, b;].

e the tranche function TM (b|t) := EC[(b — L(t))*].

The super-senior tranche is the highest tranche [by_q,1], that is with detachment
point 1. The equity tranche is the most junior tranche, [0,b;], with 0 as its attachment
point. Intermediate tranches are called mezzanine tranches. We also consider so-called
base tranches [0,b;],i =1,2,.... A general tranche decomposes as the difference between
base tranches, so first we consider the CDO cash flows for base tranches.

The writer (i.e. the seller of default insurance) of one unit of a base default leg with
detachment level b, that is the default leg of a base tranche, pays the holder (the buyer
of default insurance) all default losses up to a certain level 0 < b < 1 that occur over the
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period [0, 7], the maturity of the contract. Specifically, this means that at the default
time 7° < T of any firm, the parties exchange cash of the amount

(b—L(r'=))" = (b— L))",

where L(7°—) denotes the left limit of the cadldg process L.

The writer (i.e. the buyer of default insurance) of one unit of a base premium leg with
detachment level b, that is the premium leg of a base tranche, pays the holder (the insurer)
on prespecified payment dates ty < tx =T, k=1,..., K an amount jointly proportional
to the year fraction t; — tx_; and the residual portfolio value below b. In practice there is
also an extra amount, called the accrual term, to account for defaults between payment
dates: this we ignore in this discussion. Thus the cash exchanged on date tj is

(th — te—1)(b— L(tp)".

These cash flows are nicely summarized by the following risk neutral valuation formu-
las:

1. The fair price of the base default leg with detachment level b is
T
W(b) = —EQ[/ e "d(b— L(t))*]; (8.12)
0
2. The fair price of the base premium leg with detachment level b is

V(b) = i ECQle™(t), — tj_1)(b— L(t))T] = i e (ty, — tr_)TW (b]ty) (8.13)

k=1

Notice that the formula for V'(b) is an approximation to the Riemann integral fOT et T (b|t)dt:
the accrual terms usually added can be thought of as corrections to the Riemann sum
approximation. To understand the formula for W (b), note that (b — L(t))* is a non-
increasing function, and hence its integrals can be constructed path-by-path. One can

show that . p
lim —E9[(b— L(t + h))" — (b — L(t))*] = —=TW(b|t) (8.14)
h—0 h dt

and thus

T

d

W(b) = — / e—”%ﬂﬂ(bu)dt (8.15)
0

Finally, it is often convenient to eliminate the time derivative by integration by parts:
T
W) = b— e~ TTO (| T) — / re T (blt)dt (8.16)
0

Some thought about computational issues suggests that the time integrals can be done
efficiently enough by Simpson’s rule, and the true computational roadblocks will come in
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the accurate and efficient computation of the tranche function 7M(b|t) (and possibly its
time derivative) over the full range of parameters t € [0,7],b € [0, 1], for portfolios with
a large number M of possibly nonhomogeneous reference credits. This indeed will prove
to be the main challenge for any numerical algorithm.

General tranche legs are now defined in terms of the base tranche legs. The default
b, b/|~tranche leg pays the amount

(W = L(7;=))" = (V' = L(13))" = (b = L(7;=))" = (b — L(7;))"

at each default time 7, < T" and its fair price is therefore W (V') — W(b). The premium
[b, V| ~tranche leg pays periodic amounts

(ti = ) (¥ = L(0) " = (b= L(0))")

and hence the fair price for the continuous time premium leg is V(') — V'(b). The [b, b']-
tranche spread is that multiplier X®*1 of the premium tranche leg that solves the balance
equation

X (V) = V(b)) = W) — W(b). (8.17)

8.3 Pricing CDOs in Copula Models

In this section we consider the computational issues in implementing CDO pricing in
copula models, generalizing the discussion of Section [7.6.5] We suppose in all cases that
the market implied marginal cumulative default distribution for each firm is F®(¢) :=
E°[r% < t], determined by the market prices of that firm’s bonds and CDSs.

8.3.1 Some specific CDOs

1. (Fully homogeneous portfolio) Consider the case of a cash CDO written on a port-
folio of I bonds, each with the same notional A/, and each with a constant hazard
rate A for default so that F()(t) = 1 — e *. Let the premiums be paid quarterly in
arrears. Consider the attachment points 3%, 7%, 10%, 15%, 30%, standard for the
CDX index CDOs. This is the so-called standard model for CDOs.

2. (Homogeneous notionals, varying default characteristics) Here we take the same
portfolio as in the standard model, but suppose instead that the hazard rates
Am,m =1,..., I vary amongst the firms.

3. (Varying notionals, varying default characteristics) Here we allow both the notional
amounts N, and hazard rates \,, to vary amongst the firms.

4. (Homogeneous notionals, general defaultable yield curves) Here we take each firm
with the same notional N, but suppose each firm has a marginal default distribution
F®(t) determined from that firm’s defaultable yield curve.
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We now investigate what is involved in computing CDO prices in some specific copula
models. The following lists some simple choices we will consider.
1. One factor normal copula model with homogeneous weights a; = a € [0, 1].
2. One factor normal copula model with nonhomogeneous weights a; € [—1, 1].

3. The Clayton copula model with parameter 6.

8.3.2 Pricing a Homogeneous CDO

We first consider a fully homogeneous portfolio in the homogeneous one-factor normal
copula model. In this case, L(t) = =EN(t) where N(t) = Y, 1< is the number of
defaults by time t. An easy calculation shows that

TGl = ni: (b— @) PIN(#) =n],  fmax = {%J (8.18)

n=0

PING =l = [ s bt ()00

pty) = @ ((Dl(l\/_% - “y> (8.19)

By plugging 7™ into (8.16) and (8.13) one finds model formulas for W (b), V (b) and hence
the spreads X[t
Before proceeding, note that this computation can be reexpressed as

T = [ IOy (8.20)
Ol = B L)Y =] =Y (b= ) PN =l
PIN®) =nls) = s w1 = p(t.9) '™ (8.21)

This shows clearly the usefulness of the conditional independence when conditioned on
the underlying factor Y.

The Large I Approximation: It was first observed by Vasicek [23] that the conditional
binomial distribution of L(t)|y—, implied in can be speedily approximated by a
normal distribution with mean m(t,y) := (1 — R)p(t,y) and variance V (¢,y) := I'(1 —
R)?*p(t,y)(1 — p(t,y)) when I is large:

[e.e]

Ty ~ [ 0 mity) ~ VT o) 822

—00

which has a closed formula.



114 CHAPTER 8. CDOS AND OTHER BASKET CREDIT PRODUCTS

The Standard Model: In our discussion of index credit default swaps in Section [8.1.5]
we have seen that practitioners view the par credit premium C'DS as the average recovery
adjusted credit spread amongst the constituent names of the index. It is used to fix a
value of X\ via the formula CDS = (1 — R)\, with R taken to be fixed at 40%. This
specification of the one-factor normal copula model is called the standard model for index
CDOs, and is used by traders in much the same way the Black-Scholes formula is used
by option traders, that is as a reference frame for quoting prices of index CDOs. In the
standard model, the key parameter of interest is the so-called base correlation.

Base Correlation: Let the model formulas for the base legs be given as functions
W,V of the two parameters b, p. Now suppose that the market observed spreads on the
index CDO tranches are Xi-14i For each attachment point b;, one defines the base
correlations p; := p(b1), p2, ... as the solution of the following set of equations:

X[O’b”‘/(bl,pl) = Wi(bi, p1)
X[bifl’bi](‘/(bi, pz) — V(bl’*LPi—l)) = W(bz, pz) — W(bz;l, pifl), 1, = 2, 3, . (823)

In much the same way that traders quote derivative prices in terms of implied volatility,
and develop an intuition for the market by plotting implied volatility smiles, CDO traders
quote prices of index tranches in terms of the implied base correlation. The plot of base
correlation as a function of b gives a snapshot of the CDO market. It is another case of
a wrong formula being used with wrong parameters to quote the right (market) prices.

The standard model owes its popularity to its simplicity, rather than its accuracy, and
the use of base correlation as a metric for CDO pricing can be seen to be very dangerous
in some situations.

One known deficiency of the standard model stems from its lack of tail dependency,
which leads to a tendency to undervalue the premium to be paid on the most senior
tranche. The Clayton copula, with its lower tail dependency, has more tendency to
produce clustering of defaults, leading to higher prices for the premium leg.

8.3.3 Pricing a Nonhomogeneous CDO

The first extension of the standard model must be to allow individual firms to have their
individual default distribution. We first consider specification 2, with firms having equal
notionals and different constant hazard rates A\; > 0. To compute the tranche function
in the one-factor normal copula model with nonhomogeneous correlations, we again have

, but now
PNt =n] = 3 / et T - ot v, 1)6(w)dy

Se{l,},|Sl=n ’ ~ iex iy

p(t,y,i) = @ <q)_1(1 - e_)‘itz - aiy) (8.24)

1—a

)
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For each value of ¢, one computes P|N(t) = n] using the recursion algorithm of Section
[B.1.4] Assuming one uses Simpson’s rule with K time steps, the total algorithm runs in
O(I*’K) flops.

More generally, in specification 4, each firm’s marginal risk neutral default probability
is F;(t), and one has the same formula for P[N(t) = n| with

O~H(Fi(t) — aiy

When M is large enough, we again have an alternative approximation formula to
the exact recursion algorithm by approximating the conditional loss distribution L(t)|y—,
by a normal random variable with mean m(t,y) = I"*3 (1 — R)p(t,y,7) and variance

V(t7y) =17 Zz(l - R)2p(t,y, Z)(l - p(tvy7 Z))

p(t,y,i) = ‘1’<

8.3.4 Pricing CDOs with Varying Notionals

Most standardized CDOs are designed with all firms having identical notionals, and priced
under the assumption of a fixed fractional recovery rate R, which implies that the frac-
tional loss given default [; is independent of the firm. On the other hand, much of the
CDO business is concerned with so-called bespoke CDOs, that are over-the-counter con-
tracts tailor-made for an individual client (“bespoke” is the term to describe an expensive
tailor-made suit one can find in Saville Row in London), and bespoke CDOs will generally
have unequal notionals.

Some thought will convince one that no straightforward extension of the recursion
algorithm of Section will now work, and exact computation of the conditional loss
distribution is an intractible analytical problem for I larger than about 20. Instead
one is forced to adopt one of a variety of approximation techniques. [I] consider the
approximation where the possible loss amounts are taken on a fine grid, and develop
Monte Carlo methods for this approximation. Several authors have considered large [
approximations based on the Poisson distribution [12], the normal approximation and the
saddlepoint approximation [2] 25].

8.4 Exercises

Exercise 70. Prove ({8.5).
Exercise 71. Read the articles [I], 17, 11} 24]

Exercise 72. Compute the fair CDS rate for an index CDS on [ firms with varying
constant hazard rates \’. Treat the interest rate r, recovery rate R, maturity 7 as
parameters. Discuss why the CDS rate should not be very sensitive to a stochastic interest
rate, justifying treating r as constant (you should first verify numerically that the CDS
rate is indeed insensitive to 7).
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Exercise 73. Implement the standard homogeneous CDO model for finite I, and inves-
tigate the accuracy of the large I approximation. Take parameters R = 0.40, A = 0.01
and the standard CDX tranche attachment points. Tabulate the exact and approximate
tranche spreads for I = 20, 50, 100, 200 and p = 0, .2, .5.

Exercise 74. Implement the Clayton copula model for both the homogeneous and non-
homogeneous CDO. Compare the exact tranche spread values to those computed in the
large I approximation. Pick a set of parameters for this model that give a good fit to the
standard model you implemented in the previous exercise. See if you can identify where
the Clayton model differs most significantly from the standard model (I suggest you plot
the tranche functions and see where they differ most.)

Exercise 75. Develop an algorithm to compute the base correlations p; from observed
market data consisting of the index CDS rate and the tranche spreads. Use the standard
model, and be sure to match the CDS and CDO maturities.

Exercise 76. This exercise is really an open ended project that aims to develop a detailed
practical understanding of the CDX NA IG index products.

1. Go to the Trading Room at the Business School and find out what data is available
both from Reuters and Bloomberg on this index. Be sure to include both the index
CDS and the CDO index tranches. If possible, download daily data on at least one
date, preferably a number of dates.

2. Plot the base correlation curves for the data you have.

3. Interpolate the base correlation curve to compute the spread for the “bespoke” CDO
tranche [0.04,0.08] with maturity 7" = 6.

Exercise 77. (This exercise should hopefully be done based on data from the same date
as the previous exercise). An important ingredient in CDO pricing is obtaining the risk
neutral CDF F(t) for each of the constituent firms.

1. Go to the Trading Room at the Business School and find CDS data (all available
maturities on a single date) on 4 individual firms from the CDX NA IG portfolio.
Select one typical firm from each rating class AAA, AA, A, BBB. Obtain the index
CDS rates for the same dates.

2. Based on the recovery of par formulas, use the CDS data together with interpolation
(I suggest cubic splines), to construct an implied CDF for the default time of each
firm. Denote these functions by F444 FA4 pA pBBB,

3. Now assume that each constituent firm from the CDX index has the default CDF
corresponding to its current rating class. Price the index CDOs using these marginal
default distributions in the nonhomogeneous one factor normal copula model. Use
the base correlations from the previous exercise to price each tranche.

4. Compare the model prices just computed to the observed CDO prices for that date.



Appendix A

Mathematical Toolbox

The technical results that follow form the underpinning of the modeling done in these
notes. It is important to have a strong facility with them.

A.1 1Ito diffusions

A one-dimensional Ito diffusion is a stochastic process X;,t > 0 that satisfies an SDE of
the form
dXt = a,(t, Xt>dt + b(t7 Xt)th (A].)

for deterministic functions a, b.

The following]l|is a typical existence and uniqueness theorl2506em for It6 SDEs taking
values in n-dimensional Euclidean space R"™ and driven by an m-dimensional Brownian
motion W; the proof may be found in [20][§5.2].

Let T' > 0, and let

a : R"x[0,T] — R (A.2)
b : R"x[0,7] — R™™, (A.3)

be measurable functions for which there exist constants C' and D such that

la(z,t)| + |b(z, )] < C(1+|z|) (A4
|a(z,t) —aly, t)| + |b(a,t) = by, t)| < Dlz—yl; (A.5)

for all t € [0, 7] and all x and y € R, where

1> = byl (A.6)

ij=1

! This section is taken from Wikipedia:
http://en.wikipedia.org/wiki/Stochastic differential equation.
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Let Z be a random variable that is independent of the o-algebra generated by Wy, s >
0, and with finite second moment:

EUWﬂ < +00. (A.7)
Then the stochastic differential equation/initial value problem

dX; = a(Xy,t)dt + (X, t)dW, for t € [0, T]; (A.8)

has an almost surely unique t-continuous solution (¢,w) +— X;(w) such that X is adapted
to the filtration generated by Z and W, s < t, and

E VOT |Xt|2dt} < +00. (A.10)

A.2 The Strong Markov Property and the Markov
Generator
A time homogeneous It6 diffusion X; subject to an SDE of the form
dXt = G(Xt>dt + b(Xt)th
satisfies the strong Markov property that says that the dynamics of X to the future of
any stopping time may depend on the value of X at the stopping time, but not on the

values of X to the past of that time.

Theorem A.2.1 (Strong Markov Property). Let f be a bounded Borel function on R™,
T a stopping time w.r.t Fy with 7 < 0o a.s. Then for all h > 0

E.Z’[f(XT+h)|fT] = EXT [f(Xh)]

Definition 9. The Markov generator of the process X; is defined by

o Elf(X)] - f(=)
Lf(x)= lim ;

t—0+

for functions f : R" — R such that the limit exists at . For CZ functions f it is given by

_Pf
8x 0

L) = Y aa)

i
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A.3 It6 Formula
In its simplest form, It6’s formula states that for an Ito process
dXt = Ut dt + oy th

and any twice continuously differentiable function f on the real numbers, then f(X) is
also an It6 process satisfying

df(Xt) = f/(Xt) dXt + %f”(Xt>0't2 dt
= f/(Xt)O't dW, + (f/(Xt)Mt + %f//(Xt)Uf) dt.

Or, for any function f(¢,z) with continuous first-order partial derivatives and bounded
second-order partial derivatives

. of (t,x)

82
) _ Pf(t)

f,(t’ [E) = ) f”(t’ :L‘) - W

then:

df(t, X)) = f(t, Xo)dt + f'(t, Xy) d X + %f”(t7 Xy)ot dt,

1
= f(t, X)) dt+ f'(t, X)) (e dt + o dW,) + = f"(t, X;)o? dt, rearranging terms
2 t

= (f(t,Xt) + e f'(t, Xy) + %tzf”(t,Xt)) dt + f'(t, X;)op dW;

More generally, [t0’s formula applies for any continuous d-dimensional semimartingale
X = (XY X2 ..., X%, and twice continuously differentiable and real valued function f
on R? then f(X) is an Ito process satisfying

d

d
FX) = 3 £ X+ 5 S (X)X X,

i=1 ij=1

In this expression, the term f,i represents the partial derivative of f(x) with respect to
z', and [X*, X/] is the quadratic covariation process of X* and X.

A.4 The Feynman-Kac Formula

For any sufficiently integrable functions F'(z), ¢(t,x) (bounded is sufficient), and time
T > 0, the Markov property implies the existence of a function f(¢,x),t € [0,T],z € R
such that .

f(t. X)) = BIF(Xp)el: #oX00| 7] (A.11)
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The Feynman-Kac formula states that f is the solution of the parabolic partial differential
equation:

Of(t,x) + L[f](t,x) + o(t,x)f(t,z) =0 t<T
{ f(T,2) = F(z) (A.12)

The validity of this formula can be seen as follows: since the process elo #(s:Xs)ds f(t, Xy)
must be a martingale, the zero-drift condition and 1t6’s formula lead to the PDE.

A.5 Kolmogorov Backward Equation

For any times 0 < ¢ < T, the conditional probability density function of X;|z,,

p(t,x;T,y) := 0,P[ Xy < y|X; = ] (A.13)
satisfies the PDE
p(s,;5,y) = 0(xr —y)

This result is simply giving the fundamental solution of the Feynman-Kac equation with
¢ = 0. For any smooth function F’

£t ) = E[F(Xp)|X, = ] = / Fly)p(t, o T, y)dy (A.15)

solves the FK PDE, which then implies (A.14)).

A.6 Ornstein-Uhlenbeck Processes

A one-dimensional OU process is a special form of It6 process:
dX; = (a — bXy)dt + cdW,, a,b,c constants (A.16)
This SDE can be solved explicitly as follows. First note that
d (e"(X; — a/b) = ce”dW;
can be integrated from [S,T] giving

T
T(Xp —afb) = e (Xg —a/b) + c/ et dW,
S

or equivalently

T
XT = e_b(T_S)XS -+ (1 - €_b(T_S))CL/b + C/ G_b(T_t)th
S
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Thus the marginals are normally distributed with

EIX|F] = e 9X, 4+ (1 —e"Na/b (A.17)

t t
Var(Xy|Fs) = E[(c/ e—b(t—u)qu)2‘fS]:c2/ o~ 20(t=w) 7,
2

_ C o —ab(t-s)
2b(l e ) (A.18)

where in the last line we use the Ito Isometry. The above discussion extends easily to the
general multi-dimensional OU process

where X, A, B, C, W are matrices of size (d, 1), (d, 1), (d,d), (d,d), (d, 1) respectively.

A.7 Girsanov Theorem

Here is a statement of the theorem:

Theorem A.7.1 (Cameron-Martin-Girsanov Theorem). Let ¢, be a process adapted to
the natural filtration of the Wiener process {F}"} that satisfies the Novikov condz’tz’onﬁ
For each t > 0

E[e% Iy 9] < 0.
Then
t 1 t
Z, = exp[/ GsdWy — —/ gzﬁ?ds],
0 2 Jo

is a martingale that satisfies E[Z;] = 1. A probability measure Q) equivalent to P can be
defined by the Radon-Nikodym derivative

dQ

ap|. — %

Fi

and the process
t
W2 =W, - / ¢sds
0

is a Brownian motion on the probability space {Q, F, FV,Q}.

2The theorem applies in greater generality: strengthening Girsanov’s theorem is a cottage industry in
probability theory.
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A.8 Arbitrage Pricing Theory

Consider a finite time horizon 7" and an economy consisting of d + 1 non-dividend pay-
ing traded securities whose prices are modeled by the d + 1-dimensional adapted semi-
martingal S; = (SY = Cy, St ..., SY). An admissible trading strategy is a predictable
S—integrable process H; = (n;, H}, ..., H%). The wealth associated with a trading strategy
H is given bylz_f] XH = H|S; and the strategy is called self-financing if its wealth process
satisfies

dX = H]dS, (A.19)

As always, we assume the nonexistence of arbitrage, where an arbitrage opportunity is
a self-financing trading strategy such that X7 = 0, X/ > 0 almost surely and P(X¥ >
0) > 0. Under appropriate technical conditions on the price processes S; and the allowed
trading strategies H;, the First Fundamental Theorem of Arbitrage Pricing says
that the market is free from arbitrage opportunities if and only if there exists an equivalent
martingale measure (), that is, a measure, equivalent to P, with respect to which the
discounted asset prices S¥/C; are martingales.

A contingent claim for a certain maturity date T is an Fpr-measurable random variable
B. It is said to be replicable if there exists a self-financing trading strategy H,; such that
XH = B (almost surely) in which case the law of one price dictates that the price of the
claim at earlier times ¢ < T must be 7 = X/.

The market is said to be complete if all (reasonably integrable) contingent claims
are replicable. Under appropriate conditions, the Second Fundamental Theorem of
Arbitrage Pricing says that for complete markets the equivalent martingale measure Q)
is unique. Because the discounted wealth of admissible self-financing portfolios are always
Qo martingales, it follows that the discounted prices of contingent claims in complete
markets are martingales with respect to (Qy. In incomplete markets, there exist more than
one (in fact infinitely many) equivalent martingale measures ). By the same argument
as before, replicable contingent claims in these markets will have discounted prices (given

by g = %), which are martingales under any of the equivalent martingale measures Q).
But what about a non-replicable claim?

By definition, non-replicable claims have an effective impact in the economy, in the
sense that their presence cannot be replicated by the assets that are already being traded.
That is, once a non-replicable claim is written and starts being traded, it must be consid-
ered as a new asset and arbitrage opportunities might arise if its price is not consistent
with the previously existent assets. It follows from the FTAP that such arbitrage oppor-

tunities will not arise if and only if, for all 0 < ¢ < T, we have
7B — g2 [e_ I "SdSB] , (A.20)

for some equivalent martingale measure (). In particular, the price of a zero coupon bond
can be written

3The general theory of semimartingales is summarized in the textbook [21].
4Here, A’ denotes the transpose of a matrix A and we use matrix multiplication.
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P/(T) = E? [e*ff d] . (A.21)

A.9 Change of Numeraire

We now describe a general technique, particularly useful in interest rate theory, that
transforms integrals involved in calculating the prices of derivatives through expressions

such as ({A.20]).

Definition 10. A numeraire N, is any P-a.s strictly positive traded asset. The price of
an asset normalized by the numeraire N has the form X;/N;. The standard example of a
numeraire is the money-market Cy, in terms of which normalization is discounting.

The concepts of arbitrage, replicability and completeness are all expressed in terms
of self-financing trading strategies, and the following invariance lemma shows that the
self-financing condition is invariant with respect to a change of numeraire.

Lemma A.9.1. Let N; be any P-a.s. strictly positive process (possibly, but not necessarily
a numeraire). A trading strategy is self-financing in terms of the traded assets with prices
Sy = (Cy, S, ..., S9) if and only if it is self-financing in terms of the normalized asset
prices Sy/Ny.

Proof: For semimartingales X;,Y;, the generalized [to6 product formula can be written
d(X.Y;) =Y, dX, + X, dY, + d[X, Y],

where [X,Y]; is the quadratic variation processﬂ We also note that if X is a stochastic
integral X = H o S (meaning dX; = H,dS;), then [X,Y] = H o [S,Y]. Supposing now
that X1 = H|S,, these facts imply that

XtH / St H /

which proves the result. O

Theorem A.9.2. Let Q) be an equivalent martingale measure for the market described in
section (that is, such that the discounted price of any traded asset is a Q—martingale).
Let Ny be an arbitrary numeraire. Then the price of any traded asset X, normalized by Ny
is a martingale with respect to the measure Q™ defined by the Radon-Nikodym derivative

dQ™  _
w =

5In the general case, processes are not necessarily continuous but rather cadlag, and we write Y;_ to
denote the left limit of Y at t.

NrCy
7 = .
NoCr

(A.23)
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Proof: The following facts about measure changes are needed in the proof. If P ~ @
where dP/dQ := Z is F—measurable, and H is a sub-c-algebra of F, then for any F
random variable X
EP[X] = E°[XZ] (A.24)
EP[X|H] = (E°[Z|H])'E°[XZ|H] (A.25)
Since X;/Cy and N;/C; are both discounted traded assets, they must both be Q—martingales.

Therefore
Xy [ XiCo [ CiNo
N (ctN()) (coNt)
- o o) (0 [@N])
" | OrNg " | OrNy
Xr X7

- EQ [N—TZ} (S 127 = B {N_T}

O

As an application of this theorem, let us consider, for a fixed maturity 7', the bond
prices P,(T') as a numeraire. Then Ny = Pp(T) = 1 and the price of a contingent claim
B maturing at T reduces to

e = P(T)E/ [B], (A.26)

where E7[] denotes expectations with respect to the T-forward measure QT defined by

T
dQT PT(T)CO exp <— fO 7’st>
dQ  R(T)Cr Po(T)
In particular, under deterministic interest rates, the forward measure coincides with the
equivalent martingale measure ) for all maturities.
The following result is a reformulation of Exercise [1| and motivates calling Q7 the
T-forward measure.

(A.27)

Proposition A.9.3. The simply compounded forward rate for any period [S,T] is a mar-
tingale under the T —forward measure:

Ly(S,T) = E{ [Ls(T)) (A.28)
Proof: From the definition of the simply compounded forward rate for [S, T we have that
1

L,(S,T)P(T) = T—_S[Pt(s) — P(T)]

is the price at time t of a traded asset. It then follows from the definition of Q7 that

Li(S,T) = T;_S [gg% - 1}

is a QT-martingale. 0
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A.10 First Passage Time for Brownian Motion with
Drift

We have seen that many models in credit risk are solvable in terms of the first passage
time for Brownian motion with drift. This beautiful result from classic stochastic analysis
is proved many places, for example [22], [7]. We present here the key ideas, and leave the
details for the interested reader. Let

Mf =max X;, M/} = min X, (A.29)

s<t s<t

denote the maximum and minimum processes for a BM X; = W, 4+ ut with constant drift
1 € R. The joint probability distributions for (M, X;) and (M*, X;) are all expressible
in terms of the following important function

ot — 92— ut
FP(a,b; 1, 1) ::N{%} _ b {%} —co<a<b<oot>0 (A.30)

Proposition A.10.1. The following formulas hold for all a € R, b > 0:

1. P[M}, <b,X, <a|=FP(aNb,b;u,t).

2. P[M} > —|b|, X¢ > a] = FP(—a A b,b; —p, t).

3. P[M} <b] = FP(b; ju,t) := FP(b,b; u, ).

4. PIMi = —[b]] = FP(b; —p,1).
Outline Proof: The first formula implies the remaining formulas simply by changlng
the sign of the Brownian motion and using the fact that MY > W, + ut < M with

probability one. Proof of the first formula has two steps. First it is proved for u = 0 by
the reflection principle that states: for a < b and p =0,

PM, <b,W,<d] = P|

Wy <a|— P[M, > bW, <al
— PIW,<d]— P[M, <bW,>2b—ad
PW, <a] — PW; > 2b—aq]
Nla/Vi] — N[(a — 2b)/v/7] == FP(a A b, b;0,1)  (A.31)

Then the result is extended to the case p # 0 by use of the Girsanov Theorem for the
change of measure with Radon-Nikodym derivative

dPw)
Z =
(&)

— o HWi—gu?t

Fi
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The theorem implies that M, X, under P* are distributed identically to M?, W, under
P. Thus

Elgraylixizag) = B2 1 gm o) ixi<a)]

= EM[e M ) L <o

a b
— / eH(yHut) =5t {/ (0.0, F (y, z; O,t)]dw} dy
- v

o) VO

= [ et b oyl VE) = oty — 2Vl A32)

[e.o]

where ¢(x) = \/%7 exp[—z?/2]. Completing the square in the exponent then leads to com-
putable integrals, and the desired formula. O

A.11 Multivariate Normal Distributions

In this section, 3 is a symmetric I x [ matrix. ¥ is said to be positive definite if 2’z > 0
for all z € R”\ 0.
The following statements are equivalent:

1. X is positive definite;

2. Y admits a Cholesky decomposition, that is there is a non-singular square matrix o
such that ¥ = o0”;

3. ¥ has [ positive eigenvalues (counting multiplicity).
Definition 11 (Multivariate Normal). The R’-valued random variable X = (Xi,..., X;) ~
N(0,3) for 3 positive definite has the joint probability density function

1 I
ox(x) = (27r)1/2(det2)1/26 U2 = (2, 3. (A.33)

For any p = (pu1,...,pur), X +p~ N(p, 2).

One can show that

1. The jth marginal X, of X ~ N(0,X) is N(0,%;,) distributed.

2. if X ~ N(0,%) then the variance-covariance matrix of X is the matrix with com-
ponents

3. if Y ~ N(0,7) then X := oY ~ N(0,);
4. fY ~ N(0,X), X ~ N(0,I') are independent, then X +Y ~ N(0,X +1I).

5. IfY ~ N(0,%), X ~ N(0,1) are independent and o € R then Y +aX ~ N(0,X +
ad').
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A.12 Exercises

Exercise 78. (Quick derivation of Black-Scholes call option formula) We wish to evaluate
the expectation E9[e ™" (Sp— K)1{s,>x}], based on the model with S; = Soe?Wit(r=a®/2)t.

1. Show that the second term is simply —Ke "7 N[dy] where dy = N7'[Q[S7 > K]].

2. Apply the Girsanov theorem with measure change dQ/ dQ = Zy = Sp/E°[Sr] to
show that the first term equals SoN|[d;] where d; = N7'[Q[S7 > K]].

Exercise 79. Let X/, W/ be drifting BM and its running maximum. Compute the
following structure functions for b > 0:

1.
E[]_{Wtﬂgb}e_uxtu]
2.
E[l{Wbe}equf‘]_-s]’ s<t
3.

B[ iy d(a + X[~ b))

Exercise 80. A down and out call option with strike K, maturity 7" and barrier B < K
is valued by the formula E®[e~"T(Sy — K)1(s;> 1) Lmin,r 5>8y)- Follow the steps of the
previous exercise to prove that this is given in terms of the first passage function (A.30))
by

son(é log(So/K), % log(So/B), —(r + 0*/2)T /o, T)

—Ke"’TFP(é log(So/K), % log(So/B), —(r — 0*/2)T /o, TYA.34)
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