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Errata to the thesis ”Pricing Portfolio Credit Deriva-
tives”

e Introduction, p. 5, 1. -5: The expression "that B suffers” should be "that A suffers”.

e Introduction, p. 10, 1. 7: The expression ”strictly increasing process” should be
"increasing process”.

e Introduction, p. 11, 1. 4: The expression Lﬁ‘“’) should be Lg,? ),

e Introduction, p. 11, Figure 2.7: The expression ” Lﬁ‘“b’ i.e. all credit losses in [a, b]
up to 77 should be ” Lg?’b), i.e. all credit losses in [a,b] up to T7.

e Paper 3, p. 5. In Equation (3.1.5), E;,_should everywhere be replaced by Alck

i

e Paper 3, p. 5. In Equation (3.1.6), E;,, should be A¢ .

im

e Paper 3, p. 11, 1. -11. The expression "P [T}, > t] = aeQm®” should be P [T}, > t]
~ Tt~ (k)»

ae''m

e Paper 3, p. 15, I. -10. The expression "that each d, € d_ only appears once in the
matrix {D; ;}” should be "that each p, such that d, € d_, only appears once in the
matrix {Di,j}” .

e Paper 3, p. 34.
In Table 13, the row "a; as ... aq9” should be "avory  dsuw -+ Gyw



Abstract

This thesis consist of four papers on dynamic dependence modelling in portfo-
lio credit risk. The emphasis is on valuation of portfolio credit derivatives. The
underlying model in all papers is the same, but is split in two different submod-
els, one for inhomogeneous portfolios, and one for homogeneous ones. The latter
framework allows us to work with much bigger portfolios than the former. In both
models the default dependence is introduced by letting individual default intensities
jump when other defaults occur, but be constant between defaults. The models
are translated into Markov jump processes which represents the default status in
the credit portfolio. This makes it possible to use matrix-analytic methods to find
convenient closed-form expressions for many quantities needed in dynamic credit
portfolio management and valuation of portfolio credit derivatives.

Paper one presents formulas for single-name credit default swap spreads and k*"-
to-default swap spreads in an inhomogeneous model. In a numerical study based
on a synthetic portfolio of 15 telecom bonds we study, e.g., how k*-to-default swap
spreads depend on the amount of default interaction and on other factors.

Paper two derives computational tractable formulas for synthetic CDO tranche
spreads and index CDS spreads. Special attention is given to homogenous portfolios.
Such portfolios are calibrated against market spreads for CDO tranches , index CDS-
s, the average CDS and FtD baskets, all taken from the iTraxx Europe series. After
the calibration, which leads to perfect fits, we compute spreads for tranchelets and
kt'-to-default swap spreads for different subportfolios of the main portfolio. We also
investigate implied tranche-losses and the implied loss distribution in the calibrated
portfolios.

Paper three is devoted to derive and study, in an inhomogeneous model, conve-
nient formulas for multivariate default and survival distributions, conditional multi-
variate distributions, marginal default distributions, multivariate default densities,
default correlations, and expected default times. We calibrate the model for two dif-
ferent portfolios (with 10 obligors), one in the European auto sector, the other in the
European financial sector, against their market CDS spreads and the corresponding
CDS-correlations.

In paper four we perform the same type of studies as in Paper 3, but for a
large homogenous portfolio. We use the same market data as in Paper 2. Many of
the results differ substantially from the corresponding ones in the inhomogeneous
portfolio in Paper 3. Furthermore, these numerical studies indicates that the market
CDO tranche spreads implies extreme default clustering in upper tranches.
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1. Introduction

”Modelling dependence between default events and between credit qual-
ity changes is, in practice, one of the biggest challenges of credit risk
models”.

David Lando, [23], p. 213.

"Default correlation and default dependency modelling is probably the
most interesting and also the most demanding open problem in the pric-
ing of credit derivatives. While many single-name credit derivatives are
very similar to other non-credit related derivatives in the default-free
world (e.g. interest-rate swaps, options), basket and portfolio credit
derivative have entirely new risks and features.”

Philipp Schénbucher, [27], p. 288.

”Empirically reasonable models for correlated defaults are central to the
credit risk-management and pricing systems of major financial institu-
tions.”

Darrell Duffie and Kenneth Singleton [12], p. 229.

In recent years, understanding and modelling default dependency has attracted
much interest. A main reason for this is the growing financial market of products
whose payoffs are contingent on the default behavior of a whole credit portfolio
consisting of, for example, mortgage loans, corporate bonds or single-name credit
default swaps (CDS-s). Another reason is the incentive to optimize regulatory cap-
ital in credit portfolios given by regulatory rules such as Basel II.



This thesis consist of four papers treating dynamic dependence modelling in
portfolio credit risk. The underlying model in all papers are the same, but is split
into two different submodels, one for inhomogeneous portfolios, and one for homo-
geneous ones. The latter framework allows us to work which much bigger portfolios
than the former.

In this introductory part of the thesis we briefly present the underlying concepts
and give a short introduction to the models treated in the articles. Subsection
1.1 discuss the market of credit derivatives and some general aspect on credit risk.
Chapter 2 gives a introduction to the credit derivatives that are the main object of
study in the two first papers, as well as being important calibration instruments in
the final two papers. The presentation of these instrument are independent of the
underlying model for the default times and introduces notation needed in the rest
of the chapters.

Chapter 3 is devoted to describe the model used in all papers and give a brief
overview of the main results in the four papers that constitute this thesis.

1.1 The credit derivatives market

Credit risk is the risk that an obligor does not honor his payments. In this thesis a
typical example of an obligor is a company that has issued bonds. We say that the
company defaults, if, for example:

e The company goes bankrupt.

e The company fails to pay a coupon on time, for some of its issued bonds.

There are standardized and more exact definitions of a credit event, see for example
Moodys definition of a credit event.

A credit derivative is a financial instrument that allows banks, insurance compa-
nies and other market participants to isolate, manage and trade their credit-sensitive
investments. Roughly speaking, credit derivatives are tools that partially or com-
pletely remove credit risks. They constitute a very broad class of derivatives and
it is hard to give a an exact mathematical definition that covers all the different
versions. This in contrast to the case of equity and interest rate derivatives where a
precise and short mathematical definition can cover most of these contingent claims,
see for example [6].

Sometimes credit derivatives are classified into two different categories (see e.g.
in [7] and [4]). The first category is so called default products. These are credit
derivatives that are intimately connected to one or several specified default events.
A default event can for example be the default of one specific obligor or the third
default in a portfolio of, say, 10 obligors. In this thesis, we will only study credit
derivatives of default product type, and at the writing moment they are the far
most dominating type of credit derivative. Examples of such derivatives are single-
name credit default swaps (CDS) which roughly speaking is an insurance against
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credit losses on one obligor. Credit default swaps are today the most traded credit
derivatives and constitute over 65 % of the market. They are used as building
blocks for synthetic CDO’s and basket default swaps, such as k-to-default swaps.
A k™ -to-default swaps is a generalization of the CDS, to a portfolio of several oblig-
ors. It offers protection against credit losses on default number & in the portfolio.
The most common type of k'*-to-default swaps are first-to-default swaps (FtD), i.e
k = 1, which pay protection on the first default in the portfolio. A collateralized
debt obligation (CDO) is a financial instrument with a more complicated protection
structure for a big credit portfolio. Today, the most common type of such instru-
ments are synthetic CDO’s which are defined on large portfolios of CDS-s. An index
CDS is a special version of a synthetic CDO.

Source: ISDA Source: ISDA
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Figure 1.1: The estimated credit and equity derivatives markets in trillions of US-dollars
(left) and there annual growth (right). Source: ISDA

The second, and much smaller class of credit derivatives are so called spread
products which roughly speaking are instruments whose payoff is determined by
changes in the credit quality of an asset. Typical examples are default spread options
which are standard European put and call options where the underlying asset is the
so called credit spread between two bonds. The credit spread is often defined as the
yield difference between a sovereign bond, (or a specified interest rate) and a bond
issued by a corporate. Today spread products constitute only a small fraction of the
credit derivatives market compared with default products.

Credit derivatives are at the writing moment, with few exceptions, not traded
on an exchange but are private contracts negotiated between two counterparties,
that is, they are so called OTC (over-the-counter) derivatives. An exception are
credit futures, which was launched on the European market in the end of March
2007 and are currently traded on an exchange. Despite the fact that most credit
derivatives are of OTC-type there exists very liquidly quoted "prices” on CDS-s,
standardized synthetic CDO-s, index CDS-s and FtD-s credit derivatives, see e.g.
Reuters, Bloomberg or GFI. Further, due to their OTC nature, it is difficult to



give an accurate estimation of the credit derivatives market size. However, several
estimates indicate that the market for credit derivatives has grown explosively during
the last 5-6 years, see Figure 1.1.



2. Credit Derivatives and CDO-s

In this chapter we give short descriptions of CDS-s (Section 2.1), k-to-default swaps
(Section 2.2), synthetic CDO tranches (Section 2.3) and index CDS-s (Section 2.4).
The presentation is independent of the underlying model for the default times and
introduces notation needed later on. In the sequel all computations are assumed to
be made under a risk-neutral martingale measure P. Typically such a P exists if we
rule out arbitrage opportunities.

2.1 Credit default swaps

A single-name credit default swap (CDS) with maturity 7" and where the reference
entity is a bond issued by a obligor, is a bilateral contract between two counter-
parties, A and B, where B promises A to pay the credit losses that B suffers if
the obligor defaults before time T'. As compensation for this A pays be B a fee
up to the default time 7 or until 7', whichever comes first, see Figure 2.1 and Fig-
ure 2.2. The fee is determined so that expected discounted cashflows between A

fee quarterly up to T'A T

credit-loss by the obligor if 7 < T

ffffffffffffffffff obligor 7 = default time for the obligor
N = protected notional

Figure 2.1: The structure of a single-name CDS.

and B are equal when the CDS contract is started. In order to mathematically



express this we need a more detailed description. Let the notional amount on the
bond be N. The protection buyer A pays R (T) NA, to the protection seller B,
at 0 <t <ty <...<t,, =T oruntil 7 < T, where A, =t,, — t,,—1. If default
happens for some 7 € [t,,t,11], A will also pay B the accrued default premium up
to 7. On the other hand, if 7 < T, B pays A the amount N(1 — ¢) at 7 where
¢ denotes the recovery rate for the obligor in % of the notional bond value. Since
R(T) is determined so that expected discounted cashflows between A and B are
equal when the CDS contract is settled, we get that

E 1<y D(7)(1 = ¢)]

R(T) ==
Znil E [D(tn)Anl{'r>tn} + D (Oa T) (T - tn—l) ]'{tn71<7_i§tn}j|

where D(t) = exp (— fot rsds) and 7, is the so called short term risk-free interest

rate at time t. Note the expression for R (7T') it is independent of the amount N
that is protected. Assuming that the default time 7 and the risk-free interest rate
are mutually independent, and that the recovery rate is deterministic, then reduces
the above expression to

(1- <z>> Jy BsF(s)
Dot (BtnAn(l - )+ [ By (s — tu1) dF(s ))
where B; = E [D(t)] and F (t) = P [t < t] is the distribution functions of the default

time for obligor. The quantity R (T) is called the T-year CDS spread for the obligor.
In order to find R(T'), we need a probabilistic model for the default time 7. However,

R(T) =

R(T)N R(T)N R(T)N R(T)N
1 1
° ° ° T
| ¥ !
1
0 1 i 1
— Ato B
B toA 1—<b—lossm%

Figure 2.2: The undiscounted cash-flows in a CDS-contract for a scenario where the
obligor defaults in the g-th quarter counting from ¢ = 0 where % < T. The
fees are quarterly and the accrued premium is ignored.

there exists liquidly quoted CDS spreads on most big companies, and standard
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maturities are T = 3,5,7,10. Major corporates have even finer term structures
where T' = 1,2,3,5,7,9,10. Hence, by using these market spreads we can ”back
out” the implied default distribution F'(t) = P[r <] for the obligor. In other
words, market CDS-spreads can be used as calibration instruments. Note that
these probabilities are measured under the risk-neutral measure and should not be
confused with real default probabilities. The latter quantity is difficult to extract
on a daily basis and has historically been substantially smaller than implied default
probabilities. The market CDS spreads increases as T increases, since the probability
of default of a obligor increases with time 7', as seen in Table 2.1.

Table 2.1: The bid/ask CDS-spreads for some major Swedish and European companies
where T'= 3,5,7,10 (Reuters 2007-02-15)

T7=3 T=5 T=7 T =10
Volvo 17/21  25/27  34/38  45/49
TeliaSonera 21/24 35/37 55/59 74/78
Ericsson 22/22 26/29 55/ -
StoraEnso 21/25 35/39 52/57 67/72
Vattenfall 6.5/9.5  12/15  15/20  21.5/24.5
Fortum 5/10 10.5/13.5 15.5/20.5 23.5/28.5
Akzo Nobel 14/19  255/28  34/30  44.5/49.5
BMW AG 1/3 0/10  125/165  17/21
Deutsche Telekom | 17.5/20.5  31/32.5 43/46 59/62
ABN AMRO 2/3 5/7 7/9 10/13

2.2 k'"-to-default swaps

A k'h-to default swap is a generalization of a the single-name credit default swap,
to a portfolio of m obligors, and pays protection at the k-th default in the portfolio.
To be more specific, consider a basket of m bonds each with notional N, issued
by m obligors with default times 71, 79,...,7, and recovery rates ¢i, @2, ..., Om.
Further, let 7y < ... < T} be the ordering of 71,7, ..., Tm. A k"-to-default swap
with maturity 7" on this basket is a bilateral contract between two counterparties,
A and B, where B promises A to pay the credit losses that B suffers at T}, if
T, < T. Just as in the CDS, A pays be B a fee up to the default time T}, or until 7',
whichever comes first, see Figure 2.3. The payments dates and the accrued premium
are identical to those in the CDS case and the fee is Ry (T)NA,, where A,, is defined
as in the CDS contract. The main difference lies in the default payment at Tj. If
T, < T, B pays A N(1 — ¢;) if it was obligor ¢ which defaulted at time T.
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Figure 2.3: The structure of a k'"-to-default swap.
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Figure 2.4: The undiscounted cash-flows in a third-to-default swap for a scenario where
obligor 2 is the third default in the portfolio which occurs in the ¢g-th quarter
counting from ¢ = 0 where ¢ < T. The fees are quarterly and the accrued
premium is ignored.

The constant Ry(T), often called k'"-to-default spread, is expressed in bp per
annum and determined so that the expected discounted cash-flows between A and
B coincide at t = 0. For an example, see Figure 2.4. Assuming that all the default
times and the short time riskfree interest rate are mutually independent, that the
recovery rates are deterministic, and following the same arguments as in the CDS-



case gives that

St (1= 1) Jy BudFis) |
S (B a0 = Filta) + 7| Bo(s — tamr) dFi(s))

Here are Fj, (t) = P[I}, <t| and Fy; (t) = P [Ty <t,T} = 7;] the distribution func-
tions of the ordered default times, and the probability that the k-th default is by
obligor ¢ and that it occurs before ¢, respectively. The rest of the notation are the
same as in the CDS contract. Note that again N does not enter into the expression
for Ry(T). Furthermore, in the special case when all recovery rates are the same,
say ¢; = ¢ the denominator in (2.2.1) can be simplified to (1 — ¢) fOT B Fy(s), and
hence the F},; are not needed in this case.

At the writing moment, so called FtD-swaps, (First-to-Default, i.e. k= 1) are
liquidly traded for standardized portfolios where m = 5, see Table 2.2. However, for
k > 1 and for nonstandardized portfolios we need a model to determine P [T}, < ]
and P [Ty, < t,T} = 7;] in order to compute Ry (7). This in turn often requires explicit
expressions for the joint distribution of 7,7, ..., 7.

Ry(T) = (2.2.1)

Table 2.2: The market bid, ask and mid spreads for different FtD spreads on subsectors
of iTraxx Europe (Series 6), November 28 2006. Each subportfolio have
five obligors. We also display the sum of CDS-spreads (SoS) in each basket,
as well as the mid FtD spreads in % of SoS.

Sector bid ask mid SoS mid/SoS %
Autos 154 166 160 202 79.21 %
Energy 65 71 68 86 79.07 %
Industrial 114 123 118.5 141 84.04 %
T™MT 167 188 177.5 217 81.8 %
Consumers | 113 122 117.5 140 83.93 %
Financial Sen | 30 34 32 43 74.42 %

2.3 Synthetic CDO tranches

A collateralized debt obligation (CDO) is a financial instrument with a protection
structure for a big credit portfolio. Depending on the type of credit instrument in
the portfolio, CDO-s are sometimes called CLO (L as in loan) if the portfolio consist
of loans, CBO-s (B as in bond), or cash-CDO if there are bonds underlying. Today,
the far most common CDO-type are so called synthetic CDO-s, which are defined
on large portfolios of CDS-s.

The main idea in all kind of CDO-s are roughly the same, which is to offer credit
protection on a certain part of the total credit loss in the portfolio. In order to make
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this concrete, we will from now on focus on a synthetic CDO. Consider a portfolio
consisting of m single-name CDS-s on obligors with default times 71,75 ..., 7, and
recovery rates ¢, ¢a, ..., d,. It is standard to assume that the nominal values are
the same for all obligors. It is denoted by N. The accumulated credit loss L; at
time ¢ for this portfolio is

L= lli<y where f; = N(1-¢). (2.3.1)
=1

The loss process L; is a strictly increasing process, see Figure 2.5.

Ly
U5+ lg + €1 + 15
U5+ lg + 1y l
U5+ 0s
bs |
| t
'%_5 ?-8 '7‘—1 '7‘-12 -

Figure 2.5: A loss scenario where T = 75, Th = 73, 13 = 71 and T} = 712

From now on, we will without loss of generality express the loss L; in percent of
the nominal portfolio value at t = 0. Now consider a tranche [a, b] of the loss where
0 < a < b<1, which is a "slice” of the total accumulated loss. The accumulated
loss Lia’b) of tranche [a,b] at time t is Lia’b) = (Lt — a) Liz,eapy + (b—a)) Liz, >0,
see Figure 2.6.

Figure 2.6: The tranche loss for [a,b] as function of the total loss L.
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The financial instrument that constitutes a synthetic CDO tranche [a,b] with
maturity 7" is a bilateral contract where the protection seller B agrees to pay the
protection buyer A, all losses that occurs in the interval [a, b] derived from L; up to
time 7', that is Lga’b). The payments are made at the corresponding default times,
if they arrive before T, and at T the contract ends. As compensation for this, A
pays B a periodic fee proportional to the current outstanding (possible reduced due

to losses) value on tranche [a, b] up to time 7. Thus, if the payments are quarterly,
A pays B
a,b
Stan(T) ((b —a) - L )> 123 T
4 - Z? Z? 17"'7
where we assume that no accrued premiums are paid at the defaults. Note that the
contract does not terminate after default time 7, < 7', unless L, > b and L,,_ < b,

for

since then (b—a) — L% = 0 and there is nothing left of the tranche, see Figure 2.7
and Figure 2.8.

St () (=)~ L")

7l T

1 2 3
for t= A A 40

A (ab) . . B
L;"” i.e. all credit losses in [a, b] up to T'
| 100% L
| ) 0 if L; <a
i Portfolio credit loss L= Lt—a ifa<Li<b
I b—a if Lt >b
S % S U B
: ,/’// : | a,b
- / ! (b_CZ)_ng )
Ly b ‘ | |
I B e /| |
a% 1 !
3 : L(arb)
0% ‘ f !

Figure 2.7: The structure of a CDO tranche [a, b].

The expected value of the payment done by B is sometimes called the protection

leg, denoted by V(44 (T"). Further, the expected value of the payment scheme from
A is often refereed to as premium leg which we here denote Wiqp) (7). If we assume
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S(a,0)(T)
= ( ZL) s(b—a—£; —£;)
! L] L]
1 2

0 1 1 T

— Ato B

—— Bto A

¢; =loss in % due to obligor i ¢; =loss in % due to obligor j

Figure 2.8: The undiscounted cash-flows for a CDO tranche [a,b] where L7, |, < a <
Ly, < Lg,, <band Ty = 7;, Ty1 = 7j. Furthermore, the ordered default
times T} and Ty, < T arrive in quarter n and p, counting from ¢t = 0 where
Ty1o > T. The fees are quarterly and the accrued premium is ignored.

that the interest rate r; is deterministic, then it is easy to see that

T T
Vian(T) =E { / BtdLE“’b)] — BrE [ 1{7] + / rBE L] at
0 0

and

Wity (T) = Siap (1) nZT B, (b-a—E[L{"]) A,
n=1

where A, = t, — t,_1 denote the times between payments (measured in fractions
of a year). The rest of the notation is the same as for the CDS and k-to-default
swap. The constant S, ;) (7") is called the spread of tranche [a,b] and if a > 0 it is
determined so that the value of the premium leg equals the value of the corresponding
protection leg, that is Vi, (1) = Wiap (7). For a tranche where a = 0, i.e. [0,5],
sometimes called a equity tranche, S (7)) is set to a fixed constant, often 500
bp and a up-front fee SIE“)(T) is added to the premium leg so that Vioy (1) =

ST + Wion)(T). Hence, we get that
BrE [L3V] + [ rBE L] at

St (T) = s, B,, (v—a—E[LE7]) A,

ifa>0

and for [a,b] = [0, 0],

T nr
STy = = | BrE [L(Tﬂ + / rB,E [L,E”] dt—0.05% B, (b _E [L,Ef}b)]) A,
0 n=1

S|
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The spread S, (1) is quoted in bp per annum while Séu) (T') is quoted in percent per
annum and they are independent of the nominal size of the portfolio. Today there
exists standardized synthetic CDO portfolios, for example, the iTraxx Europe series,
which consist of the 125 most liquid traded European CDS-s, equally weighted. On
this series, tranche spreads are liquidly traded for [a,b] = [0,3],[3,6], [6,9], 9, 12]
and [12,22] with T = 3,5,7, 10, see Table 2.3. Furthermore, a new index is rolled
every 6 month. Up to June 2007, 7 series have been rolled since 2004. The index
decomposition and default events are currently determined by 38 market makers.

Table 2.3: The bid/ask tranche-spreads for iTraxx Europe Series 6, (Reuters, 15 Febru-
ary 2007) where T' = 3,5,7,10. The [0, 3] spread is quoted in % while the rest
of the tranches are quoted in bp.

Tranche | T'=3 T=5 T=T7 T=10
[0, 3] -/1.75 9.75/10.5 23.25/24 38.75/39.5
3, 6] 2/- 42/44 106/- 310/313
6,9] 2/6  11.5/13.5  31/35 83/84
9, 12] 0.5/3 5/6.5 -/17 37/38

(12, 22] -/4 1.5/2.5 4.25/6 12/14

Assume that we want to compute nonstandard tranches in, for example the
iTraxx portfolio, where [a,b] = [0,1],[1,2],...,[11,12] and T is arbitrary. In order to
price such tranches consistently with the standard tranches, or for risk-management
of the CDO portfolio, or computing sensitive test, hedge ratios etc. we need a model.
It is crucial that such model can produce model spreads that are consistent with the
corresponding market spreads, that is, it should be flexible enough so that it can be
calibrated against market spreads.

From the above expressions we see that in order to compute tranche spreads we

(a7b
t

have to compute E [L )}, that is, the expected loss of the tranche [a, b] at time t.

If we let Fp,(x) =P [L; < z], then the definition of the tranche loss implies that
b
B [Lga,b)] =(b—a)P[L; > d +/ (x —a)dFp,(x).

Hence, to compute E [L,Ea’b)]

Recall that Ly = Y ", ;1(,<s, so to find Fy,(z) in our model, we need the joint
distribution of 7, 79, ..., 7,. To illustrate this we have in Figure 2.9, displayed two
loss scenarios, one with "weak” default dependency, the other with a strong default
dependency. In the latter case, the ordered defaults tend to cluster and we see
that the loss reaches upper tranches faster, and thus makes them more ”riskier”
than in the weaker dependency case. Consequently, it we do not take this into
account in our model, we will likely have more troubles in the risk-management of

we must know the loss distribution Fp,(z) at time t.
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the underlying credit portfolio, and it may be difficult to even calibrate the model
against the market spreads.

L L
b A loss scenario with ”weak” default dependence
637 e
337 et
Tl T2 TS t
Lt A loss scenario with ”strong” default dependence
3 =
—
395 [~ T
‘_I
i ‘ t
T Ty T3 Ty 15 T6 T7T8

Figure 2.9: Two loss scenarios. Note that upper tranches are reached faster when there
is ”stronger” default dependency.

2.4 Index CDS-s

Consider the same synthetic CDO as above. An index CDS with maturity 7', has
almost the same structure as a corresponding CDO tranche, but with two main
differences. First, the protection is on all credit losses that occurs in the CDO
portfolio up to time 7', so in the protection leg, the tranche loss Lia’b) is replaced
by the total loss L;. Secondly, in the premium leg, the spread is paid on a notional
proportional to the number of obligors left in the portfolio at each payment date.
Thus, if N; denotes the number of obligors that have defaulted up to time %, i.e
N, =37 1(n<n, then the index CDS spread S(T') is paid on the notional (1 —2t).

m
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Since the rest of the contract has the same structure as a CDO tranche, the value
of the premium leg W (T) is

W(T) = S(T) i B, <1 - %E [Ntn]) A,

and the value of the protection leg, V/(T'), is given by V(1) = BrE [Lr]+ fOT reByE [ L] dt.
The index CDS spread S(7') is determined so that V(T') = W(T') which implies

:Bﬂuﬂ+ﬁﬁ&MMﬁ
Y0y Bi, (1= ZE[N]) Ay
where %E [Ny] = ﬁE (L] if 1 = o = ... = ¢ = ¢. Here, the rest of the notation

is the same as in the CDO-tranche. The spread S(7') is quoted in bp per annum
and is independent of the nominal size of the portfolio.

S(T)

Table 2.4: The bid/ask tranche-spreads for the index on iTraxx Europe Series 6,
(Reuters, 15 februari 2007) where T' = 3,5,7,10. The spreads are quoted
in bp.

| T'=3 T=5 T=7 T=10
index ‘ 11.25/11.75 22.5/22.75 31/31.75 41.5/42.25
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3. Modelling dynamic default
dependence using matrix-analytic
methods

In the previous sections we treated k'-to-default swaps, CDO-s and index CDS-s.
To find expressions for the spreads on these instruments, we often need a model
for the joint default distribution 7y, 7, ..., 7. The number of articles on dynamic
models for portfolio credit risk has grown exponentially during the last years. It is
outside the scope of this introduction (and thesis) to treat even some of them.

This chapter gives a description of the intensity based model used in all papers
in the thesis. The model is specified by letting the individual default intensities be
constant, except at the times when other defaults occur: then the default intensity
for each obligor jumps by an amount representing the influence of the defaulted
entity on that obligor. If the jump is positive, the likelihood of a default for the
obligor increase. This phenomena is often called default contagion since it describes
how defaults can ”propagate” like a disease in a financial market (see e.g. [10]).
Default contagion in an intensity based setting have previously also been studied in
for example [2], [3], [4], [5], [8], [9], [11], [10], [13], [14], [15], [16], [21], [22],[23], [24],
[25], [26] and [28]. The material in all these papers and books are related to the
results discussed in this thesis.

We consider two versions of our model, one for inhomogeneous portfolios, and
one for homogeneous ones. Section 3.1 describes the inhomogeneous version, treated
in Paper 1 and Paper 3 for small CDS portfolios. This model is difficult to use for
larger CDS portfolios, such as synthetic CDO-s. In Section 3.2 we therefore consider
a simplification of the framework in Section 3.1, to a homogeneous portfolio where
all obligors are exchangeable. Such symmetric models are studied in Paper 2 and
Paper 4. Finally, Section 3.3 gives a more detailed description of the four papers
that constitute this thesis.
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3.1 The inhomogeneous portfolio

For the default times 71,72 ..., 7, define the point process N;; = 17,<;; and intro-
duce the filtrations

Fii=0(Nsi;s<t), F= \/ft,z‘-
i=1

Let \;; be the F-intensity of the point processes /V;;. The model studied in Paper
1, 2, and 3 is specified by requiring that the default intensities have the form,

)\t,i =a; + Zbi,jl{TjSt}7 Ti Z t, (311)
J#i

and \;; = 0 for ¢ > 7. Further, a; > 0 and b;; are constants such that A;; is
non-negative. In this model the default intensity for obligor ¢ jumps by an amount
b; ; if it is obligor j which has defaulted. Thus a positive b; ; means that obligor ¢ is
put at higher risk by the default of obligor j, while a negative b; ; means that obligor
¢ in fact benefits from the default of j, and finally b; ; = 0 if obligor ¢ is unaffected
by the default of j, see Figure 3.10.

A
5 as + b577 + 5573 + 5571
T bsa
as + b5,7 + b5,3 3
as + bs 7 \
3 5,3
T b
as ; 5,7
t
T7 73 1

Figure 3.10: The default intensity for obligor 5 when 1} = 77, T5 = 73 and T3 = 71. The
defaults put obligor 5 at higher risk.

It is well known from point-process theory that the intensities uniquely determine
all distributions for a point-process. Hence, Equation (3.1.1) determines the default
times through their intensities. However, as discussed in Chapter 2, the expressions
for e.g. k'"-to-default swap spreads and CDO-tranche spreads are in terms of their
joint distributions of the default times. The joint distribution is also needed in credit
portfolio management. It is by no means obvious how to find these from (3.1.1).
The following result is proved in Paper 1, ([20]).
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Proposition 3.1.1. There exists a Markov jump process (Y:)i>0 on a finite state
space E and a family of sets {A;};" | such that the stopping times

7, =inf{t >0:Y;, € A;}, 1=1,2,...,m,

have intensities (3.1.1). Hence, any distribution derived from the multivariate stochas-
tic vector (T, Ta...,Tm) can be obtained from {Yy}i>o-

In Paper 1 ([20]), Paper 2 ([19]) and Paper 3 ([18]) we us Equation (3.1.1) as
the intuitive way of describing the dependencies in a credit portfolio. However,
Proposition 3.1.1 is used for computing credit derivatives spreads, expected credit
losses, and other related quantities.

The number of states in the Markov jump processes for a nonhomogeneous port-
folio is | E| = 2™. In practice, this forces us to work with portfolios of size, say, 25
or smaller. Standard synthetic CDO-s typically contains 125 obligors. We therefore
also (in Section 3.2 below) consider a special case of (3.1.1) which leads to a sym-
metric portfolio where the state space E can be simplified to make |E| = m + 1.
This allows us to work with portfolios where m is 125 or larger. Using homogeneous
models when pricing CDO tranches is currently standard in most credit literature.

3.2 The homogeneous portfolio

The homogeneous model is a special case of (3.1.1) where all obligors have the same

default intensities \;; = \; specified by parameters a and by, ..., b,_1, as
m—1
)\t =a+ Z bkl{Tkgt} (3.2.1)
k=1

where {T}} is the ordering of the default times {7;}. In this model the obligors are
exchangeable. The parameter a is the base intensity for each obligor ¢, and given
that 7; > T}, then by is how much the default intensity for each remaining obligor
jump at default number & in the portfolio.

We know that Equation (3.2.1) determines the default times through their in-
tensities as well as their joint distribution. To find these expressions, Paper 2 ([19])
proves the following simpler version of Proposition 3.1.1.

Corollary 3.2.1. There exists a Markov jump process (Y;)i>o on a finite state space
E ={0,1,2,...,m}, such that the stopping times

Ty=inf{t>0:Y, =k}, k=1,...,m
are the ordering of m exchangeable stopping times 11, . .., T, with intensities (3.2.1).

Hence, in the homogeneous model the states in E can be interpreted as the
number of defaulted obligors in the portfolio. Therefore there is no need of keeping
track of which obligors that have defaulted, as in the inhomogeneous portfolio. The
model (3.2.1) is used in Paper 2 and Paper 4.
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3.3 Summary of papers

We here give a short summary of the four papers that constitute this thesis.

Paper 1

In this paper ([20]) we find expressions for single-name credit default swap spreads
and k'"-to-default swap spreads. This is done in the inhomogeneous model (3.1.1),
by using Proposition 3.1.1. We reparameterize the basic description (3.1.1) of the
default intensities to the form

Ati = a; (1 +c Z ei,jl{rj<t}> ; (3.3.1)

J=1j#i

where the a; are the base default intensities, ¢ measures the general ”interaction
level” and the 6; ; measure the "relative dependence structure”. The last quantity is
assumed to be exogenously given, which makes the number of unknown quantities to
be m 4+ 1. We then ”semi-calibrate” a portfolio consisting of 15 telecom companies,
against their corresponding 5-year market CDS spreads, for different interaction lev-
els ¢ and two different dependence structures. In all calibrations, the CDS fits where
perfect. After this we study the influence of portfolio size on k*"-to-default spreads,
of changing the interaction level, the impact of using inhomogeneous recovery rates,
the sensitivity to the underlying CDS spreads, and finally compare the inhomoge-
neous model with a non-symmetric dependence to a corresponding symmetric model
(i.e. (3.2.1)).

Most of the numerical results where qualitatively as expected. However, it would
be difficult to guess the sizes of the effects without actually doing the computations.

Paper 2

The paper ([19]) derives formulas for synthetic CDO spreads and index CDS spreads.
This is first done in the inhomogeneous model (3.1.1). Then we show that derivation
is identical in the homogeneous model (3.2.1). However, from a practical point of
view, the formulas simplify considerable in the latter case. Furthermore, in the
homogeneous model, we also give expressions for the average CDS spreads and k-
to-default swap spreads on subportfolios in the CDO portfolio. This problem is
different from the corresponding one in Paper 1, since the obligors undergo default
contagion both from the subportfolio and from obligors outside the subportfolio, in
the main portfolio. Because to the reduction of the state space in the homogeneous
model, we use it as a basis for our numerical studies. A homogeneous portfolio is
calibrated against CDO tranche spreads, index CDS spread and the average CDS
and FtD spreads, all taken from the iTraxx series, for a fixed maturity of five years.
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The resulting fits where perfect. The parameter space {b;} in (3.2.1) is reduced by
using the following parameterization

b it 1<k <y
b® if oy <k < po

by, =
b i g <k<pe=m
where 1, ji1, 1o, . . ., e is an partition of {1,2,..., m}. This means that all jumps in
the intensity at the defaults 1,2,..., 1 — 1 are same and given by bV, all jumps
in the intensity at the defaults p, ..., us — 1 are same and given by b® and so on.

We let ¢ + 1 be equal to the number of calibration instruments, that is the number
of credit derivatives used in the calibration.

After the calibration, we computed spreads for tranchelets, which are CDO
tranches with smaller loss-intervals than standardized tranches. We also investi-
gated k'"-to-default swap spreads as function of the size of the underlying subport-
folio in main calibrated portfolio. The implied expected loss in the portfolio and
the implied expected tranche-losses were studied. Finally, we explored the implied
loss-distribution as function of time.

Paper 3

Paper 3 ([18]) is devoted to derive and study multivariate default and survival
distributions, conditional multivariate distributions, marginal default distributions,
multivariate default densities, default correlations, and expected default times. This
is done in the inhomogeneous model (3.1.1). Some of the results in this paper were
stated in [1], but without proofs.

After the derivations, we introduce two inhomogeneous CDS portfolios, one in
the European auto sector, the other in the European financial sector. Both consist
of 10 companies. The baskets are calibrated against their market CDS spreads and
corresponding CDS correlations. This gives a perfect fit for the banking case and
good fit for the auto case. The major difference in this calibration compared to
the one in Paper 1, is that we use a CDS-correlation matrix for each portfolio,
retrieved from time-series data on the market spreads in the portfolio. While we
in paper 1 only used m ”observations”, our data sets now consist of m market
CDS spreads and their m(m — 1)/2 pairwise CDS correlations, that is m(m + 1)/2
market observations. This is still only around half as many as the unknown model
parameters {a;},{6;;} in the parametrization (3.3.1) used in Paper 1, with ¢ = 1.
To overcome this problem, we assume that some of the 6; ;-s are equal. Formally,
we make a reduction of the dependence structure {6; ;} as follows,

)\m = Q; (1 + Z EdDi,jl{Tjgt}) s

=1l
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where ¢ = =1 and {D, ;} is a exogenously given matrix D;; € {1, 2... W} and
{di,da, ..., da—1ym/2} are (m — 1)m/2 different nonnegative parameters. The dg-s
will be determined in the calibration, together with the nonnegative base default
intensities a;. The sign ¢ = &1 for dp, ; is set equal to the sign in the CDS correlation
matrix for entry (¢, 7). Although, {D;}, is fictitious, we avoid to use the phrase
”semi-calibration” (asin Paper 1), since we here use (m-+1)m/2 market observations,
compared to m in [20].

In the calibrated portfolios, we study the implied joint default and survival distri-
butions and the implied univariate and bivariate conditional survival distributions.
Furthermore, the implied default correlations, the implied expected default times
and expected ordered defaults times are also investigated.

Paper 4

In [17], we perform the same type of studies as in Paper 3, but for a homogenous
model (3.2.1) and thus a much larger portfolio. Using the same numerical data and
the same parameterizations of the homogenous model as in Paper 2, we calibrate
the model against CDO tranche spreads, index CDS spread and the average CDS,
all taken from the iTraxx Europe series, with a fixed maturity of five years. We
study the implied expected ordered defaults times, implied default correlations,
and implied multivariate default and survival distributions, both for ordered and
unordered default times. Many of the results differ substantially from the ones in the
inhomogeneous portfolio in Paper 3. Furthermore, the numerical studies indicates
that the market spreads produce extreme default clustering in upper tranches, as
illustrated in Figure 2.9.
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PRICING k'"-TO-DEFAULT SWAPS UNDER DEFAULT CONTAGION:
THE MATRIX-ANALYTIC APPROACH

ALEXANDER HERBERTSSON AND HOLGER ROOTZEN

ABSTRACT. We study a model for default contagion in intensity-based credit risk and
its consequences for pricing portfolio credit derivatives. The model is specified through
default intensities which are assumed to be constant between defaults, but which can
jump at the times of defaults. The model is translated into a Markov jump process
which represents the default status in the credit portfolio. This makes it possible to
use matrix-analytic methods to derive computationally tractable closed-form expressions
for single-name credit default swap spreads and k*"-to-default swap spreads. We ”semi-
calibrate” the model for portfolios (of up to 15 obligors) against market CDS spreads
and compute the corresponding k*-to-default spreads. In a numerical study based on
a synthetic portfolio of 15 telecom bonds we study a number of questions: how spreads
depend on the amount of default interaction; how the values of the underlying market
CDS-prices used for calibration influence k*"-th-to default spreads; how a portfolio with
inhomogeneous recovery rates compares with a portfolio which satisfies the standard as-
sumption of identical recovery rates; and, finally, how well k*"-th-to default spreads in a
nonsymmetric portfolio can be approximated by spreads in a symmetric portfolio.

1. INTRODUCTION

In this paper we study dynamic dependence modelling in intensity-based credit risk. We
focus on the concept of default contagion and its consequences for pricing k*-to-default
swaps. The paper is an extension of Chapter 6 of the licentiate thesis [28].

Default dependency has attracted much interest during the last few years. A main
reason is the growing financial market of products whose payoffs are contingent on the
default behavior of a whole credit portfolio consisting of, for example, corporate bonds or
single-name credit default swaps (CDS-s). Example of such instruments that have gained
popularity are k'"-to-default swaps and (synthetic) CDO-s. These products are designed
to manage and trade the risk of default dependencies. We refer to [6], [8], [16], [18], [28],
[40], [44] or [53] for more detailed descriptions of the instruments. Models which capture
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Key words and phrases. Portfolio credit risk, intensity-based models, default dependence modelling,
default contagion, CDS, k*"-to-default swaps, Markov jump processes, Matrix-analytic methods.
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2 ALEXANDER HERBERTSSON AND HOLGER ROOTZEN

default dependencies in a realistic way is at the core of pricing, hedging and managing such
instruments.

As the name suggest, default contagion, treats the phenomenon of how defaults can
"propagate” like a disease in a financial market (see e.g. [13]). There may be many
reasons for this kind of domino effect. For a very interesting discussion of sources of
default contagion, see pp. 1765-1768 in [38].

It is, of course, important for credit portfolio managers to have a quantitative grasp
of default contagion. This paper describes a new numerical approach to handle default
interactions. The underlying idea is the same as in [5], [7], [19], [21], which is to model
default contagion via a Markov jump process that represents the joint default status in
the credit portfolio. The main difference is that [19], [21] use time-varying parameters in
their practical examples and solve the Chapman-Kolmogorov equation by using numerical
methods for ODE-systems. In [7], the authors implement results from [5] by using Monte
Carlo simulations to calibrate and price credit derivatives.

In this article, we focus on intensities which are constant between defaults, but which may
jump at the default times. This makes it possible to obtain compact and computationally
tractable closed-form expressions for many quantities of interest, including k*'-to-default
spreads. For this we use the so-called matrix-analytic approach, see e.g. [1]. From a
portfolio credit risk modeling point of view, it also turns out that this method posses
useful intuitive and practical features, both analytical and computationally. We believe
that these features in many senses are at least as attractive as the copula approach which
is current a standard for practitioners. (For a critical study of the copula approach in
financial mathematics, see [45]).

The number of articles on dynamic models for portfolio credit risk has grown exponen-
tially during the last years. The subtopic of default contagion in intensity based models is
not an exception and has been studied in for example [3], [6], [9], [10], [12], [14], [16], [24],
[25], [31] [33], [38], [39], [40], [44], [50], [51], [52], [56], [58].

The paper [3] considers a chain where states record if obligors have defaulted or not,
and implemented this model for a basket of two bonds. The intensities in the model
were calibrated to market data using linear regression. In [14] the authors model default
contagion in symmetric portfolio by using a piecewise-deterministic Markov process and
find the default distribution. The book [40], pp. 126-128, studies a Markov chain model
for two firms that undergo default contagion. Further, [58] treats default contagion using
the total hazard construction of [49], [54], as first suggested in [15]. This method allows for
general time dependent and stochastic intensities and that the intensities are functionals of
the default times. The latter seems difficult to handle in a Markov jump process framework.
Given the parameters of the model, the total hazard method gives a way to simulate default
events. The total hazard construction seems rather complicated to implement even in
simple cases such as piece-wise deterministic intensities considered in this paper.

The paper [38] assumes a so called primary-secondary structure, were obligors are divided
into two groups called primary obligors and secondary obligors. The idea is that the default-
intensities of primary obligors only depend on macroeconomic market variables while the
default intensity for secondary obligors can depend on both the macroeconomic variables
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and on the default status of the primary firms, but not on the default status of the other
secondary firms. Assuming this structure, [38] derives closed formulas for defaultable
bonds, default swaps, etc, also for stochastic intensities. In the article [10] the authors
propose a method where one can value defaultable claims without having to use the so
called "no-jump condition”. This technique is then applied to find survival distributions
for a portfolio of two obligors that undergo default contagion. In [56] the author studies
counterparty risk in CDS valuation by using a four state Markov process that includes
contagion effects. [56] considers time dependent intensities and then uses perturbation
techniques to approximately solve the Chapman-Kolmogorov equation. The framework
in [56] is similar to [12], where the author treats the same problem in a setup where the
intensities are constant.

The rest of this paper is organized as follows. In Section 2 we give a short introduction
to pricing of credit k*"-to-default swaps. Section 3 contains the formal definition of default
contagion used in this paper, given in terms of default intensities. It is then used to
construct such default times as hitting times of a Markov jump process.

In Section 5 we use the results of Section 4, for numerical investigation of a number
of properties of k'-to-default spreads. Specifically, we semi-calibrate portfolios with up
to 15 obligors against market CDS spreads and then compute the corresponding k*-to-
default spreads. The results are used to illustrate how k"-to-default spreads depend on the
strength of default interaction, on the underlying market CDS-prices used for calibration,
and on the amount of inhomogeneity in the portfolios.

Section 6 discusses numerical issues and some possible extensions, and the final section,
Section 7 summarizes and discusses the results.

2. PRICING k'"-TO-DEFAULT SWAP SPREADS

In this section and in the sequel all computations are assumed to be made under a
risk-neutral martingale measure P. Typically such a P exists if we rule out arbitrage

opportunities.

Consider a k''-to-default swap with maturity 7 where the reference entity is a basket
of m bonds, or obligors, with default times 71, 7», ..., 7, and recovery rates ¢, ¢a, . . ., Om.
Further, let 7} < ... < T} be the ordering of 71,7, ..., Tn. For kt"-to-default swaps, it is

standard to let the notional amount on each bond in the portfolio have the same value,
say, IV, so we assume this is the case.

The protection buyer A pays a periodic fee Ry NA, to the protection seller B, up to
the time of the k-th default T}, or to the time T', whichever comes first. The payments are
made at times 0 < ¢; <ty < ... <t, =T. Further let A; =¢; —t;_; denote the times
between payments (measured in fractions of a year). Furthermore, if default happens for
some Ty € [t;,tj+1], A will also pay B the accrued default premium up to 7j. On the
other hand, if T}, < T', B pays A the loss occurred at T}, that is N(1 — ¢;) if it was obligor
7 which defaulted at time T}.

The constant Ry, often called k-th-to default spread, is expressed in bp per annum and
determined so that the expected discounted cash-flows between A and B coincide at ¢t = 0.
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This implies that Ry is given by

>t B (L <ry D(T) (1 — 6i) Lz —ry]
> E [D(t)A g5,y + D(T) (Te — tj-1) Ly _ycr<t} ]

R;, = (2.1)

where D(T') = exp (— fOT rsds> , and r; is the so called short term risk-free interest rate

at time t. Note that N does not enter into this expression. Thus, we will from now on
without loss of generality let N = 1 when discussing spreads on credit swaps.

In the credit derivative literature today, it is standard to assume that the default times
and the short time riskfree interest rate are mutually independent, and that the recovery
rates are deterministic. Under these assumptions Equation (2.1) can be simplified to

R, = Z ¢2 fo dF]“( )
i1 (B(tj)Aj(l — F(t;) + [, B(s) S—tj—l)dFk(S))

where B(t) = E[D(t)] is the expected value of the discount factor, and Fy (t) = P [T} <]
and Fy; (t) =P [T} < t, T}, = 7;] are the distribution functions of the ordered default times,
and the probability that the k-th default is by obligor ¢ and that it occurs before ¢, respec-
tively. It may be noted that in the special case when all recovery rates are the same, say
¢; = ¢ the denominator in (2.2) can be simplified to (1 — fo s)dFy(s), and hence the
F},; are not needed in this case.

The latter of course in particular holds if there is only one bond (or obligor) so that
m = 1. This case gives the most liquidly traded instrument, called a single-name Credit
Default Swap (CDS), which has special importance in this paper as our main calibration
tool.

(2.2)

3. INTENSITY BASED MODELS REINTERPRETED AS MARKOV JUMP PROCESSES

In this section we define the intensity-based model for default contagion which is used
throughout the paper. The model is then reinterpreted in terms of a Markov jump process.
This interpretation makes it possible to use a matrix-analytic approach to derive computa-
tionally tractable closed-form expressions for single-name CDS spreads and k-th-to default
spreads. These matrix analytic methods has largely been developed for queueing theory
and reliability applications, and in these context are often called phase-type distributions,
or multivariate phase-type distributions in the case of several components (see e.g. [2]).

With 7,75 ..., 7, default times as above, define the point process N;; = 1, <; and
introduce the filtrations

Fri =0 (Nogis < 1), \/fm

Let \;; be the F-intensity of the point processes NV, ;. Below, we will for convenience often
omit the filtration and just write intensity or ”default intensity”. With a further extension
of language we will sometimes also write that the default times {7;} have intensities {A;;}.
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The model studied in this paper is specified by requiring that the default intensities have
the following form,
)\t,i =a; + Zbi7j1{7—j§t}’ t S Tis (31)
J#i
and \;; = 0 for t > 7;. Further, a; > 0 and b, ; are constants such that );; is non-negative.

The financial interpretation of (3.1) is that the default intensities are constant, except at
the times when defaults occur: then the default intensity for obligor ¢ jumps by an amount
b; ; if it is obligor j which has defaulted. Thus a positive b; ; means that obligor 7 is put
at higher risk by the default of obligor j, while a negative b; ; means that obligor 7 in fact
benefits from the default of j, and finally b; ; = 0 if obligor 7 is unaffected by the default
of j.

The intensities in Equation (3.1) only depend on which obligors that have defaulted, and
not by the order in which the defaults have occurred. Thus it is a model for Unordered
Default Contagion. A more general case is when the intensities also are affected by the
order in which defaults have happened. The approach outlined below works equally well
for such Ordered Default Contagion. We make some further comments on this at the end
of the present section.

Equation (3.1) determines the default times through their intensities. However, the
expressions (2.1) and (2.2) for the k'*-to-default spreads are in terms of their joint distri-
butions. It is by no means obvious how to go from one to the other. Here we will use the
following observation.

Proposition 3.1. There exists a Markov jump process (Yi)i>o on a finite state space E
and a family of sets {A;}" | such that the stopping times

7, =1inf{t > 0:Y; € A;}, 1=1,2,...,m, (3.2)
have intensities (3.1). Hence, any distribution derived from the multivariate stochastic
vector (T1, T, ..., Tm) can be obtained from {Y;}i>o.

In this paper, Proposition 3.1 is throughout used for computing distributions. However,
we still use Equation (3.1) to describe the dependencies in a credit portfolio since it is
more compact and intuitive. Proposition 3.1 is rather obvious, and perhaps most easily
understood by examples, see below. However, we still give one possible formal construction,
since it provides notation which anyhow is needed later on.

Proof of Proposition 3.1. We construct the state space as a union,
E=|JE,. (3.3)
k=0

where E} is set of states consisting of precisely k elements of {1,...m},
E.={j={n,---gk}: 1<5<m, i=1,...k}. (3.4)
for k =1,...m, and where E; = {0}. The interpretation is that on the set Ey no obligors

have defaulted, on {j1,...jx} the obligors in the set have defaulted, and on E,, all obligors
have defaulted.
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The Markov jump process (Y;)i>o on FE is specified by making {1,...m} absorbing and
starting Y in {0}, and by specifying its intensity matrix Q. The latter specification is that
transitions are only possible from Ej to Ex,1, and that for a state 5 = {j1,72,...,Jx} €
E;, a transition can only occur to a state 3 = (J,jrs1) € Erp1 where jpy1 # j; for
i =1,2,... k. Further, the intensity for transitions from j = {j1, jo, ..., Jx} € E} to such
aj is

k
ijj’ = Qg T Z bjk+17ji' (3.5)
i=1
The diagonal elements of Q is determined by the requirement that the row sums of an

intensity matrix is zero.
Next, set

A, ={j € E:j,=iforsome j, €j}
and define the hitting times 7,..., 7, by

This construction is illustrated in Figure 1 for the case m = 3. It is clear from the
construction that 7, ..., 7, have the intensities (3.1), see e.g. [34], Chapter 4. As a final

b2
Gl e
o ﬂ {1,2}

3]

ao + b2 1+ bg 3
{0} %{2} {173} 7 7 >{1’273}

as

3 as + 6273

B} ——2 %28 3

Figure 1: Illustration of the construction for m = 3. Arrows indicate possible transitions, and
the transition intensities are given on top of the arrows.

aside, when we write down @ as a matrix it is computationally convenient to order the
states in E so that @ is upper triangular. This can be done by letting {0} be first, then
taking the states in E; in some arbitrary order, followed by the states in E5 in some
arbitrary order, and so on. 0
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Table 1: The number of states in the unordered and ordered case for different number of obligors,
m.

m | unordered | ordered
5132 326

6 | 64 1957
71128 13700

8 | 256 109601
91512 986410
10 | 1024 9864101

So far we have considered Unordered Default Contagion. In Ordered Default Contagion,
also the order in which the defaults occur influence default intensities. In our setup, this
corresponds to changing the form (3.1) of the intensities to

)\t,i =a; + Z bz,gl Tj1<~~~<7j‘j‘gt}’ Ti Z t, (37)
jeP
and A\;; = 0 when ¢ > 7;. Here P contains all the ordered subsets 3 = (jl, o ,jm) of the
set {1,2,...,m}. Furthermore, a; and b; ; are constants such that A\,; > 0.

It is easy to see that the construction for Proposition 3.1 can be extended to the case
(3.7). The basic change which has to be made is to change E} from the set of all subsets
of size k of {1,...m} to the set of all ordered subsets of size k.

Changing from unordered to ordered default contagion however increases the number of
states in E violently. For unordered default contagion

|E| =2"

while for ordered default contagion

— | m
|E| = ; n! (n) .
Table 1 shows the number of states in the unordered respectively ordered case for different
sizes of the number m of obligors.

It is of course up to the modeler to decide if it is appropriate to use ordered or unordered
default contagion. However, from the table we see that in practice it is mainly convenient
to work with unordered default contagion. Further, if possible one should for large m try
to reduce the number of states in E further, for example by using symmetries.

4. THE MATRIX-ANALYTIC METHOD

We now use the matrix analytic method, see e.g. [1] to find expressions for Fj, (t) =
P[T}, <t] and Fy; (t) = P [Ty < t,T} = 7], the distribution functions of the ordered default
times, and the probability that the k-th default is by obligor ¢ and that it occurs before t.
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The first one is more or less standard, while the second one is less so. These expressions
in turn give possibilities to compute the quantities which are at the center of interest
in this paper, the k''-to-default spreads. Our development is closely related to so-called
multivariate phase type distributions, see e.g. [2].

Define the probability vector p () = (P[Y; = j]);cg and let a = (1,0,...,0) € RIZ]
be the initial distribution of the Markov jump process and let its generator be Q. From
Markov theory we know that

p(t)=ae?, and P, =j]=ace;, (4.1)

where e; € RI®l is a column vector where the entry at position j is 1 and the other entries
are zero. Furthermore, e® is the matrix exponential which has a closed form expression
in terms of the eigenvalue decomposition of Q.

Next, define vectors m®) of length | E| by requiring that

® _ J 1if jeUE;
i { 0 otherwise . (4.2)
Then,
P (T, > t] = ae@m®, (4.3)

since m® sums the probabilities of states where there has been less than k defaults.

Hence, what is left to compute is P [T} > ¢,T; = 7;]. For this we use the imbedded
Markov chain (Y7, ) . By definition, the transition probability matrix P for (Y7, )™, is
given by

Q..
P..=P }a% ::j/|y&h7 ::j ::____;Ll___> jaj/65127
2 [ L=l 2 ki Qik

with the ordering of the states in P the same as for Q.
Further, let h“* be vectors of length |E| and let G** be |E| x | E| diagonal matrices,
defined by

Rik 1 if JEeANE,
31 0 otherwise ,

and
33 ] 0 otherwise .

We now establish the following result.
Proposition 4.1. With notation as abowve,

k=1 [k—1
P[Ti >t Ty =7] = ey (H G”’P) hik, (4.4)

=0 \p={

fork=1,...m.
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Proof of Proposition 4.1. We will use the following fact, which is straightforward to estab-
lish, and standard in Markov chain theory:

If {X,} is a stationary, discrete time, finite state space, Markov chain with initial dis-
tribution p and transition matrix P, and FE,,... E} are subsets of the state space, then

P [XO eFEy.. X,€ Ek] =pGyPGP ... G;_Phy,

where the G-s are diagonal matrices with diagonal elements equal to one for state j if
J € E,; and zero otherwise, for £ = 0,...k — 1, and h; is a column vector with a 1 in
position j if j € Ey.

Let A{ be the complement of A; in E, i.e. the set of all states where i has not defaulted.
By an appropriate translation to the situation and notation above, in particular replacing
p by ae®, and if T) <t < Tyy1 < Tj, we obtain that

P [Y; c AZC N Eg, YTZ+1 € AZC N Ef—l—la R YTk71 € AZC N Ek—l; YTk S Al N Ek]
= ac?G"'PG" .. G PR,
Since

P[Tk>t,Tk:Ti

k—1
=Y P eAYNE.Yy,, € ACNE ... .Y, € AUNE, Yy, € AN Ey],
=0
this proves (4.4). O

5. NUMERICAL STUDIES

In this section we will use the theory developed in previous sections to study, in a realistic
numerical example, how different factors affect the size of k-th to default spreads. For this
it is convenient to reparameterize the basic description (3.1) of the default intensities to

the form
>\t,i = Q; (1 +c Z 9i7j1{Tj§t}) s (51)
J=1j#i
which was suggested in [20]. In this parametrization, the a; are the base default intensities,
c measures the general "interaction level” and the 6; ; measure the "relative dependence
structure”.

First, in Subsection 5.1 we introduce a portfolio consisting of 15 telecom companies
which is used as a basis for the numerical studies. We further ”semi-calibrate” our model
to this portfolio, using CDS spreads taken from Reuters.

We then study the influence of portfolio size on k**-to-default spreads, (Subsection 5.2),
of changing the interaction level (Subsection 5.3), the impact of using inhomogeneous
recovery rates (Subsection 5.4), the sensitivity to the underlying CDS spreads (Subsection
5.5), and finally compare a model with non-symmetric dependence to a corresponding
symmetric model (Subsection 5.6).
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For the rest of this paper we will assume that the 6, ; are given - hence the term ”semi-
calibrations”, cf. Subsection 5.1. It is a topic for future research to find out how to
estimate the 6;;. For example, using liquid market data on CDO’s will give us more
information which can be used for some cases. The rapidly increasing market of credit
portfolio products may also help. In Section 7 we discuss this topic in more detail.

Numerical studies always carry the risk of programming errors and numerical instabil-
ity. However, fortunately we have been able to benchmark our numerical methods to an
example from [19], pp. 19-20 and [20], which as far as we know, are the only available
results on default contagion for nonsymmetric portfolios with more than three bonds.

The paper [19] studies a portfolio with five bonds and time-dependent default intensities,
and uses numerical solution of differential equations to compute spreads for a number of
cases. Our model for intensities doesn’t directly allow for time-dependence, but it was still
possible to approximate the portfolio in [19] with our model, calibrate it as discussed in
Section 6 below, and compare the spreads thus obtained with those in [20]. The results
agreed to at least four significant digits in all cases, which lends some confidence to our
numerical implementation.

5.1. A telecom portfolio. Table 2 describes the portfolio which is used in our numerical
studies. The data was obtained from Reuters at August 23, 2005. We have assumed a
fictive recovery rate structure and also a fictive relative dependence structure ¢; ; which is
given in Table 8 in Appendix, and we used the interaction level ¢ = 0.5. The interest rate
was assumed to be constant and set to 3%, and the protection fees were assumed to be
paid quarterly. The maturity was 5 years. The a;-s are obtained by individual calibration
to the CDS spreads in Table 2. From Table 8 we see that the intensities can jump up to
284% of their "base values” a;, when ¢ = 0.5. In case both bid and ask prices for the CDS-s
were given, we used their average. The calibration is described in more detail in Section 6.
We refer to the entire procedure - using the fictive recovery rates, the fictive dependence
structure and the calibrated base intensities - as semi-calibration.

5.2. Dependence on portfolio size. To study the dependence on portfolio size, we
considered 6 different sub-portfolios. The first portfolio consisted of the 10 first bonds
from Table 2, the second of the 11 first bonds, and so on, until the last portfolio which
contained all the 15 bonds in the table. Each subportfolio with m obligors had a dependence
structure given by upper left m x m submatrix of the matrix given in Table 8. When we
calibrated the subportfolios against the market CDS spreads, the corresponding sum of
the absolute calibration error never exceeded two hundreds of a bp. For each portfolio the
kt-to-default spreads were computed from Equation (2.2). The results are shown in Table
3. The spreads are only shown for £ < 5. The remaining spreads were all less than six
hundreds of a basis point.

In the table the spreads increase as the size of the portfolio increases, as they should.
Quantitatively, the increase from a portfolio of size 10 to one of size 15 is 47% for a 15-
to-default swap, 92% for a 2"%-to-default swap, 168% for a 3"%to-default swap, and for
a 5'-to-default swap the increase is 700%. Further, for a portfolio of size 10 the price



DEFAULT CONTAGION IN PORTFOLIO CREDIT RISK 11

Table 2: The Telecom companies and their 5 year CDS spreads.

Company bid ask time recovery %
British Telecom 40 44 |23 Aug, 09:33 32%
Deutsche Telecom | 34 23 Aug, 19:18 48%
Ericsson 54 54 | 23 Aug, 18:27 45%
France Telecom 38 42 |23 Aug, 17:13 34%
Nokia 21 23 |23 Aug, 12:25 |  42%
Hellenic Telecom 43 | 23 Aug, 19:18 41%
Telefonica 34 38 | 23 Aug, 09:34 29%
Telenor 26 23 Aug, 12:25 39%
Telecom Italia 47 23 Aug, 19:34 51%
Telia 35 | 23 Aug, 12:25 41%
Port Telecom Int | 34 38 | 23 Aug, 12:10 47%
MMO2 47 |23 Aug, 16229 | 33%
Vodafone 24 28 | 23 Aug, 12:59 35%
KPN 38 42 |23 Aug, 09:33 |  43%
Telekom Aus 35 | 04 Aug, 19:59 50%

Table 3: The k-th-to default swap premiums in basis points (bp). The first column is for the 10
first obligors in Table 2, the second is for the 11 first obligors, and so on.

m=10 m=11 m=12 m=13 m=14 m =15
357.7 389.8 432.3 456.6 493.3 526.1
55.38 65.27 77.48 84.34 95.96 106.8
7.649 9.963 12.84 14.49 17.47 20.40
0.8698 1.281 1.814 2.132 2.744 3.366
0.08026 0.1373 0.2167 0.2678 0.3701 0.4795

U W N |5

of a 1%t-to-default swap is about 4500 times higher than for a 5"™-to-default swap. The
corresponding ratio for a portfolio of size 15 is about 1100.

5.3. Dependence on the interaction level. In this subsection we use a portfolio con-
sisting of the 9 first obligors in Table 2 to study how spreads are affected by the interaction
parameter ¢ which was taken to be 0.5 in the previous section. As above, we let the depen-
dence parameters be given by the upper left part of Table 8. We first note that by (5.1)
the value of ¢ enters into the calibration of the base intensities a;: a higher value of ¢ will
lead to smaller a;-s, and hence ¢ affects spreads both directly, and indirectly through its
influence on the base intensities.

The dependence of the spreads on the interaction level is illustrated in Figure 2. The
15%-to-default spread decreases with increasing interaction level, and for k larger than 2
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the spreads increase. However, it looks as if the 2"-to-default spread may have a local
maxima. To confirm that this is indeed possible, we experimented with different depen-
dence structures. One result was Figure 3, which depicts the same graphs as Figure 2 but
for different 0, ;, given by Table 7 where some of elements 6; ; are much bigger than the
corresponding numbers in Table 8. In this figure, the 2"?-to-default spread has a clear local
maximum.

It might be worth noting that the graph of the 1¥-to-default spread as a function of
the interaction level ¢, roughly had the same structure as the corresponding graph for
the intensity for 77, see Figure 6. However, the same was not true for the 2"¢-to-default
spread. This can be seen from Figure 7 which shows the intensity Z?:Li £ a;(14 cb; ;) for
the second default 75, when the first default was by obligor j, for j = 1,2,...9.

The case ¢ = 0 is of special interest since it means that the defaults are independent
of one-another. In particular, Figures 2, 3 and 4 quantifies the errors made in computing
spreads as if obligors where independent in cases where there in fact is default contagion.
Further, in Figure 3 we note that for very large interaction levels, the spreads for 1 <
k < 5 tend to converge into a narrow interval, compared with the case with very small
interactions. The intuitive explanation for this may be that once one obligor default,
several other will quickly follow. Finally, note that as the interaction level increases, the
spreads for 6 < k£ < 9 drastically increases and can thus no longer be neglected (see Figure
4), as for example in the Table 3 where ¢ = 0.5.

k-th—to default spread as a function of interaction level ¢

350

1%'to default spread
—e— 2"_to default spread
—— 3™_to default spread

4"—to default spread

300

250 t
5" -to default spread

N

o

o
T

=

(42

o
T

k-th—to default spreads (in bp)

100

2
SOW e N

0 2 4 6 8 10 12 14 16 18
interaction level, ¢

Figure 2: The k''-to-default spreads as a function of the interaction level ¢, for a portfolio
consisting of the first 9 obligors in Table 2.
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k-th—to default spread as a function of interaction level ¢
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Figure 3: The different k*"-to-default spreads for k£ < 5 as a function of the interaction level ¢,
for a portfolio consisting of the first 9 obligors in Table 2 with dependence structure

given by Table 7.

k-th-to default spread as a function of interaction level ¢
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Figure 4: The different kth_to-default spreads for 6 < k < 9 as a function of the interaction
level ¢, for a portfolio consisting of the first 9 obligors in Table 2 with dependence

structure given by Table 7.
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aasa function of ¢
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Figure 5: The base intensities a; as functions of the interaction level ¢ for a portfolio consisting
of the first 9 obligors in Table 2 with dependence structure given by Table 7.

Zigzlai as a function of ¢
0.06 T T T

0.055

0.05f

0.0451

0.04

0.035F

0.03|

sum of calibrated a. parameters

0.025

0.02

! ! I

.
2 4 6 8 10 12 14 16 18
interaction level, c

0.015 - . . -
0

Figure 6: The intensity for 77, as a function of the interaction level ¢, for a portfolio consisting
of the 9 first obligors in Table 2 with dependence structure given by Table 7.
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Figure 7: Intensities for 75 when the first default was by obligor j, for a portfolio consisting of
the 9 first obligors in Table 2 with dependence structure given by Table 7.

Table 4: The relative difference in percent between k**-to-default swap spreads priced with ho-
mogeneous recovery rates and nonhomogeneous recovery rates. The different recovery
rates are displayed in Table 6 in Appendix 8

k|std =324 std=4.90 std =6.92 std=11.10
1 0.13 0.16 0.20 0.23
2 1.27 1.35 2.05 2.74
3 2.81 3.25 5.13 6.71
4 4.27 5.17 8.45 11.10
3 5.60 6.99 11.69 15.51

5.4. Dependence on the recovery rates. In this subsection the numerical experiment
aimed at investigating to what extent k*"-to-default swaps spreads for portfolios with non-
homogeneous recovery rates differ from the spreads in a corresponding portfolio where all
recovery rates are the same and equal to the average of the nonhomogeneous rates.

The experiment was performed on a portfolio consisting of the first 11 obligors in Table
2 with dependence structure given by the upper left 11 x 11 submatrix of the matrix
given in Table 8. We studied five different cases. In the first one all recovery rates were
set to 40%. In the other four cases the recovery rates were varied "randomly” around
approximately the mean 40%, but with the different standard deviations 3.24,4.90,6.92
and 11.10, respectively. The results are displayed in Table 4. For the 1%- and 2"?-to-
default spreads, the inhomogeneous cases differed from the homogenous one by at most
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3%, and even the largest difference, for & = 5 and for the standard deviation equal to
11.10%, was only 15%. The different recoveries are displayed in Table 6 in Appendix 8

5.5. Dependence on the market spreads. In this subsection we investigate in numer-
ical experiments how the k*'-to-default swap prices change when the market prices of the
underlying single-name CDS prices change.

The first experiment used a portfolio consisting of the 5 first obligors in Table 2. The
CDS spreads for obligors 1, 3, 4 were held at their market values, and while the CDS spreads
for obligors 2 and 5 were varied from 10 to 225 in steps of 10 bp. The resulting k*-to-
default spreads increased smoothly as the CDS spreads increased, and this increase was
more dramatic for larger k-s, see Figure 8.
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Figure 8: k'"-to-default spreads as function of market CDS spreads. The portfolio consisted of
the first 5 obligors in Table 2. The CDS spreads for obligors 1 and 5 were varied,
while the others were held constant.
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5.6. Approximation by a symmetric portfolio. A portfolio is symmetric if the obligors
are completely interchangeable. In the intensity formulation (5.1) for unordered default
contagion, this means that the parameters a; all are equal, and similarly the 6, ; are the
same for each obligor and the ¢; are equal. To compute spreads it then is sufficient to
keep track of how many obligors have defaulted, but there is no need to know which ones
it was. Here we consider the special case of (3.1) where all obligors have the same default
intensities \;; = A; specified by \; = a + Zzzll bil{n.<yy where {T}} is the ordering of
the default times {7;}. For this symmetric case, the Markov jump process constructed in
Proposition 3.1 can be collapsed into a chain with the m + 1 states {0},{1},...{m}. The
interpretation is that the chain is in the state {k} if precisely k& obligors have defaulted.
In the literature such a process is called a death process. This new state space is very
much smaller state than the one in Proposition 3.1, which means that it is possible to do
numerical computation for much larger portfolios, with hundreds or thousands of obligors,
see e.g. [30] where CDO-tranche spreads are computed on portfolios with 125 obligors in
such a symmetric model.

It is hence of interest to understand how well non-symmetric portfolios can be approx-
imated by symmetric ones. To explore this we constructed and semi-calibrated three dif-
ferent portfolios, 1) the telecom portfolio from Table 2 with all recovery rates set to 40%,
2) the telecom portfolio with the recovery rates given in Table 2 (the standard deviation of
these rates are 6.88%), and 3) the telecom portfolio with the first 11 recovery rates given
by the last row in Table 6 and the remaining rates for obligors 12 to 15 set to 30, 32,40
and 60% (the rates then have standard deviation 11.71%). In all cases the dependence
structure was given by Table 8 and the interaction level was ¢ = 0.5.

Each of these three portfolios was then approximated by a symmetric portfolio. In the
symmetric approximating portfolio all recovery rates were set equal to the average of the
recovery rates in the original portfolio. The jump parameters where assumed to be the
same so b, = b at each default time 7). Further, the parameters a and b were chosen so
that the model CDS spread in the symmetric portfolio coincided with the average market
CDS spread in the nonsymmetric counterpart, and so that the first-to-default spreads also
agreed.

From Table 5 we see that the relative differences are small. For k& = 2 and 3 they
increase as the standard deviation of the recovery rates increase. However, for k = 4 and
5 the relative differences for the second portfolio (std = 6.88) somewhat surprisingly are
smaller than for the other two cases. For the nonhomogeneous recovery rate cases, the
relative differences are not monotone in k. Finally, for 6 < k£ < 15 the differences can
range between 9% up to 130% where the error on average increases with k. However, for
each case the sum of these spreads are smaller than one tenth of a bp.

6. CALIBRATION AND NUMERICAL IMPLEMENTATION

In this section we discuss the computational aspects in more detail. Subsection 6.1 gives
a short description how to calibrate (or semi-calibrate) the model (5.1) against market data
and formulas for the CDS and k*"-to-default spreads, and Subsection 6.2 discusses how to
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Table 5: The difference in k*-to-default swap spreads between an approximating symmetric
portfolio and a nonsymmetric portfolio, in percent of the spreads for the nonsymmetric
portfolio; for three different cases. For k = 1 the difference is by construction (almost)

Zero.
k|std=0 std=6.88 std=11.71
2| 0.153 0.587 1.98
3| 0.811 0.850 3.37
4| 224 0.339 3.82
5| 4.65 1.26 3.13

compute the matrix exponential. Subsections 6.3 and 6.4 consider more general models
and computation by simulation, respectively.

6.1. Calibration. As discussed above, we assume that the relative dependence structure
0; ;, the interaction level ¢ and the recovery rate structure ¢, ..., ¢,, all are exogenously
given - hence the term ”semi-calibration”. The base intensities a; are then obtained by
individual calibration to the market CDS spreads. The calibration uses a nonlinear least
squares method where the model CDS spreads R”) are matched against the corresponding
market CDS spreads R*™. Thus the base intensities are computed as

(a,...,a,) = argmin Z (R — R(")(&))2
a=(a1,...am) =3

where we have emphasized that the R®) are functions of the parameters a = (a1, ..., ap,).
We then use the calibrated base intensities a; with {6, ;, ¢;, ¢} to compute the kt"-to default
spreads Rj.

Reverting to the notation of (3.1), closed-form expressions for R, and R® may be
obtained by inserting (4.3) and (4.4) into (2.2). For ease of reference we exhibit the
resulting formulas (detailed proofs can be found in [28] or [29]).

Proposition 6.1. Consider m obligors with default intensities (3.1) and assume that the
interest rate r is constant. Then,

a (A(0) — A(T)) ™

Ry =
* (Z?zl (AjeRie"t + C(tj-1, tj))> m(¥)
and |
RO — (1-¢i)a (A(0) — A(T)) g |
o (S (Aje@ue s + Clty1,)) ) g
Here

m k-1 [k—1
¢ =>"(1—¢) R*R*  and R* =" (H G”’P)
=/

i=1 =0
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and
C(s,t) = s (A(t) — A(s)) — B(t) + B(s),
where
A(t) =@ (Q-rD)" Qe
B(t)=e¥ (tI+(Q—rI) ) (Q—rI)" Qe
Finally, g is an |E| column vector such that

<i>_{1if jeAy

3 7 ) 0 otherwise .

There are several possible computational shortcuts. The quantities g, h**, g% and
m® do not depend on the parametrization, and hence only have to be computed once. The
row vectors a (A(0) — A(T)) and o (317, (Ane@me™ + C(t,-1,t,))) are the same for
all CDS spreads and all £*-to-default swap spreads and hence only have to be computed
once for each parametrization {a;,6; ;, ¢;,c}. The same holds for qb(k) for each k. Further-
more, if A,, is constant then o (2221 (Anth"e_”" + C(tn_l,tn))) can be simplified in
terms of e@". If the ¢; are the same for all obligors, ¢*) can be replaced by (1—¢)m®.
Next, if we rewrite the sum R** as R"* = f;é MU where MY9F = H];;; G'"?P then
MY = G PMY® which is useful for computation. Also note that (Q — rI) is
invertible since it is upper diagonal with strictly negative diagonal elements. The condi-
tioning number of (Q — rI) is often large, but still we have not encountered numerical
problems in computing the inverse.

6.2. Computation of the matrix exponential. The main challenge in Proposition 6.1
is to compute the matrix exponential e?*. We have mainly experimented with two different
numerical methods; direct series expansion of the matrix exponential and the uniformiza-
tion method (which sometimes also is called the randomization method). Both were fast
and robust for our problems. However, while the series expansion method lacks lower
bounds on possible worst case scenarios (see [46]), the uniformization method provides
analytical expressions for the residual error. Furthermore, previous studies indicate that it
can handle large sparse matrices with remarkable robustness, see e.g. [55], [26] or Appendix
C.2.2 in [40]. We have therefore chosen the uniformization method. A probabilistic inter-
pretation of the method can be found in [26] and pure matrix arguments which motivates
the method are given in [55] and Appendix C.2.2 in [40].

There are many different methods to compute the matrix exponential ([46] [47]). How-
ever, most of the other standard methods are not adapted to very large, but sparse, matrices
and don’t seem possible when the state space is larger than a few hundred (see [55],[26]).
As one example, it is tempting to try eigenvalue decomposition since the eigenvalues are
given by the diagonal of Q. However, in our examples this method failed already for m =9
since the eigenvector matrices turned out to be ill-conditioned, which introduced large nu-
merical errors in the inversions. Compared to e.g. Krylov-based methods or ODE methods
the uniformization method is relatively simple to implement.
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The uniformization method works as follows. Let A = max{|Q;;|:j € E} and set

|
~ 7,3
P =Q/A+1. Then
L ~n (A"
Qt — ZP e AtT. (6.2.1)

Recall that p (t) = ae?! and define p (¢, ) =aYN P e‘At . Let € > 0 be arbitrary
and pick N(g) so that 1 — > :(0) e‘At(A;,) < e. Then the L1 error ||p (t) — p(t, N(¢))|1
is also less than e, i.e., p (¢, N(¢)) approximates p () with an accumulated absolute error
which is less than e. Furthermore, since all entries in p (¢, N(¢)) are positive there are no
cancelation effects and the approximation error decreases monotonically with increasing
N. Furthermore, for fixed N, the error ||p (t) — p (t, N)||1 is also decreasing in t.

Further useful properties of (6.2.1) are that it separates the computation of P" from the
time dependent components and that

/ e @Dty — ZP I<A+7” (T), (6.2.2)
0

where
IOt = /t s"e Pds
e Pt
- [(=Bt)" = n(=pt)" " +n(n—1)(=4t)" 7 — ...+ (-1)" " (n—DI(-pt)] .

Since I1” (t) > 0, there are no cancelation effects in the approximation of the RHS in
(6.2.2). Truncating the sum in the RHS in (6.2.2) gives an approximation to the integral
in the LHS. In this case, the error control requires a little more work.

For m < 13, we used a standard laptop with 1024 MB RAM. For m = 14 and m = 15
the memory requirements were too big for the laptop so the computations were done on
a Sun Solaris, 2x900 MHz UltraSPARC-III with 5GB RAM. As an example if m = 15,
c¢=0.5,T =5 and 6; ; were as in Table 8 and if we put ¢ = 3.33-107'¢ (the floating-point
relative accuracy for the number 1 in Matlab is 2.22 - 107!) then our calibration against
Table 2 implied that A = 0.2500 and that N(g) = 19 terms were needed in the computation
of p(T,N). Furthermore, the calibration errors were neglige: the sum of the individual
absolute calibration errors were less than two tenths of a bp.

A further point is that our matrices in general are very large, for example if m = 15 then
the generator has 2' = 32768 rows and thus contain 23° ~ 1. billion entries. However,
at the same time it is extremely sparse and the sparseness is increasing with m. E.g., for
m = 15 there are only 0.025% nonzero entries in Q, and hence only about 280.000 elements
have to be stored.

A final point is that we are not interested in finding the matrix exponential itself, but
only the probability vector p(¢). This is important, since computing e?* is very time and
memory consuming compared with computing ae@*. For example, using the uniformization
method with t = 5, m = 14 and € = 3.331 - 1071°, which implies that N(¢) = 19 the time
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to find p(t) in Matlab, by first computing e?* with the uniformization method and then
multipling this matrlx with a, was 42.3 seconds. On the other hand, computing p(t) via

the vectors aP" only took 0.14 seconds, and hence was about 300 times faster.

To get the same accuracy with direct Taylor method required 32 terms in the truncated
sum. For this case, the corresponding computational times where 108 seconds and 0.25
seconds. The quick method was about 450 times faster than the slow one. Further, the
uniformization method was about 2.5 and 1.8 times faster compared to the corresponding
slow and quick Taylor methods. The reason was that the Taylor method required 32 terms
in the sums, compared to the 19 needed for the uniformization method.

6.3. Extensions. It is natural to believe that the default intensity of a obligor in addition
to dependence on defaults of other obligors also depends on exogenous macroeconomic
and market factors. It is possible generalize Proposition 3.1 in Section 3 to the case
when the parameters a; and ;7 in the formula (3.1) for the intensity depend on some
background random process. The idea is to first condition on the whole realization of the
background process and then treat (Y;):;>o as an inhomogeneous Markov jump process with
time-dependent generator. It is usually impossible to find tractable closed-form expressions
for distributions derived from (7, ..., 7,) for this case. Instead, to use our method one
has to rely on a fine discretisation of time.

We also note that Proposition 3.1 does not seem easily applicable if the parameters in the
intensities depend of the default times. For example, so called self-exciting point processes
(or Hawkes processes), see e.g. [27] with intensities given by

=a;+ Y bije T < (6.3.1)
J#i
are therefore not suited to our setup. Applications of Hawkes processes in credit risk are
discussed in e.g. [23], [22] and [17].

6.4. Simulation. An alternative to numerical computation is to use simulation to produce
realizations of the random vector (71,72 ...,7,). If the intensities are given by (3.1) this
is straightforward, see e.g. [34].

The so called total hazard construction ([49], [54]) can be used in more general circum-
stances where the intensities may be functionals of the default times as well as of time, see
e.g. (6.3.1). The paper, [15], we believe, was the first to point out that the total hazard
construction can be used in credit risk. In Chapter 5 of [58], the author used the total-
hazard construction to study four cases of default contagion. Three of these cases can be
handled without invoking the total-hazard construction, for example using our approach,
cf also [49]. The fourth case, which considers stochastic parameters, can actually also be
treated without the total hazard construction. The case with a stochastic processes X in
the parameters as in [58], is handled by doing a straightforward extension of the results in
[49], [54].

To simulate one needs to know the values of the parameters. It is far from trivial how to
estimate the parameters in general. Although one can repeat the simulations with different
parameters until the model is calibrated, this is often very time consuming.
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7. DISCUSSION AND CONCLUSIONS

In this paper we considered the intensity based default contagion model (3.1), where the
default intensity of one firm is allowed to change when other firms default. The model was
reinterpreted in terms of a Markov jump process, and this reinterpretation made it possi-
ble to derive closed form expressions for k*'-to-default spreads. With the computational
resources available to us these expressions were tractable for general portfolios with up to
15 obligors. These are much larger than the general examples treated by other authors.

We used a synthetic telecom portfolio with 15 companies taken from Reuters at August
23, 2005 in a numerical study of how default contagion influences k*'-to-default spreads.
For this we performed a ”semi-calibration” of the portfolios where interaction parameters,
interest rates and recovery rates were assumed obtained from prior knowledge but where
the baseline default intensities were calibrated to market CDS spreads. The questions we
tried to illustrate were:

How did the size of the portfolio influence k"-to-default spreads? In our example, the
1*h-to-default spread increased by about 50% when the portfolio size increased from 10 to
15 and by about 700% for a 5'-to-default spread. For a portfolio of size 10 the prize of
a 1%*-to-default spread was about 4500 times higher than for a 5"-to-default spread and
for a portfolio of size 15 the spread was about 1100 times higher. Qualitatively this is
completely as expected. However it would seem rather impossible to guess the sizes of the
effects without computation.

How were k™"-to-default spreads influenced by the strength of interaction in the portfo-
lio? We considered two examples. In those the 1*-to-default spread decreased when the
interaction became stronger, and the higher order than 2"-to-default spreads decreased.
In the first example there was some indication that 2"-to-default spreads first increased
and then decreased, and this was clear in the second example. This last finding may be
somewhat counterintuitive. A possible intuitive explanation may be that as the interaction
increases, the 2"%-to-default will have a behavior more like the 1**-to-default spread. This
view is also supported by nothing that when the interaction level is extremely big, all swap
spreads tend to converge into a narrow interval, compared with the case with very small
interaction, see e.g. Figure 3. The results also illustrate the error made if one assumes
independence in cases where there in fact is default contagion.

How did k™ -to-default spreads depend on the underlying market CDS spreads? The k-
to-default spreads increased smoothly with increasing market spreads. The increase was
greater for larger k-s. This first result was complectly as expected, and the second one
perhaps slightly less obvious.

How were spreads affected by non-homogeneities in the recovery rates? The spreads were
virtually unchanged by moderate inhomogeneities in the recovery rates. This agrees with
earlier findings for single-name CDS-s, see e.g. [32].

Does approzimation of a non-homogeneous portfolio with a homogenous one work well?
In our example the approximation worked quite well. The interest of this comparison is
that the computational burden for a homogenous portfolios is very much smaller than for
non-homogeneous ones.
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As a general comment, qualitatively most of the results summarized above were as was
expected beforehand. However, it seems difficult to guess the sizes of the effects without
actually doing the computations.

How can we estimate the dependence structure ? There are several possible ways to
estimate, or calibrate the dependence matrix #. One approach is to use historical time series
data on the traded CDS spreads and consider the quadratic covariance process between
the obligors ¢ and j to get an indication of ¢; ;. A similar procedure can also be done
on the corresponding bonds. Another approach is to estimate equity correlation and use
this as a proxy for default correlation. To be more specific, using Proposition 3.1 it is
straightforward to find computational tractable closed-form expression for pairwise default
correlation (i.e. Corr(1{s<s, 1{r;<s})) as function of time, the matrix ¢, ¢ and the baseline
intensities a;. These analytical expressions for the default correlations can be used to
extract # from the numerical values on the corresponding equity correlations. However,
further assumptions have to be done since the equity correlations are only half as many
as the entities in the matrix #. Using equity correlation as a proxy for default correlation
has previously been very common when modelling default dependencies, see e.g. [4], [35],
[41], [42], [43] and [48]. For example, in [41], the authors value k''-to-default swaps by
using two different copulas for a portfolio with 6 obligors. First, a one-factor Gaussian
copula is used where the six correlations are estimated from equity returns. The one-factor
Gaussian copula lacks correlations in the tails and [41] redoes the computations with a
Clayton copula where the lower tail dependence is estimated from equity returns by using
Kendall’s tau on this data. Similar techniques are also pursued in e.g. [4] and [42].

A third approach to extract 6 is first to estimate default correlation in an intensity
based model from historical corporate data under the statistical probability measure. This
is done in e.g. [11], [36] and [37]. Then, if we know the relationship between the statistical
probability measure and the risk-neutral martingale measure, this can be used to extract
. Determining the relationship between these two measures is equivalent to finding the
connection between the intensities when changing the measures. Such a procedure is far
from trivial and a discussion of how this can be done is given in e.g. [5], [6], [44] and [57].

Finally, as discussed above the approach of this paper can be generalized to time-
dependent and stochastic intensities. Further, it also gives a possibility to price other
products, such as CDO-s. This will be presented in further papers by the first author.
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8. APPENDIX

In this appendix we display the recovery rate cases and the dependence structures used

in Section 5.

Table 6: Different recovery rate cases used in Table 4 and Table 5. Recoveries expressed in %.

G1 P2 P3 P4 O5 Qs Q7 P8 P9 P19 P11 mean std
36 43 45 37 41 44 38 37 43 39 43 40.55 3.24
33 47 46 34 44 41 36 39 42 39 46 40.64 4.90
32 48 45 34 42 41 29 39 51 41 47 40.82 6.93
27 52 41 31 45 31 29 35 52 41 61 4045 11.10

Table 7: The 6 matrix describing the alternative dependence structure, rounded to two decimal

places.
1l7=1 3=2 3=3 7=4 57=5 j3=6 7=7 7=8 7=9
110 3.03 513 2.5 4.69 6.36 5.69 6.7 1.32
21384 0 296 349 141 418 427 1.03 3.44
311.84 562 0 3.04 192 231 491 6.09 2.87
41418 059 051 0 439 335 065 539 3.25
51035 662 388 432 0 4.18 298 3.11 4.28
614 6.41 205 0.8 042 0 2.63 435 0.5
71491 422 601 6.29 063 581 0 6.66 2.2
816.74 1.78 235 528 1.9 6.69 583 0 4.26
91525 6.11 476 554 287 417 587 174 0
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Table 8: The 6 matrix describing the dependence structure, rounded to two decimal places. This matrix is used in all
examples except in Figure 3 to Figure 7.

i |j=1 j=2 j=3 j=4 j=5 j=6 j=T7 j=8 j=9 j=10 j=11 j=12 j=13 j=14 j=15
10 568 011 012 013 016 011 016 013 01 012 012 013 014  0.15
2 1015 0 291 222 014 02 016 011 02 01 015 011 014 019 014
31013 016 0 0.11 461 521 018 016 011 013 013 015 019 014 016
4 (25 479 017 0 0.14 013 211 1.8 014 016 017 012 017 011 019
5101 013 018 018 0 02 016 016 38 129 013 017 02 011 019
6 [01 013 016 02 019 0 014 016 011 017 18 328 017 017  0.12
7 1019 019 012 013 02 017 0 014 01 017 0.1 018 242 28 0.5
8 | 157 017 28 015 294 017 336 0 204 016 26 018 119 018 138
9 [018 246 011 276 013 25 014 09 0 23 013 222 016 192 015
10| 1.62 245 129 012 176 247 187 018 013 0 172 26 144 014 0.8
11159 152 012 128 1.05 087 013 071 011 215 0 0.15 013 058 14
12/01 011 084 012 1.08 014 08 018 151 014 016 0 02 015 114
131019 069 012 041 012 019 011 064 017 1.32 012 017 0 076 0.11
1405 015 094 016 027 02 074 012 018 012 039 013 07 0 0.16
1502 033 016 016 01 04 015 019 014 014 015 057 014 017 0

MSIY LIHYD OI'TOATHOd NI NOIDVINOD ILINVAHAd
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PRICING SYNTHETIC CDO TRANCHES IN A MODEL WITH
DEFAULT CONTAGION USING THE MATRIX-ANALYTIC
APPROACH

ALEXANDER HERBERTSSON

Centre For Finance and Department of Economics, Géteborg University

ABSTRACT. We value synthetic CDO tranche spreads, index CDS spreads, k'"-to-default
swap spreads and tranchelets in an intensity-based credit risk model with default con-
tagion. The default dependence is modelled by letting individual intensities jump when
other defaults occur. The model is reinterpreted as a Markov jump process. This allow
us to use a matrix-analytic approach to derive computationally tractable closed-form ex-
pressions for the credit derivatives that we want to study. Special attention is given to
homogenous portfolios. For a fixed maturity of five years, such a portfolio is calibrated
against CDO tranche spreads, index CDS spread and the average CDS and FtD spreads,
all taken from the iTraxx Europe series. After the calibration, which render perfect fits,
we compute spreads for tranchelets and k*"-to-default swap spreads for different subport-
folios of the main portfolio. We also investigate implied tranche-losses and the implied
loss distribution in the calibrated portfolios.

1. INTRODUCTION

In recent years the market for synthetic CDO tranches and index CDS-s, which are
derivatives with a payoff linked to the credit loss in a portfolio of CDS-s, have seen a
rapid growth and increased liquidity. This has been followed by an intense research for
understanding and modelling the main feature driving these products, namely default
dependence.

In this paper we derive computationally tractable closed-form expressions for synthetic
CDO tranche spreads and index CDS spreads. This is done in an intensity based model
where default dependencies among obligors are expressed in an intuitive, direct and com-
pact way. The financial interpretation is that the individual default intensities are constant,
except at the times when other defaults occur: then the default intensity for each obligor
jumps by an amount representing the influence of the defaulted entity on that obligor.
This phenomena is often called default contagion. The above model is then reinterpreted
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in terms of a Markov jump process. This interpretation makes it possible to use a matrix-
analytic approach to derive practical formulas for CDO tranche spreads and index CDS
spreads. Our approach is the same as in [15] and [17] where the authors study aspects of
kt'-to default spreads in nonsymmetric as well as in symmetric portfolios. The contribu-
tion of this paper is a continuation of this technique to synthetic CDO tranches and index
CDS-s.

Except for [15] and [17], the methods presented in [2], [4], [7], [8], [9], [11], [12], Section
5.9 in [22] and Subsection 9.8.3 in [23], are currently closest to the approach of this article.
The framework used here (and in [15] and [17]) is the same as in [11], [12] and is related
to [2], [4]. The main differences are that [11], [12] use time-varying parameters in their
practical examples and then solve the corresponding Chapman-Kolmogorov equation us-
ing numerical methods for ODE-systems. Furthermore, in [12], the authors also consider
numerical examples where the portfolio is split into homogeneous groups with default con-
tagion both within each group and between groups. [4] use Monte Carlo simulations to
calibrate and price the instruments.

Default contagion in an intensity based setting have previously also been studied in for
example [1], [3], [6], [13], [14], [19], [21], [25], [26] and [27]. The material in all these papers
and books are related to the results discussed here.

This paper is organized as follows. In Section 2 we give an introduction to synthetic
CDO tranches and index CDS-s which motivates results and introduces notation needed
in the sequel. Section 3 presents the intensity-based model for default contagion. Using
a result from [17], the model is reinterpreted in terms of a Markov jump process. The
results in Section 4, convenient analytical formulas for synthetic CDO tranche spreads and
index CDS spreads, are the main theoretical contribution in this paper. We assume that
the recovery rates are deterministic and that the interest rate is constant. In Section 5
we apply the results from Section 4 to a homogenous model. Then, in Section 6, for a
fixed maturity of five years, this portfolio is calibrated against CDO tranche spreads, the
index CDS spread and the average CDS and FtD spreads, all taken from the iTraxx series,
resulting in perfect fits. After the calibration, we compute k'-to-default swap spreads
for different subportfolios of the main portfolio. This problem is slightly different from
the corresponding one in previous studies, e.g. [15] and [17], since the obligors undergo
default contagion both from the subportfolio and from obligors outside the subportfolio,
in the main portfolio. Further, we compute spreads on tranchelets which are nonstandard
CDO tranches with smaller loss-intervals than standardized tranches. We also investigate
implied tranche-losses and the implied loss distribution in the calibrated portfolios. The
final section, Section 7 summarizes and discusses the results.

2. VALUATION OF SYNTHETIC CDO TRANCHE SPREADS AND INDEX CDS SPREADS

In this section we give a short description of tranche spreads in synthetic CDO-s and
of index CDS spreads. It is independent of the underlying model for the default times
and introduces notation needed later on. At the end of the section we give a technical
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motivation for the main purpose of this article, which, roughly speaking, is to derive
practical formulas for functions of the credit loss in a portfolio.

2.1. The cash-flows in a synthetic CDO. In this section and in the sequel all com-
putations are assumed to be made under a risk-neutral martingale measure P. Typically
such a P exists if we rule out arbitrage opportunities. Further, we assume the that risk-free
interest rate, r; is deterministic.

A synthetic CDO is defined for a portfolio consisting of m single-name CDS’s on obligors
with default times 7,75 ..., 7, and recovery rates ¢, ¢o, ..., ¢n. It is standard to assume
that the nominal values are the same for all obligors, denoted by N. The accumulated
credit loss L; at time t for this portfolio is

Ly =) N =)l (2.1.1)

We will without loss of generality express the loss L; in percent of the nominal portfolio
value at t = 0. For example, if all obligors in the portfolio have the same constant recovery
rate ¢, then Ly, = k(1 — ¢)/m where T} < ... < T}, is the ordering of 7,7, ..., Tp.

A CDO is specified by the attachment points 0 = kg < k1 < ko < ...k, = 1 with
corresponding tranches [k,_1,k,]. The financial instrument that constitutes tranche ~y
with maturity 7" is a bilateral contract where the protection seller B agrees to pay the
protection buyer A, all losses that occurs in the interval [k,_q, k,] derived from L; up to
time T'. The payments are made at the corresponding default times, if they arrive before
T, and at T the contract ends. The expected value of this payment is called the protection
leg, denoted by V,(T"). As compensation for this, A pays B a periodic fee proportional
to the current outstanding (possible reduced due to losses) value on tranche v up to time
T. The expected value of this payment scheme constitutes the premium leg denoted by

W.,(T). The accumulated loss L\ of tranche 7 at time ¢ is
Lg’Y) = (Lt - k’Y_l) 1{Lt€[k'yfl,kw]} + (k’Y - k’Y_l) 1{Lt>kw}' (212)

Let By = exp (— f(f T5d8> denote the discount factor where r; is the risk-free interest rate.
The protection leg for tranche ~ is then given by

T T
V,(T) =E { / BtdLE'”} — B/E [LM + / nBE [L@] dt,
0 0

where we have used integration by parts for Lebesgue-Stieltjes measures together with
Fubini-Tonelli and the fact that r; is deterministic. Further, if the premiums are paid at
0 <t <ty <...<ty, =T and if we ignore the accrued payments at defaults, then the
premium leg is given by

Wo(T) = 5,(T) S B, (ak, —E[2]) A,

n=1
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where A,, = t, — t,_1 denote the times between payments (measured in fractions of a
year) and Ak, = k, — k,_; is the nominal size of tranche v (as a fraction of the total
nominal value of the portfolio). The constant S, (7") is called the spread of tranche v and
is determined so that the value of the premium leg equals the value of the corresponding
protection leg.

2.2. The tranche spreads. By definition, the constant S,(T") is determined at ¢t = 0
so that V,(T') = W,(T), that is, so that the value of the premium leg agrees with the
corresponding protection leg. Furthermore, for the first tranche, often denoted the equity

tranche, S;(7) is set to 500 bp and a so called up-front fee Sf“) (T) is added to the premium
leg so that Vi(T) = S\ (T)ky + Wy (T). Hence, we get that

 BE[LY] + [ nBE L] dt

BN (s ) F
and
S@(T) = kil ByE [L;”] + /0 ' BE [L,El)] dt — 0.05 g B, (Ak:l _E [Lﬁj}]) A,

The spreads S, (1) are quoted in bp per annum while Sfu)(T) is quoted in percent per
annum. Note that spreads are independent of the nominal size of the portfolio.

2.3. The index CDS spread. Consider the same synthetic CDO as above. An index
CDS with maturity 7', has almost the same structure as a corresponding CDO tranche,
but with two main differences. First, the protection is on all credit losses that occurs in the

CDO portfolio up to time 7', so in the protection leg, the tranche loss ng) is replaced by the
total loss L;. Secondly, in the premium leg, the spread is paid on a notional proportional
to the number of obligors left in the portfolio at each payment date. Thus, if N; denotes
the number of obligors that have defaulted up to time ¢, i.e Ny = > 1¢;,<4, then the
index CDS spread S(T) is paid on the notional (1 —2%). Since the rest of the contract has
the same structure as a CDO tranche, the value of the premium leg W (T') is

W(T) = S(T) nzT B, (1 - %E [Ntn]) A,

n=1
and the value of the protection leg, V(T), is given by V(T') = BrE [Ly| + fOT reByE [ L] dt.
The index CDS spread S(7") is determined so that V(T') = W(T") which implies
BrE[Ly] + [} mBE[L] dt
S(T) = nrt 1
2y B (1= E[N]) Ay

where %E [N, = ﬁE (L] if o1 = ¢ = ... = ¢y = ¢. The spread S(T) is quoted in bp
per annum and is independent of the nominal size of the portfolio.

(2.3.1)
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2.4. The expected tranche losses. From Subsection 2.2 we see that to compute tranche
spreads we have to compute E [Lﬁ”} , that is, the expected loss of the tranche [k,_1, k,] at
time t. If we let Fp,(x) = P[L; < ] then (2.1.2) implies that

E |:L§’Y):| = (k’Y — k’-y_l) P [Lt > k‘fy] + /k’y (l’ — k’-y_l) dFLt(ZL') (241)

ky 1

)

Hence, in order to compute E [LEV] and E [L,] and we must know the loss distribution

Fp,(z) at time t. Furthermore, if the recoveries are nonhomogeneous, then to determine
the index CDS spread, we also must compute E [V, |, which is equivalent to finding the
default distributions IP [r; < ¢] for all obligors, or alternatively determining the distributions
P [T} < t] for all ordered default times 7.

To find analytical expressions for expected tranche losses, expected losses, and thus for
tranche spreads and index CDS spread, is the main objective in this paper.

3. INTENSITY BASED MODELS REINTERPRETED AS MARKOV JUMP PROCESSES

In this section we define the intensity-based model for default contagion which is used
throughout the paper. The model is then translated into a Markov jump process. This
makes it possible to use a matrix-analytic approach to derive computationally convenient
formulas for CDO tranche spreads, index CDS spreads, single-name CDS spreads and k-
to-default spreads. The model presented here is identical to the setup in [17] where the
authors study aspects of k"-to-default spreads in nonsymmetric as well as in symmetric
portfolios. In this paper we focus on synthetic CDO trances, index CDS and k*"-to-default
swaps on subportfolios to the CDO portfolio.

With 7,7 ..., 7, default times as above, define the point process N;; = 1. <4 and
introduce the filtrations

Fii=0(Nsi;s<t), Fr= \/ft,i-
i=1

Let A:; be the Fi-intensity of the point processes INV,;. Below, we for convenience often
omit the filtration and just write intensity or ”default intensity”. With a further extension
of language we will sometimes also write that the default times {7;} have intensities {\;;}.
The model studied in this paper is specified by requiring that the default intensities have
the form,

)\t,i =a; + Z bi,jl{'rjgt}a Ti Z t, (31)

J#i
and \;; = 0 for ¢ > 7;. Further, a; > 0 and b, ; are constants such that );; is non-negative.
The financial interpretation of (3.1) is that the default intensities are constant, except at
the times when defaults occur: then the default intensity for obligor ¢ jumps by an amount
b; ; if it is obligor j which has defaulted. Thus a positive b; ; means that obligor 7 is put
at higher risk by the default of obligor j, while a negative b; ; means that obligor 7 in fact
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benefits from the default of j, and finally b; ; = 0 if obligor 7 is unaffected by the default
of j.

Equation (3.1) determines the default times through their intensities. However, the
expressions for the loss and tranche losses are in terms of their joint distributions. It is by
no means obvious how to go from one to the other. Here we will use the following result,
proved in [17].

Proposition 3.1. There exists a Markov jump process (Y)i>0 on a finite state space E
and a family of sets {A;})" | such that the stopping times

7, =1inf{t > 0:Y; € A;}, 1=1,2,...,m,

have intensities (3.1). Hence, any distribution derived from the multivariate stochastic
vector (T1, Ta, ..., Tm) can be obtained from {Y;}i>o.

Each state j in E is of the form j = {j;,...7x} which is a subsequence of {1,...m}
consisting of k integers, where 1 < k < m. The interpretation is that on {ji,...jx} the
obligors in the set have defaulted. The Markov jump process Y; on E is specified by making
{1,...m} absorbing and starting in {0}.

In this paper, Proposition 3.1 is throughout used for computing distributions. However,
we still use Equation (3.1) to describe the dependencies in a credit portfolio since it is
more compact and intuitive. In the sequel, we let @ and « denote the generator and
initial distribution on E for the Markov jump process in Proposition 3.1. The generator
Q is found by using the structure of E, the definition of the states j, and Equation (3.1),
see [17]. By construction e = (1,0,...,0). Further, if j belongs to E then e; denotes a
column vector in RIFl where the entry at position j is 1 and the other entries are zero.
From Markov theory we know that P [V; = j] = ae@'e; were €' is the matrix exponential
which has a closed form expression in terms of the eigenvalue decomposition of Q.

4. USING THE MATRIX-ANALYTIC APPROACH TO FIND CDO TRANCHE SPREADS AND
INDEX CDS SPREADS

In this section we derive practical formulas for CDO tranche spreads and index CDS
spreads. This is done under (3.1) together with the standard assumption of deterministic
recovery rates and constant interest rate r. Although the derivation is done in an inhomo-
geneous portfolio, we will in Section 5 show that these formulas are almost the same in a
homogeneous model.

The following observation is a key to all results in this article. If the obligors in a
portfolio satisfy (3.1) and have deterministic recoveries, then Proposition 3.1 implies that
the corresponding loss L; can be represented as a functional of the Markov jump process
Y;, Ly = L (Y;) where the mapping L goes from E to all possible loss-outcomes determined
via (2.1.1). For example, if j € E where j = {ji,...Jjx} then L(j) = %Zizl(l — ¢j,)-
The range of L is a finite set since the recoveries are deterministic. This implies that for
any mapping ¢g(z) on R and a set A in [0, 00), we have

/A 9(2)dFy, (x) = ae@h(g, A)
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where h(g, A) is a column vector in RI®! defined by h(g, A); = g(L(3))1{r¢)ca}. From
this we obtain the following easy lemma, which is stated since it provides notation which
is needed later on.

Lemma 4.1. Consider a synthetic CDO on a portfolio with m obligors that satisfy (3.1).
Then, with notation as above,

E [Lp)] — aeRtpM) , E[L]= ac®l  and E[N,] = athZh(z’)

1=1

where £ is a column vector in RIE defined by

0 if L(J) < kw—l
f?) =9 LU) =k i L) € [k, kY] (4.1)
Ak, if  L(j) >k,

and L is the mapping such that Ly = L(Y;). Furthermore, £ and hY are column vectors in
RIEl defined by £; =L(j) and hy) = lgjen,y where the sets A; are as in Proposition 3.1.

We now present the main results of this paper.

Proposition 4.2. Consider a synthetic CDO on a portfolio with m obligors that satisfy
(5.1) and assume that the interest rate v is constant. Then, with notation as above,

(ac@" e aR(0,T)r) £7
ZnT e~ Ttn (Ak_y — athnﬂ(’Y)) An

S.(T) = Y=2,. kK (4.2)

n=1

1 T nr
S§u)(T) = (aeQTe—TT + aR(O,T)’/" + 0052 athne—rtnAn> E(l) _ 0052 6—7"tnAn
n=1

ky 2
(4.3)
where .
R0.7) = / @it = (e — 1) (Q —rI) " (4.4)
Furthermore, "
S(T) = (e + R0, TA)T) l )
Donlyern (1 - athnIZ) A,
where R Ly if 1=y ==
= { 1%_(1527;1 ht) otherwise ‘ (4.6)

Proof. Since ry = r, using Lemma 4.1 we have that

T T
/ rBE [Lgﬂ dt = o / @Dt = aR(0, Ty
0 0
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where R(0,T) is given by (4.4). So by Lemma 4.1 again, we get

T
V,(T) = BrE [ng] + /O rB,E [Lﬁ”] dt = (e e 4 aR(0,T)r) £

and
W.(T) = S,(T) i B, (AkV _E [L;ﬂ) A, = S,(T) i et (Ak;V - ae%w) A,.
n=1 n=1

Recall that for all tranches -, except for the equity tranche, the spreads S, (7T") are deter-
mined so that V,(T") = W, (7). Thus, the equations above prove (4.2). Furthermore, for

the equity tranche, S1(7T) is set to 500 bp and the up-front premium Sﬁu) (T") is determined
so that Vi(T') = Sﬁu) (T)k1 + Wi(T). The expressions for Vi(T') and Wi (T') together with
the fact that Ak; = ky then imply that Sf“) (T') is given by
1 T o
S{(T) = o | BrE [L(T”] v / rB,E [LS’} dt—0.053" B, (Ak1 _E [Lﬁ}}}) A,
1 0 n=1

1 nr
= | (@e® e +aR(0,T)r) €W —0.05) e (A;ﬁ — Qi £<1>> A,
! - n=1
: - (1) S
= a9 + aR 0,7)r 4+ 0.05 ath”e_””An Y —0.05 e A,

which establish (4.3). Finally, to find expressions for the index CDS spreads S(7'), recall
that this contract is almost identical to a CDO tranche (see (2.3.1)), with the differences
that £ is replaced by £ in the protection leg, and in the premium leg Ak, is replaced by
1 and £ by Z, where

7 =3t ' if pr=¢o=...=0¢n=9
DD h otherwise
which proves (4.5) and (4.6). O

The message of Proposition 4.2 is that under (3.1), computations of CDO tranche spreads
and index CDS spreads are reduced to compute the matrix exponential. Finding the gener-
ator Q and column vectors £, ¢, £ are straightforward and the matrix (@ — rI) is invert-
ible since it is upper diagonal with strictly negative diagonal elements, see [17]. Computing
eQ efficiently is a numerical issue, which for large state spaces requires special treatment,
see [17]. For small state spaces, typically less then 150 states, the task is straightfor-
ward using standard mathematical software. Several computational shortcuts are possible
in Proposition 4.2. The quantities E('Y), ¢ and £ do not depend on the parametrization,
and hence only have to be computed once. The row vectors ae®Te " + aR(0, T)r and
ST ae@me A, are the same for all CDO tranche spreads and index CDS spreads and
hence only have to be computed once for each parametrization determined by (3.1). In
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particular note that Y 7, ae®me A, and (Q —rl )_1 also appears in the expressions
for single-name CDS spreads and k'-to-default spreads studied in [17].

In a nonhomogeneous portfolio we have |E| = 2™ which in practice will force us to
work with portfolios of size m less or equal to 25, say ([17] used m = 15). Standard
synthetic CDO portfolios typically contains 125 obligors so we will therefore, in Section
5 below, consider a special case of (3.1) which leads to a symmetric portfolio where the
state space E can be simplified to make |E| = m + 1. This allows us to practically work
with the Markov setup in Proposition 4.2 for large m, where m > 125 with no further
complications. Using homogeneous credit portfolio models when pricing CDO tranches is
currently standard in almost all credit literature today.

5. A HOMOGENEOUS PORTFOLIO

In this section we apply the results from Section 4 to a homogenous portfolio. First,
Subsection 5.1 introduces a symmetric model and shows how it can be applied to price
CDO tranche spreads and index CDS spreads. Subsection 5.2 presents formulas for the
single-name CDS spread in this model. Finally, Subsection 5.3 is devoted to formulas
for k'"-to-default swaps on subportfolios of the main portfolio. This problem is slightly
different from the corresponding task in previous studies, e.g. [15] and [17], since the
obligors undergo default contagion both from the subportfolio and from obligors outside
the subportfolio, in the main portfolio.

5.1. The homogeneous model for CDO tranches and index CDS-s. In this sub-
section we use the results from Section 4 to compute CDO tranche spreads and index CDS
spreads in a totally symmetric model. We consider a special case of (3.1) where all obligors

have the same default intensities \;; = A; specified by parameters a and 0y, ..., by, as
m—1
M=a+ Y bl (5.1.1)
k=1
where {T}} is the ordering of the default times {7;} and ¢ = ... = ¢,, = ¢ where ¢

is constant. In this model the obligors are exchangeable. The parameter a is the base
intensity for each obligor ¢, and given that 7; > T}, then by is how much the default
intensity for each remaining obligor jump at default number & in the portfolio. We start
with the simpler version of Proposition 3.1.

Corollary 5.1. There exists a Markov jump process (Yi)i>o on a finite state space E =
{0,1,2,...,m}, such that the stopping times

Ty=inf{t>0:Y, =k}, k=1,...,m

are the ordering of m exchangeable stopping times Ty, ..., T, with intensities (5.1.1).
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Proof. If {T}} is the ordering of m default times {r;} with default intensities {\;;}, then
the arrival intensity )\gk) for T}, is zero outside of {Ty_1 <t < T}}, otherwise

Agk) = <Z )‘t,i) 1{Tk71St<Tk}’ (512)

i=1
Hence, since \;; = A, for every obligor ¢ where 7; > ¢, (5.1.2) implies

AP
m—k+1
Now, let (Y;)i>0 be a Markov jump process on a finite state space E = {0,1,2,...,m},
with generator Q given by

k
Qp 1 = (m—k) <@+ij> k=0,1,....m—1
j=1

Qk,k - _Qk7k+1, k <m and Qm,m = 0

where the other entries in @ are zero. The Markov process always starts in {0} so the
initial distribution is e = (1,0, ...,0). Define the ordered stopping times {7} as

Ty=inf{t>0:Y, =k}, k=1,...,m.

Then, the intensity )\Ek) for Ty, on {Ty_1 <t < T}} is given by )\gk) = Qy_ - Further, we
can without loss of generality assume that {7}} is the ordering of m exchangeable default
times {7;}, with default intensities \;; = )\, for every obligor i. Hence, if 7, > ¢, (5.1.3)
implies

Atl{Tk,1St<Tk} = kf = 1, oM. (513)

M Qi
m—k+1 m-—k+1

k—1
Mlyr, <ieny = :a+ij , k=1,....m
j=1
and since \; = > ;" Milyn,_,<i<7}, it must hold that A, = a+22:11 brl{r,<iy, when 7; > t,
which proves the corollary. 0

By Corollary 5.1, the states in E can be interpreted as the number of defaulted obligors
in the portfolio.

Recall that the formulas for CDO tranche spreads and index CDS spreads in Proposition
4.2 where derived for an inhomogeneous portfolio with default intensities (3.1). However,
it is easy to see that these formulas (with identical recoveries) also can be applied in a
homogeneous model specified by (5.1.1), but with 29 and £ slightly refined to match the
homogeneous state space E. This refinement is shown in the following lemma.

Lemma 5.2. Consider a portfolio with m obligors that all satisfy (5.1.1) and let E, Q and
a be as in Corollary 5.1. Then, (4.2), (4.3) and (4.5) hold, for

0 if k< n(ky_1)
60 = kA —¢)/m—kyy if (k) <k <ny(k,) (5.1.4)
Ak, if k> ny(k,)
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where ny(z) = [xm/(1 — ¢)] and n,(z) = [zm/(1 — ¢)]. Furthermore, €y, = k(1 — ¢)/m.
Proof. Since L; = L(Y;) and due to the homogeneous structure, we have

{Le = k(1 = ¢)/m} ={Y; =k}
for each k£ in E. Hence, the loss process L; is in one-to-one correspondence with the process
Y;. Define ny(x) = [zm/(1 — ¢)] and n,(x) = [zm/(1 — ¢)|. That is, n(z) (n.(x)) is
the smallest (biggest) integer bigger (smaller) or equal to m/(1 — ¢). These observations
together with the expression for £ and £ in Proposition 4.1, yield (5.1.4). O

In the homogeneous model given by (5.1.1), we have now determined all quantities needed
to compute CDO tranche spreads and index CDS spreads as specified in Proposition 4.2.

5.2. Pricing single-name CDS in a homogeneous model. If F(¢) is the distribution

for 7;, which by exchangeability is the same for all obligors under (5.1.1), then the single-
name CDS spread R(T) is given by (see e.g. [17])
T

— B dF(t
R(T) = fO dF(t) (5.2.1)
Sty (B <1— W)+ S Bt =t 1) dF (1))
where the rest of the notation are the same as in Section 2. Hence, to calibrate, or

price single-name CDS-s under (5.1.1), we need the distribution P [r; > t] (identical for all
obligors). This leads to the following lemma.

Lemma 5.3. Consider m obligors that satisfy (5.1.1). Then, with notation as above
Plr; >t] =ae®g and P[>t =ae®m®, k=1,...,m

(%)

where m"*) and g are column vectors in RIF! such that m; =1y and g; =1~ j/m.

Proof. By the construction of T}, in Corollary 5.1, we have

P, >t =Py, <k] = Zae e; = ae¥m®  where mg-k) = Lyjcn
for k =1,...,m. Furthermore, due to the exchangeability,
=1
SO
Plr - — 7] = — — e —m) — Rt
>t =) PLi>tTi=n]=) —P[l >t =ac?) —m® =ac?g,
k=1 k=1 k=1

where g = L3 m®. Since mg-k) = lyj<xy this implies that g, = 1 — j/m which
concludes the proof of the lemma. O

A closed-form expression for R(T") is obtained by using Lemma 5.3 in (5.2.1). For ease
of reference we exhibit the resulting formulas (proofs can be found in [15] or [16]).
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Proposition 5.4. Consider m obligors that all satisfies (5.1.1) and assume that the interest
rate v is constant. Then, with notation as above

(1-9)x(A0)—A(T)) g
a(d M (AeRtertn + Clt,_1,t,))) g

n=1

R(T) =

where
C(s,t) =s(A(t) — A(s)) — B(t) + B(s), A(t) = e@ (Q— rI)_1 Qe

and
B(t)=¢¥ (tI+(Q—rI)") (Q—rI)~' Qe
For more on the CDS contract, see e.g [10], [15] or [23].

5.3. Pricing k'"-to-default swaps on subportfolios in a homogeneous model. Con-
sider a homogenous portfolio defined by (5.1.1). Our goal in this subsection is to find
expressions for k'-to-default swap spreads on a subportfolio in the main portfolio. The
difference in this approach, compared with for example [17] and [12] is that the obligors
undergoes default contagion both from entities in the selected basket and from obligors
outside the basket, but in the main portfolio.

Let s be a subportfolio of the main portfolio, that is s C {1,2,...,m} and let |s| denote
the number of obligors in s so |s| < m. The market standard is |s| = 5. If the recoveries
are homogeneous, it is enough to find the distribution for the ordering of the default times
in the basket. Hence, we seek the distributions of the ordered default times in s denoted

by {T,is)}. The k'-to-default swap spreads R}f’ (T') on s are then given by (see e.g. [17])
foT BdF (1)
Sty (B (1 - )+ S Bt~ ta 1) AE (1))

where F\P(t) = P [Tés) < t] are the distribution functions for {T}”}. The rest of the

notation are the same as in Section 2. In Theorem 5.5 below, we derive formulas for the
survival distributions of {T,gs)}. This is done by using the exchangeability, the matrix-
analytic approach and the fact that default times in s always coincide with a subsequence
of the default times in the main portfolio.

R¥(T) = (5.3.1)

Theorem 5.5. Consider a portfolio with m obligors that satisfy (5.1.1) and let s be an
arbitrary subportfolio with |s| obligors. Then, with notation as above

P [Tés) > t} — ae®mks for k=1,2...|s| (5.3.2)
where
. 1 if i<k
g . [s]\ (m— \ |
my” =0 sanlsl (D) i >k (5.3.3)

N GY
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Proof. The events {1, > t} and {T Tg} are independent where k < ¢ < m—|s|+k. To
motivate this, note that since all obligors are exchangeable, the information {Tk(s) =T, g}

will not influence the event {7, > t}. Thus, P |:Tg > t, Tés) = Tg] =P[T,>tP [Tés) = Tg].
This observations together with Lemma 5.3 implies that

—|s|+k
P71 > 1] = Z P17 > 11" =1,

= Y p1 = Tg] P [T, > t]

= P |1 = Tg] ae¥mY = ae@mhe

where
—|s|+k

Z P |7 = 1) m®.
Using this and the definition of mj ) renders

re {1 if j<k

S R E » S [ 1 B Y

and in order to compute m ® for j > k, note that

J
U {Tﬁ _ Té} _ {k <N® <jn |s|}

l=k

where N](s) is defined as N ;S) = sup {n T < TJ}, that is, the number of obligors that

have defaulted in the subportfolio s up to the j-th default in the main portfolio. Due to

the exchangeability, N\

;7 is a hypergeometric random variable with parameters m, j and

|s|. Hence,
J o) Jnls| Jnls| (\S\) ( \S\)
S P =1 =Y PN =] - Z T
=k =k =k j
which proves the theorem. O

Returning to k"-to-default swap spreads, expressions for R,(:) (T') may be obtained by
inserting (5.3.2) into (5.3.1). The notation and proof are the same as in Proposition 5.4
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Corollary 5.6. Consider a portfolio with m obligors that satisfy (5.1.1) and let s be an
arbitrary subportfolio with |s| obligors. Assume that the interest rate v is constant. Then,
with notation as above,

(1— ) (A(0) — A(T)) m** L
a (30, (AneQ@ne i + Clty 1, tn))) Mk’ ’

n=1

BT) =
For a more detailed description of k'-to-default swap, see e.g. [10], [15], [17] or [23].

6. NUMERICAL STUDY OF A HOMOGENEOUS PORTFOLIO

In this section we calibrate the homogeneous portfolio to real market data on CDO
tranches, index CDS-s, average single-name CDS spreads and average FtD-spreads (i.e
average 1'"-to-default swaps). We match the theoretical spreads against the corresponding
market spreads for individual default intensities given by (5.1.1). First, in Subsection 6.1
we give an outline of the calibration technique used in this paper. Then, in Subsection
6.2 we calibrate our model against an example studied in several articles, e.g [12] and
[18], with data from iTraxx Europe, August 4, 2004. The iTraxx Europe spreads has
changed drastically in the period between August 2004 and November 2006. We therefore
recalibrate our model to a more recent data set, collected at November 28, 2006. This
second calibration also lends some confidence to the robustness of our model.

Having calibrated the portfolio, we can compute spreads for exotic credit derivatives,
not liquidly quoted on the market, as well as other quantities relevant for credit portfo-
lio management. In Subsection 6.3 we compute spreads for tranchelets, which are CDO
tranches with smaller loss-intervals than standardized tranches. Subsection 6.4 investigates
kt'-to-default swap spreads as function of the size of the underlying subportfolio in main
calibrated portfolio. Continuing, Subsection 6.5 studies the implied expected loss in the
portfolio and the implied expected tranche-losses. Finally, Subsection 6.6 is devoted to
explore the implied loss-distribution as function of time.

6.1. Some remarks on the calibration. The symmetric model (5.1.1) can contain at
most m different parameters. Our goal is to achieve a ”perfect fit” with as many parameters
as there are market spreads used in the calibration for a fixed maturity 7. For a standard
synthetic CDO such as the iTraxx Europe series, we can have 5 tranche spreads, the index
CDS spread, the average single-name CDS spread and the average FtD spread. Hence, for
calibration, there is at most 8 market prices with maturity 7" available. However, all of
them do not have to be used. We make the following assumption on the parameters by, for
1<k<m-1
Vi 1<k <y

b® if g <k < po

b, = (6.1.1)

b i g <k<pe=m

where 1, juq, fig, . . ., fte is an partition of {1,2,...,m}. This means that all jumps in the
intensity at the defaults 1,2, ..., u; —1 are same and given by b, all jumps in the intensity
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at the defaults yi1, ..., s — 1 are same and given by b® and so on. This is a simple way
of reducing the number of unknown parameters from m to ¢+ 1.

If n is the number of calibration-instruments, that is the number of credit derivatives
used in the calibration, we set ¢ = 7 — 1. Let @ = (a,b!), ..., b() denote the parameters
describing the model and let {C;(T"; @)} be the n different model spreads for the instruments
used in the calibration and {C; (7))} the corresponding market spreads. In C;(T;a)
we have emphasized that the model spreads are functions of @ = (a,b™,... b)) but
suppressed the dependence of interest rate, payment frequency, etc. The vector a is then
obtained as

a= argéninz (C4(T;a) — Cym(T))? (6.1.2)

with the constraint that all elements in a are nonnegative. Note that it would have been
possible to let the jump parameters b, be negative, as long as A, > 0 for all £. In economic
terms this would mean that the non-defaulted obligors benefit from the default at T}.

The model spreads {C;(T; a)}, such as average CDS spread R(T; a), index CDS spread
S(T;a), CDO tranche spreads {S,(T;a)} etc. are given in closed formulas derived in
the previous sections. We use Padé-approximation with scaling and squaring, (see [24])
to compute the matrix exponential, since in the present setting, it outperforms all other
methods, both in computational time and accuracy. Note that this is not the case for a
nonhomogeneous portfolio with a large state space E, where the uniformization method is
better, see [17]. The reason for the lesser performance of the uniformization method in the
homogeneous CDO model is that the quantity max {|Qj7j| :J€EE } is very large, which
introduces many terms in the approximation of the matrix exponential.

The initial parameters in the calibration can be rather arbitrary. The ”optimal solution”
for this first iteration, is taken as a the initial value in a new calibration. Repeating this
procedure one, or if needed, two or three times, have in our numerical examples (see next
subsections) always lead to perfect calibrations. Finding good initial parameters when
using the model in practice is most likely a minor problem. This is due to the fact that
calibrations are performed on a daily basis and the initial guess could simply be the optimal
solution from the previous calibration.

Finally, it should be mentioned that the calibrated parameters are not likely to be
unique. By perturbing the initial guesses, we have been able to get calibrations that are
worse, but ”close” to the optimal calibration, and where some of the parameters in the
calibrated perturbed vector, are very different from the corresponding parameters in the
optimal vector. We do not further pursue the discussion of potential nonuniqueness here,
but rather conclude that the above phenomena is likely to occur also in other pricing
models.

6.2. Calibration to the iTraxx Europe series. In this subsection we calibrate our
model against credit derivatives on the iTraxx Europe series with maturity of five years.
There are five different CDO tranche spreads with tranches [0, 3], [3, 6], [6, 9], [9,12] and
[12,22], and we also have the index CDS spreads and the average CDS spread.



16 ALEXANDER HERBERTSSON

First, a calibration is done against data taken from iTraxx Europe on August 4, 2004
used in e.g. [12] and [18]. Here, just as in [12] and [18], we set the average CDS spread
equal to (i.e. approximated by) the index CDS spread. No market data on FtD spreads
are available in this case. The iTraxx Europe spreads has changed drastically since August
2004. We therefore recalibrate our model to a more recent data set, collected at November
28" 2006. This data also contains the average CDS spread and average FtD spread (see
Table 8). All data is taken from Reuters on November 28", 2006 and the bid, ask and
mid spreads are displayed in Table 7.

In both calibrations the interest rate is set to 3%, the payment frequency is quarterly
and the recovery rate is 40%.

Table 1: iTraxx Europe, August 4 2004. The market and model spreads and the corresponding
absolute errors, both in bp and in percent of the market spread. The [0, 3] spread is
quoted in %. All maturities are for five years.

Market Model error (bp) error (%)

0, 3] 27.6 27.6  0.0004514 1.635e-005

3, 6] 168 168 0.003321  0.001977
6,9] 70 70.07  0.06661 0.09515
9, 12] 43 4291  0.09382 0.2182
12, 22] 20 20.03 0.03304  0.1652
index 42 41.99  0.01487 0.03542

avg CDS 42 4196  0.04411 0.105
> abs.cal.err 0.2562 bp

Table 2: iTraxx Europe Series 6, November 28", 2006. The market and model spreads and the
corresponding absolute errors, both in bp and in percent of the market spread. The
[0, 3] spread is quoted in %. All maturities are for five years.

Market Model error (bp) error (%)

[0, 3] 14.5 14.5  0.007266 0.0005011
3, 6] 62.5 62.41  0.08523 0.1364
6, 9] 18 18.1 0.09727 0.5404
[9,12] 7 6881 01193  1.704
12, 29) 3 3.398 03979 13.26
index 26 26.13 0.1299 0.4997
avg CDS 26.87  26.12 0.7535 2.804

> abs.cal.err 1.59 bp

We choose the partition pq, o, . . ., p1g so that it roughly coincides with the number of
defaults needed to reach the upper attachment point for each tranche, see Table 10 in
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Appendix. The numerical values of the calibrated parameters a, obtained via (6.1.2), are
shown in Table 9 in Appendix 8.

For both data sets we also performed calibrations where some of the available market
spreads were excluded from the fitting and where the model spreads for the omitted in-
struments were computed with the parameters obtained from the rest of the instruments
in the calibration.

There were two reasons for these tests. First, we wanted to explore if the derivatives not
used in the calibration, but computed with the parameters obtained from the rest of the
instruments, produces model spreads that are close to the corresponding market spreads.
Secondly, we wished to investigate the "robustness” of the model, that is, would the model
spreads change drastically if we used different calibration instruments. For the August 4™
2004 data set, this was done for two cases. In the first fitting we excluded the index CDS
and in the second, the average CDS spread was omitted in the calibration. The sum of the
absolute calibration error for the two cases (and sum of total absolute model error, equal
to the total calibration error and sum of absolute differences between model and market
spreads for instruments not used in the calibration) were approximately 1.14 bp (1.577 bp)
and 1.129 bp (1.623 bp) respectively. We can therefore, in all three calibrations, speak of a
perfect fit for "= 5 years. A superior fit was in this case obtained when both the average
CDS spread and index CDS were included, see Table 1

We also performed the same procedure for the November 28, 2006 data set, but now
with one more case since we had one more market observation, the average FtD spread.
The sum of the absolute calibration error for the three cases (and sum of total absolute
model error) were approximately 1.661 bp (4.096 bp), 0.7527 bp (3.921 bp) and 3.919
bp (3.919 bp), where the last case included the average FtD-spread. Hence, once again,
we can in all four cases speak of a perfect fit when T" = 5. In the 2006-11-28 study we
observed that the FtD model spread was very robust, that is, the computed model spreads
differed very little after each calibration. This may indicate that the average FtD spread is
difficult to calibrate using the model in (5.1.1). To summarize, in both data sets, the best
calibrations where obtained when both the index CDS spread and average CDS spread
where included, but where the average FtD-spread was excluded, see Tables 1 and 2.

Finally, since the calibrations where performed on two data sets where the corresponding
spreads differed substantially, the above observations lend some confidence in the robust-
ness of our model.

6.3. Pricing tranchelets in a homogeneous model. As discussed above, a tranchelet
is a nonstandard CDO tranche with smaller loss-intervals than standardized tranches, see
e.g. [5] or [20]. Tranchelets are typically computed for losses on [0,1],[1,2],...,[5,6].
Currently, there are no liquid market for these instruments, so they can still be regarded
as somewhat "exotic”. Nevertheless, tranchelets have recently become popular and pricing
these instruments are done in the same ways as for standard tranches.

In this subsection we compute the five year tranchelet spreads for [0,1],...,[11,12], on
iTraxx Europe Series 6, November 28" 2006, and iTraxx Europe, August 4", 2004 as well
as the corresponding absolute difference in % of the 2004-08-04 spreads. The computations
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Table 3: Tranchelet spreads on iTraxx Europe, November 28" 2006 (Series 6) and August 4"
2004 and the absolute difference in % of the 2004-08-04 spreads. The [0,1] and [1,2]
spreads are the upfront premiums on the tranche nominals, quoted in % where the
running fee is 500 bp. Tranchelets above [1,2] are expressed in bp. All maturities are

five years.
Tranchelet | 04/08/04 06/11/28 diff. (in %)
0, 1] 60.85 47.93 21.25
1, 2] 22.43 7.006 68.76
2, 3] 488.9 245.5 49.79
(3, 4] 240.9 97.85 59.39
[4, 5] 154 54.49 64.61
[5, 6] 110.2 35.13 68.12
6, 7] 84.29 24.26 71.22
[7,8] 68.41 17.35 74.65
8, 9] 57.53 12.69 77.94
9, 10] 49.29 9.315 81.1
(10, 11] 42.53 6.676 84.3
(11, 12] 36.9 4.652 87.39

are done with parameters obtained from the calibrations in the Tables 1 and 2, where all
other quantities such as recovery rate, interest rate, payment frequency etc. are the same
as in these tables. The [0,1] and [1,2] spreads are computed with Equation (4.3) where
¢W ig replaced by a corresponding column vector adapted for [0, 1], and [1, 2] respectively,
given as in Lemma 5.2. Furthermore, in (4.3), k1 is set to 0.01 for both tranchelets [0, 1]
and [1,2]. Tranchelets above [1,2] are computed with Equation (4.2). It is interesting to
note that the average for the three tranchelets between 3 and 6 are 168.4 (2004-08-04)
and 62.49 (2006-11-28) which both are close to the corresponding [3, 6] spreads. The same

Table 4: The market spreads (used for calibration) on iTraxx Europe, November 28t 2006
(Series 6) and August 4" 2004 and the absolute difference in % of the 2004-08-04
spreads. All maturities are five years.

1 0,3] [3,6] [6,9] [9,12] [12,22] index avg CDS
04/08/04 | 27.6 168 70 43 20 12 2
06/11/28 | 14.5 625 18 7 3 26 26.87
diff. (%) |47.46 62.8 7429 8372 85 381  36.02

holds for the averages of tranchlets between 6 to 9 and 9 to 12, which are 70.08, 18.1 and
42.91, 6.881 respectively. These observations explain why the average of the differences for
the three tranchelets between 3 to 6, 6 to 9 and 9 to 12, given by 64 %, 74.6 % and 84.3
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%, are close to the corresponding differences in the [3, 6], [6,9] and [9, 12] tranche spreads,
displayed in Table 4.

6.4. Pricing k'"-to-default swaps on subportfolios in a homogeneous model. In
this subsection we price five year k"-to-default spreads R}f’ with £ =1,...,5 for different
subportfolios s, of the main portfolio. The subportfolios have sizes |s| = 5,10, 15,25, 30
and the computations are done for the two different data sets, iTraxx Europe Series 6,
November 28", 2006 and iTraxx Europe August 4, 2004. The computations are done
with parameters obtained from the calibrations in the Tables 1 and 2 , where all other
quantities such as recovery rate, interest rate, payment frequency etc. are the same as in
these tables.

Table 5: The five year kt"-to-default spreads R,(:) with &k = 1,...,5 for different subportfolios
s in the main portfolio calibrated to iTraxx Europe, November 28" 2006 (Series 6)
and August 4" 2004 and the absolute difference in % of the 2004-08-04 spreads. We
consider |s| = 5,10, 15,25, 30.

|s|| Date |k=1 k=2 k=3 k=4 k=5
5 104/08/04 | 180.9 25.19 7.002 3.037 1.404
06/11/28 | 119 9.597 231 1.728 1.59
diff. (%) |34.19 61.9 67.01 43.09 13.25
10 | 04/08/04 | 331 67.94 2239 10.85 6.35
06/11/28 | 226.8 30.6 6.183 2.6 1.937
diff. (%) | 31.47 54.96 72.39 76.03 69.49
15{04/08/04 | 467.4 117.1 41.91 21.13 12.9
06/11/28 | 327.7 58.89 13.69 4.848 2.68
diff. (%) | 29.89 49.7 67.33 77.05 79.22
20 | 04/08/04 | 594.6 170.1 64.57 32.96 20.6
06/11/28 | 423.1 91.73 24.34 8.69 4.234
diff. (%) | 28.84 46.07 62.31 73.63 79.44
25 104/08/04 | 714.9 225.5 90.06 46.15 29
06/11/28 | 514.1 127.6 376 14 6.691
diff. (%) | 28.08 43.42 58.25 69.67 76.93

There exists liquid quoted market spreads on FtD baskets (i.e. K = 1) and often the FtD
spreads are also quoted in percent of the sum of the individual spreads in the subportfolio
s (see Table 8 in Appendix). No market spread on FtD swaps are available for 2004-08-04
but the model FtD-spread is 180.9 bp which is around 86 % of the SoS (sum of spreads)
given by 5 -42 = 210 bp. As seen in Table 8 in Appendix, this is a very realistic FtD
spread in terms of the SoS. Furthermore, for 2006-11-28 we have access to the average FtD
market-spread which is 116.8 bp, see Table 8.
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From Table 5 we see that, for fixed s and k, the spreads differ substantially between the
two dates. Given the difference between the market spreads in the calibration (Table 4),
this should not come as a surprise. For example, when |s| = 5, £ = 1 the difference is 34
%, and for |s| = 15, k = 5 the 2006-11-28 spread is 79 % lower than the 2004-08-04 spread.
The spreads increase as the size of the portfolio increases, as they should.

For the 2006-11-28 case, the increase from a portfolio of size 5 to one of size 25 is 432%
for a 1%-to-default swap, 1330% for a 2"¢-to-default swap, 1628% for a 3"%-to-default swap,
and for a 5"-to-default swap the increase is 421%. Further, for a portfolio of size 10 the
price of a 1%*-to-default swap is about 117 times higher than for a 5-to-default swap and
the corresponding ratio for a portfolio of size 15 is about 122. These ratios are much
smaller than for a ”isolated” portfolio, which only undergo default contagion from obligors
within the basket, see [17]. Qualitatively the above results are completely as expected,
however, given market spreads on CDO tranches, index CDS spreads etc. it would seem
rather impossible to guess the sizes of the effects without computation.

6.5. The implied tranche losses and implied loss in a homogeneous portfolios.
In the credit literature today, expected risk-neutral tranche losses are often called implied
tranche losses. Here "implied” is refereing to the fact that the quantities are retrieved from
market data via a model. Similarly, the implied portfolio loss refers to the expected risk-
neutral portfolio loss. In this subsection we compute the expected risk-neutral portfolio
loss and the implied expected tranche losses at different time points.

Table 6: The implied tranche losses in % of tranche nominal, at ¢ = 3,5, 7, 10 for the calibrated
CDO portfolios on iTraxx Europe Series 6, November 28" 2006, and iTraxx Europe,
August 4", 2004 and the absolute differences in % of the 2004-08-04 tranche losses.

t | Date [[0,3] [3,6] [6,9] [9,12] = [12,22]
04/08/04 | 26.52 0.7142 0.1014 0.03198 0.005744
06/11/28 | 19.31 0.2082 0.01647 0.002157 0.0004121
diff. (%) |27.18 70.85 8375  93.26  92.83

5 | 04/08/0449.26 8.649 3.67 2258  1.059
06/11/28 | 36.61 3.255 0.954  0.3641  0.1802
diff. (%) | 25.67 62.37 74.01  83.88  82.99

7 |04/08/04|69.28 2861 187 1474  10.13
06/11/28 | 54.39 13.7  7.005 4161 29
diff. (%) |21.49 52.09 62.54  71.78  71.38
10 | 04/08/04 [87.91 6357 5427 49.67  43.12
06/11/28 | 75.73 40.75 30.24  24.01  20.58
diff. (%) | 13.86 35.80 44.27  51.65  52.28

These are important quantities for a credit manager and Lemma 4.1 and Lemma 5.2
provides formulas for computing them. We study 100 - E [LEV)] /AL, for 3,5,7 and 10
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Figure 1: The implied tranche losses in % of tranche nominal for the 2006-11-28 portfolio.
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Figure 2: The implied portfolio losses in % of nominal, for the 2004-08-04 and 2006-11-28 port-
folios.

years on CDO portfolios calibrated against iTraxx Europe Series 6, November 28" 2006,
and iTraxx Europe, August 4, 2004. Just as for previous computations, the corresponding
tranche losses differ substantially between the two dates. For example, in the 2006-11-28
case, the tranche loss on [0, 3] for ¢ = 3 is 27 % smaller than the corresponding quantity for
the 2004-08-04 collection, but this differences drastically increases for the upper tranches,
6,9], ]9, 12] to 84% and 93%, as seen in Table 6. Further, for the 2006-11-28 case, we clearly
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see the effect of default contagion on the upper tranche losses, making them lie close to each
other, see Figure 1. From Figure 2 we conclude that our model, with a constant recovery
rate of 40%, calibrated to market spreads on the five year iTraxx Europe Series implies
that the whole portfolio has defaulted within approximately 30 years (for both data sets).
In reality, this will likely not happen, since risk-neutral (implied) default probabilities are

ALEXANDER HERBERTSSON

substantially larger than the ”real”, so called actuarial, default probabilities.

6.6. The implied loss distribution in a homogeneous portfolio. In this subsection
we study the implied distribution for the loss process L; at different time points. Since we
are considering constant recovery rates, then for every ¢, the distribution of L; is discrete
and formally the values for P [L; = ] should be displayed as bars at = = k(1 — ¢)/m where

0<k<m.
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Figure 3: The implied loss distributions for the 2004-08-04 and 2006-11-28 portfolios.
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Figure 4: The implied loss distributions (in log-scale) for the 2004-08-04 and 2006-11-28 port-
folios.

However, since there are totaly 126 different outcomes we do not bother about this and
connect the graph continuously between each discrete probability. The loss probabilities
are computed by using that L; = L(Y;) so P[L; = k(1 — ¢)/m] = P[Y; = k] = ae®e;, for
k=0,1,...,m, see Corollary 5.1.

In Figure 3 for 0 < z < 12, the implied loss probabilities in the 2006-11-28 case are bigger
than their 2004-04-28 counterparts, at several occasions in time ¢, which at first glance may
contradict the results in Table 6. However, a more careful study, using a log-scale, shows
that for 20 < x < 50 and at most time points ¢, the 2004-04-28 loss distribution is about
10 times bigger than the corresponding values for the 2006-11-28 case, see Figure 4. This
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supports the results in Table 6 where the expected tranche losses for the 2004-04-28 case
are always bigger than in the 2006-11-28 case.

7. CONCLUSIONS

In this paper we have derived closed-form expressions for CDO tranche spreads and index
CDS spreads. This is done in a inhomogeneous model where dynamic default dependencies
among obligors are expressed in an intuitive, direct and compact way. By specializing this
model to a homogenous portfolio, we show that the CDO and index CDS formulas simplify
considerably in a symmetric model. The same method are used to derive k*'-to-default
swap spreads for subportfolios in the main CDO portfolio. In this setting, we calibrate
a symmetric portfolio against credit derivatives on the iTraxx Europe series for a fixed
maturity of five years. We do this at two different dates, where the corresponding market
spreads differ substantially. In both cases we obtain perfect fits. These two calibrations
therefore lends some confidence to the robustness of our model.

In the calibrated portfolios, we compute tranchelet spreads and investigate k*"-to-default
swap spreads as function of the portfolio size. Further, the implied tranche losses and the
implied loss distributions are also extracted. All these computations and investigations
would be difficult to perform without having convenient formulas for the quantities that
we want to study. Furthermore, given the recovery rate, the number of model parameters
are as many as the market instruments used in the calibration. This implies that all
calibrations are performed without inserting ”fictitious” numerical values for some of the
parameters, making the calibration more realistic.
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8. APPENDIX

Tables 7 shows the market spreads collected from iTraxx Europe Series 6, November
28" 2006 and taken from Reuters. Table 8 shows the FtD spreads, i.e. 1%-to-defaults
spreads for 6 standardized subportfolios on iTraxx Europe Series 6, launched September
20", 2006. Each basket consist of five obligors that are taken from a sector in the iTraxx
Series 6 (Autos, Energy, Industrial, TMT, Consumers and Financial). The names of the
obligors in each basket as well as the selection criteria can be found on the webpage for
iboxx. In the financial FtD basket, we have used the subordinated FtD spread, since the
senior spread is much smaller (30 bp) than the other spreads, which will pull down the
average mid FtD spread to 112.25 bp.

The numerical values of the calibrated parameters a, obtained via (6.1.2), are shown in
Table 9 and the partition (see Equation (6.1.1)) in Table 10.
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Table 7: The market bid, ask and mid spreads for iTraxx Europe (Series 6), November 28",
2006. All data is taken from Reuters. The mid spreads, i.e. average of the bid and ask
spread, are used in the calibration in Section 6.

bid ask  mid time
0, 3] 14.5 14.5 | 28 Nov, 18:23
(3, 6] 60 65 62.5 | 28 Nov, 17:14
6, 9] 16.5 19.5 18 | 28 Nov, 13:36
9, 12] 5.5 8.5 7 28 Nov, 13:36
(12, 22] 2 4 3 28 Nov, 13:36
index |25.75 26.25 26 |28 Nov, 18:34
avg CDS | 25.94 27.8 26.87 | 28 Nov, 19:40

Table 8: The market bid, ask and mid spreads for different FtD spreads on subsectors of iTraxx
Europe (Series 6), November 28", 2006. Each subportfolio have five obligors. We also
display the sum of CDS-spreads (SoS) in each basket, as well as the mid FtD spreads
in % of SoS. The mid spread is used in the calibration in Section 6.

Sector bid ask mid SoS mid/SoS % time
Autos 154 166 160 202 79.21 % | 28 Nov, 10:26
Energy 65 71 68 86 79.07 % | 28 Nov, 10:26
Industrial | 114 123 1185 141 84.04 % 28 Nov, 10:26
T™T 167 188 177.5 217 81.8 % 28 Nov, 10:26
Consumers | 113 122 117.5 140 83.93 % | 28 Nov, 10:26
Financial 55 63 59 79 74.68 % | 28 Nov, 10:26
average 111.3 122.2 116.8 144.2 80.98 %

Table 9: The calibrated parameters that gives the model spreads in the Tables 1 and 2.

‘ a pb @ p3d  p@) pd)  p6)
04/08/04]33.0 16.4 84.5 145 86.4 124 514 | x107?
06/11/28 | 24.9 13.9 73.6 62.4 0.823 2162 4952 | x107*

Table 10: The integers 1, i1, p2,. .., it are partitions of {1,2,...,m} used in the models that
generates the spreads in the Tables 1 and 2

partition | g ps pa pis i
7 13 19 25 46 125
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MODELLING DEFAULT CONTAGION USING MULTIVARIATE
PHASE-TYPE DISTRIBUTIONS

ALEXANDER HERBERTSSON

Centre For Finance and Department of Economics, Goteborg University

ABSTRACT. We model dynamic credit portfolio dependence by using default contagion
in an intensity-based framework. Two different portfolios (with 10 obligors), one in the
European auto sector, the other in the European financial sector, are calibrated against
their market CDS spreads and the corresponding CDS-correlations. After the calibration,
which are perfect for the banking portfolio, and good for the auto case, we study several
quantities of importance in active credit portfolio management. For example, implied
multivariate default and survival distributions, multivariate conditional survival distribu-
tions, implied default correlations, expected default times and expected ordered defaults
times. The default contagion is modelled by letting individual intensities jump when
other defaults occur, but be constant between defaults. This model is translated into a
Markov jump process, a so called multivariate phase-type distribution, which represents
the default status in the credit portfolio. Matrix-analytic methods are then used to derive
expressions for the quantities studied in the calibrated portfolios.

1. INTRODUCTION

In recent years, understanding and modelling default dependency has attracted much
interest. A main reason is the incentive to optimize regulatory capital in credit portfolios,
provided by new regulatory rules such as Basel II. Another reason is the growing financial
market of products whose payoffs are contingent on the default behavior of a whole credit
portfolio consisting of, for example, mortgage loans, corporate bonds or single-name credit
default swaps (CDS-s).

In this paper we model dynamic credit portfolio dependence by using default contagion
and consider two different portfolios, one in the European auto sector, the other in the
European financial sector. Both baskets consist of 10 companies which are calibrated
against their market CDS spreads and the corresponding CDS correlations, resulting in a
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perfect fit for the banking case and good fit for the auto case. We then study the implied
joint default and survival distributions, the implied univariate and bivariate conditional
survival distributions, the implied default correlations, and the implied expected default
times and expected ordered defaults times. These quantities are of importance in active
credit portfolio management.

We us an intensity based model where default dependencies among obligors are expressed
in an intuitive and compact way. The financial interpretation is that the individual default
intensities are constant, except at the times when other defaults occur: then the default
intensity for each obligor jumps by an amount representing the influence of the defaulted
entity on that obligor. This model is then translated into a Markov jump process, which
leads to so called multivariate phase-type distributions, first introduced in [3]. This trans-
lation makes it possible to use a matrix-analytic approach to derive practical formulas for
all quantities that we want to study. The contribution of this paper is to adapt results from
[3] to credit portfolio applications. Special attention is given how to retrieve the model
parameters from market CDS spreads and their CDS-correlations.

The framework used here is the same as in [19], where the authors consider CDS and
k'-to default spreads and in [18] where the same technique is applied to synthetic CDO
tranches and index CDS-s. In this paper however, we focus on multivariate default and
survival distributions. As mentioned above, computing such quantities is at the core of
active credit portfolio management. The paper is an extension of Chapter 6 in the licentiate
thesis [17]. Default contagion in an intensity based setting have previously also been studied
in for example [4], [5], [6], [7], [8], [9], [10], [11], [12], [13], [14], [15], [21], [22],][23], [24],
[25], [26] and [28]. The material in all these papers and books are related to the results
discussed here.

The rest of this paper is organized as follows. Section 2 contains the formal definition
of default contagion used in this paper, given in terms of default intensities. It is then
used to construct such default times as hitting times of a Markov jump process. The
joint distribution of these hitting times is called a multivariate phase-type distribution, see
[3]. The results in Section 3 give convenient analytical formulas for multivariate default
and survival distributions, conditional multivariate distributions, marginal default distri-
butions, multivariate default densities, default correlations, and expected default times.
These are the main theoretical contribution of this paper. Some of the results in this
section have previously been stated in [3], but without proofs. Section 4 gives formulas
for CDS-spreads. They are our main calibration instruments. We provide a detailed de-
scription of the calibration against CDS spreads and their correlations. Special attention
is given to the relation between market CDS-correlations and the corresponding default
correlations. Furthermore, we discuss how to deal with negative jumps in the intensities,
which are required if there are negative CDS-correlations. In Section 5 we use the results
of Section 3 for our numerical investigations. Two CDS portfolios are calibrated against
market CDS spreads and their CDS-correlations. We then study several quantities of in-
terest in credit portfolio management. Section 6 is devoted to numerical issues and the
final section, Section 7, summarizes and discusses the results.
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2. INTENSITY BASED MODELS REINTERPRETED AS MARKOV JUMP PROCESSES:
MULTIVARIATE PHASE-TYPE DISTRIBUTIONS

In this section we define the intensity-based model for default contagion which is used
throughout the paper. The model is then reinterpreted in terms of a Markov jump process,
a so called multivariate phase-type distribution, introduced in [3]. Such constructions have
largely been developed for queueing theory and reliability applications, see e.g. [1] and
3]).

For the default times 71,7 ..., 7, define the point process N;; = 1(7,<;; and introduce
the filtrations

Fri=0(Nys<t), F=\/Fu
=1

Let \;; be the F;-intensity of the point processes NV, ;. Below, we will for convenience often
omit the filtration and just write intensity or ”default intensity”. With a further extension
of language we will sometimes also write that the default times {7;} have intensities {\;;}.
The model studied in this paper is specified by requiring that the default intensities have
the following form,

)\m =a; + Zbidl{TjSt}> t S Tis (21)
J#i
and \;; = 0 for t > 7;. Further, a; > 0 and b, ; are constants such that );; is non-negative.
The financial interpretation of (2.1) is that the default intensities are constant, except at
the times when defaults occur: then the default intensity for obligor ¢« jumps by an amount
b; ; if it is obligor j which has defaulted. Thus a positive b; ; means that obligor ¢ is put
at higher risk by the default of obligor j, while a negative b; ; means that obligor 7 in fact
benefits from the default of j, and finally b; ; = 0 if obligor ¢ is unaffected by the default
of j.
Equation (2.1) determines the default times through their intensities as well as their
joint distribution. However, it is by no means obvious how to find these expressions. Here
we will use the following observation, proved in [19].

Proposition 2.1. There exists a Markov jump process (Yi)i>o on a finite state space E
and a family of sets {A;}]" | such that the stopping times

7, =1inf{t > 0:Y; € A;}, 1=1,2,...,m, (2.2)

have intensities (2.1). Hence, any distribution derived from the multivariate stochastic
vector (T1, Ta, ..., Tm) can be obtained from {Y;}i>o.

The joint distribution of (74, 72,...,7,) is sometimes called a multivariate phase-type
distribution (MPH), and was first introduced in [3]. In this paper, Proposition 2.1 is
throughout used for computing distributions. However, we still use Equation (2.1) to
describe the dependencies in a credit portfolio since it is more compact and intuitive.

Each state j in E is of the form j = {j1,...Jx} which is a subsequence of {1,...m}
consisting of k integers, where 1 < k < m. The interpretation is that on {ji,...jx} the
obligors in the set have defaulted. Before we continue, further notation are needed. In the
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sequel, we let Q and a denote the generator and initial distribution on E for the Markov
jump process in Proposition 2.1. The generator Q is found by using the structure of E,
the definition of the states j, and Equation (2.1). The states are ordered so that Q is
upper triangular, see [19]. In particular, the final state {1,...m} is absorbing and {0} is
always the starting state. The latter implies that a = (1,0,...,0). Furthermore, define
the probability vector p (¢) = (P[Y; = j]);cp- From Markov theory we know that

p(t)=ae?, and P[Y; =j]=ace;, (2.3)

where e; € RI®l is a column vector where the entry at position j is 1 and the other entries
are zero. Recall that e?* is the matrix exponential which has a closed form expression in
terms of the eigenvalue decomposition of Q.

3. USING MULTIVARIATE PHASE-TYPE DISTRIBUTIONS AND THE MATRIX-ANALYTIC
APPROACH TO FIND MULTIVARIATE DEFAULT DISTRIBUTIONS

In this section we derive expressions for various quantities of importance in active credit
portfolio management. The portfolio consists of m obligors with default intensities (2.1).
Subsection 3.1 presents formulas for multivariate default and survival distributions, condi-
tional multivariate default distributions, and multivariate default densities. In subsection
3.2 we briefly restate some expressions for marginal survival distributions, originally pre-
sented in [19]. These distributions are needed in Section 4. Analytical formulas for the
default correlations are given in Subsection 3.3. Finally, in Subsection 3.4 we present
compact expressions for the moments of the default times and the ordered default times.

3.1. The multivariate default distributions. In this subsection we derive formulas for
multivariate default and survival distributions, conditional multivariate default distribu-
tions, and multivariate default densities. Let G; be |E| x |E| diagonal matrices, defined
by

(Gi)j; = lijeacy and (Gi); ;=0 if j#j" (3.1.1)
Further, for a vector (t1,%2,...,ty,) in R = [0,00)™, let the ordering of (t1,ts,...,,) be
ti, <ti, <...<t; where (i1,is,...,%,) is a permutation of (1,2,...,m). The following

proposition was stated in [3], but without a proof.

Proposition 3.1. Consider m obligors with default intensities (2.1). Let (t1,ta, ..., tm) €
R and let t;) <t;, <...<t;, beits ordering. Then,

Plr > th,... T > ] = (H eQ(“k—tikl)Gik> 1 (3.1.2)

k=1

where t;, = 0.
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Proof. First, note that
Plr >ty,...,Tm >ty =Pn, > ty,..., 7, > ti,]
:PDAEA%HWKMGA%}
=P[Yp=0,Y, €Af, ...Y, €A]] (3.1.3)
= > D PY=0Y =g, Ve, =4

Qe
i €AY Jiy €AY

%

where 0 = {0} is the state representing that no default have occurred. Further,

P[%:O,Kil :jila"'?nim :jim:|

=P[Yo=0P[Y, =4, |Y%=0] ... P[Y, =4, |Ye =3 ] (3.1.4)
= athil 6]11 ez—;l 6Q(ti2 _til)ejiz e;’;Q L eji”rlile;;m?l 6Q(t’bm —t’i',nfl)ejim

where the first equality follows from the Markov property of Y;, and P[Yy = 0] = 1. The
second equality is because

P [Yt - jik }YS - jik71i| =F [Yt_s - jik Yo = jik,l] = (BT eQ(t_S))

Tig— Jiy,
since Y; is a homogeneous Markov process. Next,
Z ejike;.;k eQ(tik_tikﬂ) = Z ejik e;—;k eQ(tik_tikfl) = GikeQ(tik_tik—l> (3.1.5)
Ji, €Eiy Ji, €Eiy
fork=1,2,...m—1, and
S eRlm ey = Q)G 1. (3.1.6)
szEElm
Hence, inserting the equations (3.1.4)-(3.1.6) into (3.1.3) shows that (3.1.2) hold. O

Let (i, tiy, ..., t,,) be the ordering of (¢1,%s,...,t,) € RP and fixap, 1 <p <m — 1.
We next consider conditional distributions of the types

P| > ¢ (Ti, >t

Tip+1 ip1s - - im Ti1 S tila .. ->Tip S tzpj|

and

]P)[Tip+1>t >Tim>t

ipg1r - im | Tin S tigy ooy Tiy S iy Tpia >tip}

There is a subtle but important difference between these two probabilities. The condition-
ing in the first expression includes the possibility that all obligors have defaulted before ¢; .
This is not the case in the second one, where the event excludes the possibility that other
obligors than iy,...,1%, default before ¢;. These probabilities may of course be computed

from (3.1.2) without any further use of the structure of the problem. However, using this
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structure leads to compact formulas. For this, further notation is needed. Define A as the

final absorbing state for Y}, i.e.

A=A, (3.1.7)
i=1
and let F; and H; be |E| x | E| diagonal matrices, defined by
(Fi);; =1lgeanay and (Fi), ., =0 if j#j. (3.1.8)
(Hi)j,j = lijea,y and (Hz’)j,j/ =0 if j#j. (3.1.9)

The following proposition is useful.

Proposition 3.2. Consz'der m obligors with default intensities (2.1). Let (t1,ta, ..., t,) €
R and let t;, <t;, <.. be its ordering. If 1 < p <m — 1 then,

Z m

]P)[Ti1<ti17"' Tiy <t ipy1r Tim>t' }

=« <He tiy—ti,_ ) ) ( H @ (tip—tip_1) )1‘ (3.1.10)

> 1

ip> 7—ierl

k=p+1
Further,
P [Tip+1 > tierl, ey Ty > i, ‘Til <t,... » T < tip:|
o ( i . EQ( ik tik—l)Fik) (H;cnzp—‘,-l eQ(tik—tik—l)Gik> 1 (3111)
a ( Z . €Q(tik_tik*1)Hik) 1
and
P |:7_ip+1 > tip+1> vy Ty > tz }’7‘,’1 S tim o T S tipan—i-l > tzp]

o (hiey ¥ P ) (I 2006 ) 1 3.112)
o ([T, ), )1

where t;, = 0.

Proof. First we prove (3.1.10). Similarly as in the proof of Proposition 3.1

P |:7'Z'1 < til, o T < tipaTip+1 > tip+1> vy Ty > t'lm]
Vo€ EY,, €A \A LY, €A NAY, €A Y, €Al ]
=D > > X D0 Ple=go Y, =i Y, = i)
Jo€E G, €A \A ;i €A\A G, +1€AZC+1 Jig €AL

p
= H Liy, —tiy 1 Zk) < H e tzk —liy,_ 1 Zk) 1.

k=p+1
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Here the last equality follows from similar arguments as in the equations (3.1.4)-(3.1.6) in
Proposition 3.1, using the definition of the matrix F.
To prove (3.1.11) it is enough to show that

p
P |:Ti1 < til, e Ty < tip} = (H €Q(tik_tik1)Hik> 1
k=1

since Equation (3.1.11) then follows from (3.1.10) and the definition of conditional proba-
bilities. Now,

P[Til Stila"'aTiP Stip] :P[)/E)EE,Y;H GAil,...,Y;ip EAipi|

:Z Z Z P[%:jmnil:jh""’nip:jip]

Jo€E j, €Ay i, €A,

p
- <H eQ(tik _tik1>Hik> 1
k=1

where the last equality follows from arguments as in Proposition 3.1, using the definition
of the matrix Hy. Finally, for Equation (3.1.12), note that

P [Tip+1 > tip+17 ey Ty > i, ‘Til <t,... » Ti < tipan—l—l > tip]

]P)[’Tilgt ,Tipgtip,Tip+1>t

Plr, <ty,...,7, <t

Hence, by using (3.1.10) it is enough to show that

p
P |:7'Z'1 S tila Ce >Tip S tip, Tp+1 > tzpj| = <H €Q(tik_tik1)Fik> 1.

k=1

ipr1s s Tim > tim}

Tp1 > ti,,}

iy

ip)

Let E,, be the set of states representing precisely n defaults. Then,
P [Til < til, <y Ty < tipan—l—l > tip:|

=P Y,

1

S Aiﬂ""}/;/ip € Ai;ﬂ}/;fip S U Ezk]

k=p+1

:IP’[YOGE,Y% €ALN\A, .Y eAip\A]

:Z Z Z P[}/O:jO’Y;h:jil""’y;fip:jip

JocE j; €A \A Jip, €A \A

p
=« (H eQ(tik_tikl)Fik> 1
k=1

where the second equality comes from the fact that A is an absorbing state representing
default of all obligors. The last equality follows from arguments as in Proposition 3.1,
using the definition of the matrix F. O
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The following corollary is an immediate consequences of Equation (3.1.10) in Proposition
3.2.

Corollary 3.3. Consider m obligors with default intensities (2.1). Let {iy,...,i,} and
{J1s- -, Jq} be two disjoint subsequences in {1,...,m}. Ift <s then

q
P [Til >t Ty, > T < S, T, = ae® (HG%> eQs—1) <HHM) 1
and for s <t

q
P[Til >t,..-77—7jp>t,7—j1<8,...,qu<8 _ae (H ]k) Q(t—s) ( Zk)

We can of course generalize, the above proposition for three time points t < s < u, four
time points t < s < u < etc. Using the notation of Corollary 3.3 we conclude that if ¢t < s
then

Il :“@

ae® (17 r=1 Gir) Qb (I, Hj) 1

Plrj, <s,...,75, <s|m, >t....7 >t = @)1
k=1
and for s <t
Qs F Q(t—s) P Gi 1
P[Til>t,...,7—ip>t}7—j1<8,...,qu<$j|: ae? (J[i )6 (ITizt Gir) '

ae?® ([ Hj,)1
Our next task is to find the probability density f(¢1,...,%,) of the multivariate ran-

dom variable (7q,...,7,). For (ti,ta, ..., tn), let (t;,t,, ..., ;) be its ordering where
(11,12, ..., iy) 18 a permutation of (1,2,...,m). We denote (iy,1s,...,%,) by ¢, that is,
i = (i1,1%2,...,%y). Furthermore, in view of the above notation, we let f;(t1,...,t,) denote

the restriction of f(t1,...,t,) to the set t;, < t;, < ... <t; . The following proposition
was stated in [3], but without a proof.

Proposition 3.4. Consider m obligors with default intensities (2.1). Let (t1,to, ..., tym) €
R and let t;, <t;, <...<t;, be its ordering. Then, with notation as above

im

m—1
.f’i(tla s >tm) = (_l)ma (H 6Q(tik_tik71) (QG% - G%Q)> € (tzm i 1>QGlm

(3.1.13)
where t;, = 0.
Proof. By Proposition 3.1, since the order of partial differentiation is irrelevant
am
i1, . tm) = —1)""——"P i > liy, e T > U
f( 1 ) ( ) atzlatzm |:Tl 1 Tp p]
gm m Qb ) (3.1.14)
= (=1)™ - - @ i " lig—1 Gi 1
(=" ..atimge ‘
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where ¢;,, = 0. First, note that

9 H eQ(tik_tikfl)G- = e QGil H eQ(tik_tik—l)Gik
k=2

Ot; L

" =1

m
_ thil Gil eQ(tlé —tiy ) QGzz H eQ(tik ik ) G

k=3

i

= e QG H Qi _tik—l)Gik (3.1.15)
k=2

_ thh GilQ H eQ(tik _tikfl)Gik
k=2
= thil (QG“ - Gi1 Q) H eQ(tik _tikil)Gik
k=2

where the second equality is due to the fact that eQ'Q = Qe®. Next, (3.1.15) implies
that

2 m m
0 H 6Q(t’ik _tikfl)Gik =e%1 (QG;, — G, Q) 9 H 6Q(tik _t"k%)G

3.1.16
oty 0t 11 ot;, 11 (3.1.16)

i
The derivative of the product in the right-hand side in Equation (3.1.16) is treated exactly
as in (3.1.15) but now with t;, instead of ;. Hence, by repeating this procedure for
k=3,...,m — 1 and noting that

8% eQ(tim _timfl ) Glm = eQ(tim _tim71 ) QGlm

im

and inserting the results in Equation (3.1.14) finally yields

m—1
f’i(tla cee >tm) = (_l)ma (H 6Q(tik_tik71) (QG% - G%Q)) eQ(tim_timil)QGiml
k=1

where t;, = 0. This proves (3.1.13). O

3.2. The marginal distributions. In this section we state expressions for the marginal
survival distributions P [r; > t] and P [T}, > t], and for P [T}, > ¢, T} = 7;] which is the prob-
ability that the k-th default is by obligor ¢ and that it not occurs before t. The first ones
are more or less standard, while the second one is less so. These marginal distributions
are needed to compute single-name CDS spreads and k'"-to-default spreads, see e.g [17],
[19]. Note that CDS-s are used as calibration instruments when pricing portfolio credit
derivatives. We come back to this in Section 4. The following lemma is trivial, but stated
since it is needed later on.

Lemma 3.5. Consider m obligors with default intensities (2.1). Then,

Plr; > t] = ae®g? and P[T} > t] = aem® (3.2.1)
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where the column vectors g, m®) of length |E| are defined as

(@) )

_ (k) _
gj = 1{j6(Ai)C} and mj = 1{jeu’€*1En}

n=0

and E,, is set of states consisting of precisely n elements of {1,...m} where Ey = {0}.
The lemma immediately follows from the definition of 7; in Proposition 2.1. The same

holds for the distribution for T}, where we also use that m®) sums the probabilities of

states where there has been less than k defaults. We next restate the following result,
proved in [19)].

Proposition 3.6. Consider m obligors with default intensities (2.1). Then,

k=1 [k—1
P[T; > t, T = 7] = ce? Y (H G“’P) hik, (3.2.2)
=0 \p={
for k=1,...m, where
P, = L’

Dkt @ik
and h"* is column vectors of length |E| and G** is |E| x | E| diagonal matrices, defined
by

j.j € E,

vk _ ik _ ik . .
hj = lyjenins,y  and Gj,j = l{je(Ai)CﬂEk} and Gj,j’ =0 if 3#7.

Equipped with the above distributions, we can derive closed-form solutions for single-
name CDS spreads and k'*-to-default swaps for a nonhomogeneous portfolio, see e.g [17],
[19]. In the present we focus on CDS spreads as our main calibration tools, see Section 4.

3.3. The default correlations. In this subsection we derive expressions for pairwise
default correlations, i.e. p;;(t) = Corr(l{<¢, 1<) between the obligors 7 # j belonging
to a portfolio of m obligors satisfying (2.1).

Lemma 3.7. Consider m obligors with default intensities (2.1). Then, for any pair of
obligors i # j,

aeRteld) — qeQthY qeQtRY)

pis(t) = (33.1)
\/athh(i)athh(j) (1 — athh(i)> (1 — athh(j))
where the column vectors RV, €9 of length |E| are defined as
hY =1geay  and  c? =1geana;y = BYRY. (3.3.2)

Proof. By the definition of covariance and variance

COV(l{TiSt}, 1{Tj§t}) =P [Ti S t,Tj S t] —P [Ti S t] P [Tj < t] y
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and Var(l,<y) = P[r; <t](1 = P[r; <t]). According to Equation (2.2) we have that
P 7 < t] = ae?h! where hY = 1(jca,}, and that

Plr<tr <t]|=PY,e AinAj]= Y  P[Y,=j]=ac¥)

jEAZ‘ﬂAJ‘
where cg.i’j ) = Ljeaina;y = hg.i)hg.j ), Inserting these expressions into the definition for
correlation between two random variables yields (3.3.1). O

Note that if we have determined the vector g™, then R is retrieved from g according
to h =1 — g which is useful for practical implementation.

3.4. Expected default times. By construction (see Proposition 2.1), the intensity matrix
Q for the Markov jump process Y; on E has the form

-2 )

where ¢ is a column vector with |E| — 1 rows. The j-th element ¢; is the intensity for Y;
to jump from the state j to the absorbing state A = N";A;. Furthermore, T is invertible
since it is upper diagonal with strictly negative diagonal elements. Thus, we have the
following standard lemma.

Lemma 3.8. Consider m obligors with default intensities (2.1). Then, with notation as
above |
E[r"] = (-1)"nl&T"§" and E[T}] = (-1)"nl&aT "m®

7

for n € N where &, G, m™) are the restrictions of a, g™, m® from E to E \ A.

Proof. We prove the results for n = 1. By Lemma 3.5 we have that
Plr > t] = &™g? and P[T} > t] = ae%m®
where &,§", m®) are the restrictions of a, g, m® from E to E\ A. If Fr (t) =
P [T}, <], then fr, (t) is given by
d

d - ~
ka (t) = EFT]‘ (t) = _E]P) [Tk > t] = —aeTtTm(k)

so that
E[T}] = / tfr (t)dt = —& / teTtdtTim™® = —aT'm®.
0 0

To motivate the last equality we use partial integration and the fact that T is invertible
to conclude that

/ teT'dtT = tlim eTt (tI — T_l) +T =7
0 —00

since limy_,o T (tI — T_l) = 0 because the eigenvalues of T' are strictly negative. The
expression for E [T7'] and E [7]"] are derived analogously for n = 1,2,3,.... O
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The above proof can also be done by using Laplace transforms, see e.g. [2]. From Lemma
3.8 we can determine the risk-neutral, i.e implied, expected default times according to
E[r] = —aT~'g" and E[T};] = —&T'm™. Furthermore, the implied variances of the
default times are then given by

. O\ 2
Var[r;] = 2&T 2§ — (&T‘lg(’)) fori=1,2,...,m
2
Var|Ty] = 2aTm®) — (dT—1m<k>) fork=1,2,....m.

3.5. Some remarks. The message in Subsections 3.2-3.3 is that under (2.1), computa-
tions of multivariate default and survival distributions, conditional multivariate default
and survival distributions, marginal default distributions, multivariate default densities
and default correlations can be reduced to compute the matrix exponential. Computing
eQ efficiently is a numerical issue, which for large state spaces requires special treatment.
This is discussed in Section 6. Finally, recall that |E| = 2™ which in practice will force us
to work with portfolios where m is less or equal to 25, say ([19] used m = 15).

4. CALIBRATING THE MODEL PARAMETERS AGAINST CDS SPREADS AND CDS
CORRELATIONS

In this section we discuss how to find the parameters in the model (2.1). First, Subsection
4.1 derives the model spreads for single-name credit default swaps, CDS-s, which are the
most liquid traded credit derivative today. Next, Subsection 4.2 gives a detailed description
of the calibration against CDS spreads and the corresponding CDS-correlations. We also
discuss how to deal with negative jumps in the intensities, which are required if there are
negative CDS-correlations

4.1. Using the matrix-analytic approach to find CDS spreads. Given the model
(2.1), we will in this subsection derive expressions for CDS-spreads, which constitute our
primary calibration instruments. In the sequel all computations are assumed to be made
under a risk-neutral martingale measure IP. Typically such a P exists if we rule out arbitrage
opportunities.

Consider a single-name credit default swap (CDS) with maturity 7" where the reference
entity is a obligor ¢ with default times 7; and recovery rates ¢;. The protection premiums
are paid at 0 < t; <ty < ... <t,, =T if 7, > T, or until the default time of obligor 7,
whichever comes first. Assuming that the default time and the risk-free interest rate are
independent for each obligor and that the recovery rate is deterministic, one can show that
the CDS spread is given by (see e.g. [17] or [19]),

(1— ) Jy BsdFi(s)
S0ty (BuAa(l = Fi(t) + 17 By (s = ta1) dFi(5))

Ri(T) = (4.1.1)

where B; = exp (— fot rsds> denote the discount factor, r; is the risk-free interest rate, and
F; (t) = P[r; <t is the distribution function of the default time for obligor 7. Note that
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the CDS spread is independent of the amount that is protected. Expressions for R;(T")
may be obtained by inserting the expression for P[r; > t] in (3.2.1) into (4.1.1), and have
previously been stated in [18], [19], but without proofs. For completeness, this is done in
the following proposition.

Proposition 4.1. Consider m obligors with default intensities (2.1) and assume that the
interest rate v is constant. Then,

(1— ¢ (A(0) — A(T)) g%
a (3,1 (ApeQmerin 4+ C(tn-1,t,))) g
where C(s,t) = s (A(t) — A(s)) — B(t) + B(s) for A(t) = e® (Q —rI)" Qe and
Bt)=e? (tI+(Q—rI)"") (Q—rI)" Qe
Proof. Let f; (t) denote the density for 7;,
d

d .
fi(t) = %FZ (t) = _%P [, > t] = —OzQthg(l)

where the last equality is due to Lemma 3.5. Then,

T T T
| Bar = [ i = —a [ Qe ag? = a(A@) - A1) g
0 0 0

since

Ry(T) = (4.1.2)

b
[ @@ — A - Ala) where ()= (Q D) Qe

Furthermore,

tn tn tn
/ By (t —tn_1) dF(t) = / te " fi(t)dt — t,_4 / e " fi(t)dt
th—1 tn—1 tn—1

tn tn
=« (/ th(Q—TI)tdt _ tn—l/ Qe(Q-?“I)tdt) g(i)
tn—1

~ aftu s (Aftn) = Alta 1)~ Blt) + Blta 1)) "
= aCl(ty_1,t,)g?
where C'(s,t) = s (A(t) — A(s)) — B(t) + B(s) and

b
/ tQe @Dt = B(b) — B(a) for B(t) =€ (tI+(Q —rI)™")(Q —rI) ™' Qe™.

Now, inserting the above expressions in Equation (4.1.1) renders (4.1.2). O

By using the technique in Proposition 4.1 and the expressions for P [T}, > ¢, Ty = ;] and
P [T} > t] in Subsection 3.2, we can derive formulas for k'*-to-default swaps, which are
generalizations of CDS contracts, to a portfolio of several obligors. These contracts offers
protection on the k™ default in the portfolio. For more on this, see e.g. [17], [19].
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4.2. The calibration. The parameters in (2.1) are obtained by calibrating the model
against market CDS spreads and market CDS correlations. As in [19] we reparameterize
the basic description (2.1) of the default intensities to the form

Ari = a; (1 + Z ei,jl{qu}) : (4.2.1)

J=1j#i

where the a;-s are the base default intensities and the ¢; ; measure the "relative dependence
structure”. In [19] we assumed that the matrix {6, ;} was exogenously given and then
calibrated the a;-s against the m market CDS spreads. In this paper we use the m market
CDS spreads as in [19] but in addition also determine the {6, ;} from market data. Let
pij(T') = Corr(1(r,<1y, 1{r;<7}) be the default correlation matrix computed under the risk

neutral measure. This matrix is a function of the parameters {6; ;}, but is not observable.

(CDS) (CDS)

Instead we use 3{p; ; (1))} as a proxy for it, where {p; ;= (T)} is the observed correlation

matrix for the T-years market CDS spreads, and (3 is a parameter at our disposal. Thus,
in the calibration we match p; ;(T") against /B{pl(.SDS) (T)}.

For standardized portfolios, CDS-correlation matrices can be obtained from e.g. Reuters.
However, given times-series for the CDS-spreads on obligors in any portfolio, these matrices
can easily be computed using standard mathematical software.

A further issue remains. This is that the CDS correlation matrix is symmetric and
thus only contains m(m — 1)/2 pairwise CDS correlations. Hence, together with the m
market CDS spreads we have m(m + 1)/2 data observations, while there are m? unknown
parameters in (4.2.1); the m(m — 1) different 6; ;-s and the m base intensities {a;}. To
make the number of model parameters and the number of market observations match, we
hence assume that the 6; ;-s are the same for some of the ordered pairs (i, j), so that there
are only m(m — 1)/2 different 6, ;-s.

We now explain the calibration in more detail. First, we reduce the m(m — 1) un-
known variables {6;,;} to a set of (m — 1)m/2 different nonnegative parameters {d,} =
{dl,d2,...d(m_1)m/2}, so that the total number of model parameters are as many as
the market observations. Secondly, we assume a exogenously given dependence matrix
{D;;} where D,; € {1,2,...(m — 1)m/2} which determines the matrix {6, ;} according
to 0;; = +dp, ;, where the sign is the same as the market CDS correlation pESDS)(T ). It
is a topic for future research to find methods to estimate the dependence matrix {D; ;}.
For example, from corporate data or from the rapidly increasing market of credit portfolio
products, such as CDO’s and basket default swaps. In this paper, the matrix {D;} is
determined randomly, see Appendix 8.

Let v = ({a;},{d,}) denote the parameters describing the model and let {R;(T;v)}
be the m different model T-year CDS spreads and {R; »(7")} the corresponding market
spreads. Furthermore, as above, we let p; ;(T;v) = Corr(1¢-,<ry, 1{7,<r}) denote the pair-
wise T-year default correlations. Here we have emphasized that the model quantities are
functions of v = ({a;}, {d,}) but suppressed the dependence of the matrix {D; ;}, interest
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rate, payment frequency, etc. The vector v is obtained as

v = arg}rnin [0cps(T; D) + dcore(T'; )] (4.2.2)
where

Scps(T;v) = F Z (Ri(T;v) — Rip(T))”

Seorr(T'; ) Z Z (pm (T; ) = BT ))2

i=1 j=i+1

(4.2.3)

with F' > 0 and 0 < § < 1 exogenously chosen. The second expression in (4.2.3) is due to

that we use ﬂ{pZCDS (1)} as a proxy for {p; ;(T")}. It is possible to include F' and [ in the
unknown parameter vector v and we make some further comments on this at the end of
the present subsection.

If all CDS-correlations are positive, the minimization in (4.2.2) is performed with the

constraint that all elements in v are nonnegative. However, if there are negative CDS-
(CDS)
DS H

s1gn(p§7j )(T ))dp,; = —dp,; < 0, since it otherwise is difficult to generate negative default
correlations. Because \;; must be positive and all parameters are nonnegative, we have to
bound some of the {d,} if there are negative CDS-correlations. It is then practical to as-

sume that the dependence matrix {D; ;} is constructed so that it splits {d,} in two disjoint
groups, {d,} = d_ U d; such that if p(CDS) (T') < 0 then dp,, € d_ and if pZCDS)(T) >0
then dp, ; € d,. Let N; denote the sets of obligors j # ¢ Wthh are negatlvely correlated

with entlty i, that is, where p(c S)(T) < 0. Thus, if j € N; then dp,; € d_ and the
following constraints

correlations, that is p; . ’(T)) < 0 for some pairs (i,7), then we require that 6, =

— > aidp,; >0 thatis, 1> dp,,, (4.2.4)
JEN; JEN;
must simultaneously hold for every ¢ = 1,2,...,m. These joint bounds finally determine

the proper constraints on the parameters in d_, which heavily depend on the elements
D; ; and the sign of p (GDS) (T ). If the number of negative CDS correlations are less than
positive CDS correlatlons it may be convenient to assume that each d, € d_ only appears
once in the matrix {D;;} and use the constraints d, < ‘ 1f 0;; = —d, for some j € N;.
Recall that in economic terms, negative CDS correlation, and thus negative jumps in the
intensities for a obligor ¢, means that entity ¢ benefits from defaults of obligors j € N;.
Let us finally give some remarks on the parameters § and F. A naive first attempt
is to let F/ =1 and 8 = 1 in the calibration (4.2.2). However, the market CDS spreads
R; v(T) are about 100 times smaller than p(CDS)(T ), which then implies unrealistic model
CDS spreads. The problem can be avoided by letting /F = 100 so that v/FR; (T)

and ,OES-DS)(T) are approximately in the same order. This leads to bad correlation fits, i.e.
deorr(T'; ) is big, when § = 1. In our examples, the calibrations produce default correlations
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much smaller than the corresponding CDS correlations. Motivated by this we assume that
0 < § << 1 and in our numerical studies we let 5 = 0.05 and v/F = 100. This gives
perfect correlation calibrations for our data sets where all entities in the CDS-correlation
matrix are nonnegative, and reasonable calibrations when the correlation matrix contains
both positive and negative entities (see Subsection 5.1). It is possible to include 5 and F
in the parameter vector v, and then decrease the set {d,} so that |{d,}| = m(m—1)/2—2,
where the total number of model parameters still are as many as the market observations.

5. NUMERICAL STUDIES

In this section we will use the theory developed in previous sections to study quantities of
importance in active credit portfolio management. We consider the same parameterization
of (2.1) as in Subsection 4.2, that is

)\t,i = q; (1 + Z Ei7diz-yj]-{Tj<t}> ’
J=Lj#i

where ¢, ; is the sign of pESDS)

D, ;e {1, 2... W} Further, the d,-s are (m — 1)m/2 different nonnegative parameters

(T), and {D;;} is a exogenously given matrix such that

which will be determined in the calibration, together with the base default intensities a;.

In Subsection 5.1 we introduce two CDS portfolio, one in the European auto sector,
the other in the European financial sector. These portfolios, which both consist of 10
companies, are used as a basis for the numerical studies in the rest of this section. For
exogenously given dependence matrices {D; ;}, we calibrate the portfolios against market
CDS spreads and their correlations. In the calibrated portfolios, we then study the implied
joint default and survival distributions and the implied univariate and bivariate condi-
tional survival distributions (Subsection 5.2), the implied default correlations (Subsection
5.3), and finally the implied expected default times and expected ordered defaults times
(Subsection 5.4).

5.1. Two CDS portfolios. Table 1 and Table 2 describe the two CDS portfolios which
are used in our numerical studies and Table 3 and Table 4 their correlation matrices. The
maturity was 5 years and the data was obtained from Reuters at February 15, 2007 for
the auto portfolio and March 28, 2007 for the financial portfolio.

The correlation matrices are based on rolling 12 months 5-years CDS midpoint market
spreads for each obligor, with a daily sampling frequency of the closing level of the spreads.
In both portfolios, we have assumed a fictive relative dependence structure {D; ;} which
are given in Table 11 and Table 12 in Appendix 8 together with a description how they
where created. Further, we have also assumed a fictive recovery rate structure which is the
same in both baskets. The interest rate was assumed to be constant and set to 3%, and
the protection fees were assumed to be paid quarterly.

For each portfolio, the a;-s and d,-s are obtained by simultaneously calibrate the CDS
spreads in Table 1 and Table 2 and the corresponding correlation matrices in Table 3
and Table 4, as described in Subsection 4.2. In both portfolios the CDS calibrations
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Table 1: The auto companies and their 5 year market (2007-02-15) and model CDS spreads, the

absolute calibration errors, and the recoveries. The spreads are given in bp.

Company name Market Model abs.error | recovery %
Volvo AB 25.84  25.87  0.03336 32
BMW AG 9.415  9.593 0.178 48
Comp. Fi. Michelin SA | 25.34 25.53  0.1915 45
Continental AG 43.66 43.68  0.01789 34
DaimlerChrysler AG 44 43.98  0.02175 42
Fiat SPA 58 58.02 0.016 41
Peugeot SA 24.84 249  0.06289 29
Renault SA 28.67  28.72  0.05989 39
Valeo SA 66 65.98  0.01812 51
Volkswagen AG 22.17  22.08 0.08343 41
> abs.cal.err 0.6828 bp

Table 2: The financial companies and their 5 year market (2007-03-28) and model CDS spreads,

the absolute calibration errors, and the recoveries. The spreads are given in bp.

Company name

Market Model abs.error

recovery %

ABN Amro Bank NV 6.085  6.225  0.1402 32
Barclays Bank PLC 7 6.9 0.1 48
BNP Paribas 6.665 6.562  0.1026 45
Commerzbank AG 9.335 941 0.07492 34
Deutsche Bank AG 13.59 13.5 0.08747 42
HSBC Bank PLC 7.25 7.247  0.002626 41
Hypovereinsbank AG 7 7217  0.2173 29
The Royal Bank of Scotland PLC 7 6.844  0.1556 39
Banco Santander Central Hispano | 8.25 8.22 0.02998 51
Unicredito Italiano SPA 9.915 9.989 0.07363 41
> abs.cal.err 0.9844 bp

where perfect. The correlation fit for the financial portfolio was also perfect, as seen in

Table 5, while the corresponding calibration for the auto case was mediocre. One possible
explanation for the lesser performance in the auto portfolio, is that the negative jumps
in the intensities are bounded, which may bound the absolute value of the negative CDS-
correlations by a scalar smaller than one.

A quick look in Table 14 reveals that 15 (out of 18) "negative” parameters hit their
upper bounds (for more details on this, see Appendix). Such limitations can be avoided
by using a different parametrization of the intensities in (2.1), making the jumps-sizes also
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Table 3: The auto CDS correlation matrix, based on 5-years CDS midpoint market spreads for
each obligor, between 2006-02-15 and 2007-02-15, with a daily sampling frequency of
the closing level of the spreads.

VOLV BMW MICH CONT DCX FIAT PEUG RENA VALE VW

VOLV
BMW
MICH
CONT
DCX
FIAT
PEUG
RENA
VALE
\AUY

1
0.63
0.81
-0.5
0.12
0.67
0.66
0.55
0.22
0.12

1
0.64
-0.69
0.47
0.97
0.28
0.24
-0.42
0.66

1
-0.23
0.51
0.76
0.81
0.79
0.2
0.47

1
0.13
-0.64
0.14
0.1
0.44
-0.2

0.52
0.34
0.42
-0.1
0.77

1
0.37
0.39

-0.31
0.71

1
0.82
0.39
0.16

1
0.41 1
034 -044 1

Table 4: The financial CDS correlation matrix, based on 5-years CDS midpoint market spreads
for each obligor, between 2006-03-28 and 2007-03-28, with a daily sampling frequency
of the closing level of the spreads.

ABN BACR BNP CMZB DB HSBC HVB RBOS BSCH CRDIT
ABN 1
BACR | 0.91 1
BNP 098 094 1
CMZB | 0.92 095 0.92 1
DB 088 084 089 081 1
HSBC | 0.66 096 0.76 09 0.88 1
HVB 082 09 08 089 08 0.85 1
RBOS | 093 098 095 094 085 098 0.88 1
BSCH | 084 095 089 095 0.78 088 0.89 0.92 1
CRDIT | 0.78 0.9 082 091 0.76 0.81 087 084 0.96 1

be functions of the level of the intensity. To be more specific, the bigger the intensity, the

bigger negative jumps are allowed.

From Table 14 and Table 15 in Appendix, we see that in the auto portfolio, the base
intensities can have positive jumps up to 589% of their ”base values” a;, and up to 1749

% in the financial portfolio.

5.2. The implied default and survival distributions and the conditional survival
distributions. In the credit literature today, risk-neutral distributions are often called im-
plied distributions. Here ”implied” is refereing to the fact that the quantities are retrieved
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Table 5: The average, median, min and max absolute calibration-errors in percent of the scaled

“DS)(T)}, where 5 = 0.05

market CDS-correlations, i.e. {ﬁpg’ p

Portfolio ‘ mean median min max
Auto 29.2 18.8 0.347 122
Financial | 1.43 0.213 0.00988 13.1

from market data via a model. The implied (joint) default and survival distributions at
different time points, are important quantities for a credit manager. The results in Section
3 provides formulas for computing these expressions. In this subsection we use them to find
the implied default and survival distributions, as well as conditional survival distributions,
for different pairs of obligors, in the calibrated portfolios.

We want to study the bivariate default and survival distributions for the pairs Fiat, BMW
and Continental, BMW. Given the CDS spreads and their correlations, it may in general be
difficult to draw some qualitative conclusions about these bivariate probabilities and their
mutual relations, without actually computing them. The CDS spreads for Fiat and BMW
are positively correlated while Continental and BMW are negatively correlated, and the
difference in percent between the spreads for Continental and Fiat are (58 — 43.66)/58 =
24%. From this, we intuitively guess that BMW-s bivariate default probabilities with Fiat
should be bigger than the bivariate default probabilities with Continental. Conversely,
the bivariate survival distributions of the pair Fiat, BMW should be smaller than for
Continental, BMW. These hypothesis are confirmed by the Figures 1, 2, 3 and 4. Similar
shapes of the bivariate default and survival distributions are obtained by obligors in the
financial portfolio, as seen in Figure 5 and 6.

We also note that the CDS spreads for Continental is positively correlated with the
spreads for DaimlerChrysler, Peugeot, Renault and Valeo. We therefore suspect that the
conditional survival distributions for continental are decreasing with the number of defaults
among DaimlerChrysler, Peugeot, Renault and Valeo. For example, when s is fixed, we
guess that the survival distribution P [7cony > t | Toex < s] as function of ¢ for ¢ > s, should
lie above the curve P [7con > t | Thox < S, Tpeu < 8]. This claim is supported by Figure 7 for
s =10 and 10 < ¢t < 104 (and also by Figure 9, for a similar test in the financial portfolio).
Furthermore, the CDS spreads for Continental are negatively correlated with the spreads
for Volvo, BMW, Michelin, Fiat and Volkswagen. In view of the above results, it is tempting
to believe that the conditional survival distributions for continental, are increasing with
the number of defaults among for Volvo, BMW, Michelin, Fiat and Volkswagen.

We investigate this for s = 10 and 10 < ¢ < 104, and note that the claim is only true on
the interval 10 <t < 45, as seen in Figure 8. For ¢ > 53, we see that the curves do not lie
in increasing order with increasing amount of negatively correlated defaults. One possible
explanation for this is that the negative jumps in the intensities where bounded, in the
specification that we use, which implies that the effect of a negative jump will diminish as
time progress since several positive jumps then have occurred previously.
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Figure 1: The implied bivariate default distribution for Fiat and BMW (left) and Continental

and BMW (right) in the auto portfolio.
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Figure 2: The isolines for the implied bivariate default distribution for Fiat and BMW (left)
and Continental and BMW (right) in the auto portfolio.

We also compare univariate conditional survival distribution, with bivariate conditional
survival distribution, in the banking portfolio. In Figure 9 and Figure 10 we see that
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and Continental and BMW (right) in the auto portfolio.

the bivariate conditional survival distribution declines much faster than the corresponding
univariate conditional survival distribution.
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Figure 5: The implied bivariate default (left) and survival (right) distributions for Royal Bank
of Scotland and HSBC Bank in the financial portfolio.
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Figure 6: The isolines for the implied bivariate default (left) and survival (right) distributions
for Royal Bank of Scotland and HSBC Bank in the financial portfolio.

So far we have only computed joint bivariate distributions, or distributions involving
two time points. To show that we can handle distributions with all 10 obligors for 10
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Figure 7: The survival distribution for Continental, conditional on defaults before time 10 years,
by firms which are positively correlated with Continental. The firms which have
defaulted are indicated in the legend.
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Figure 8: The survival distribution for Continental, conditional on defaults before time 10 years,
by firms which are negatively correlated with Continental. Left figure ¢ < 45, right
figure t > 52. The firms which have defaulted are indicated in the legend.

different time points, Table 6 and 7 displays the joint multivariate default and survival
distributions for all obligors, in each portfolio. Recall that implied default probabilities are
often substantially larger then the ”real” so called actuarial default probabilities.
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Figure 9: The survival distribution for ABN Amro, conditional on defaults before time 10 years.
The firms which have defaulted are indicated in the legend.
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Figure 10: The joint survival distribution for ABN Amro and BSCH, conditional on defaults
before time 10 years. The firms which have defaulted are indicated in the legend.
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Table 6: The multivariate default and survival probabilities P [1yoly > n, ..., 7yvw > 10n] and
P [tvory < n, mBMW < 2n,...,7yw < 10n] (in %) where n = 0.5,1,1.5,...,4, in the auto
portfolio.

n=05 n=1 n=15 n=2 n=25 n=3 n=35 n=4
multi.def.prob 11.1 21 29.8 37.6 44.5 50.7 56.2 61
multi.surv.prob 98.3 96.6 94.9 93.1 91.4 89.7 88 86.2

Table 7: The multivariate default and survival probabilities P [Tapn > n, ..., TcpriT > 10n] and
P [TABN <N, TBACR < 21, ..., TCDRIT < 1071] (in %) where n = 0.5,1,1.5,...,4, in the
financial portfolio.

n=05 n=1 n=15 n=2 n=25 n=3 n=35 n=4
multi.def.prob 29.4 49.3 63.3 73.3 80.4 85.6 89.5 92.3
multi.surv.prob 99.3 98.6 97.9 97.3 96.7 96.1 95.5 95

5.3. The implied default correlations. It may be of interest for a credit manager to
have a quantitative grasp of the pairwise default correlations p; ;(t) = Corr(1(r,<sy, 1{r,<1})
between two obligors ¢ # j, as a function of time t. Especially, if we can study several
pairs for a fixed obligor ¢, simultaneously. Recall that we have calibrated p; ;(1") against

0.05pESDS)(T) for T' =5, as discussed in Subsection 4.2.

We first consider the same example as in the previous subsection, where the CDS spreads
for Continental is positively correlated with DaimlerChrysler, Peugeot, Renault and Valeo,
and negatively correlated with Volvo, BMW, Michelin, Fiat and Volkswagen. We therefore
suspect that for most time points ¢, the corresponding default correlations pcont,;(t) are
positive for 7 = Volv, BMW...,CW and negative for j = DCX, Peu,..., Valeo. This is
confirmed by Figure 11. Note that the correlations have parabolic shapes as function of
time t.

Furthermore, the CDS-correlation matrix in Table 4 indicate a strong positive correlation
among the different CDS-spreads for the banks. This is also the case for the corresponding
default correlations, as seen in Figure 12, which displays the correlation between Deutsche
Bank and the other banks.

5.4. The implied expected default times and their ordering. In this subsection we
study implied expected default times E [7;] and the implied expected ordered default times
E [T}] for the two calibrated portfolios in Subsection 5.1.

If we order the sequence {E [r;]} in increasing order {E[r;,]} so that E[r;,] < E [7,.,]
and study the corresponding sequence of model CDS-spreads { R;, }, one would expect that
{R; } are strictly decreasing. However, from Table 8 and Table 9 we see that this is far
from true.
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Table 8: The expected default times in the auto portfolio, sorted in increasing order E[r;, | <
E [T,-k +1]7 and the corresponding model CDS-spreads.

‘ VALE FIAT DCX RENA PEUG MICH VOLV VW CONT BMW
473 669 681 789 86.3 86.6 89.2 91.8 116 118
66 58 44 287 249 255 259 221 437 939

E [Tik]
R

i

Table 9: The expected default times in the financial portfolio, sorted in increasing order E [7;, | <
E [Tik +1]> and the corresponding model CDS-spreads.

‘ DB BSCH CMZB BACR CRDIT RBOS HSBC HVB BNP ABN
113 114 116 117 120 120 126 127 131 133
13.5  8.22 9.41 6.9 9.99 6.84 7.25 722 6.56 6.23

E [le]
R

(2

In the financial portfolio, the spreads {R;, } are not decreasing. The auto portfolio has
a decreasing trend in the sequence {R;, }, except for the Continental spread, Roon = 43.7
which is the forth biggest spread, while E [Tcon] = 116 years, is the ninth biggest expected
default time in the auto portfolio. These irregularities are likely due to the dependence
structure in (2.1), (4.2.1), which plays a major roll in the calibration. For example, in the
auto case, the CDS spread for Continental is negatively correlated with the spreads for
Volvo, BMW, Michelin, Fiat and Volkswagen which means that Continental will benefit
from defaults on these firms. In Table 3 we also note that for Continental, the average of the
absolute value for the negative correlations is bigger than the corresponding quantity for the
positive correlations and no other car company has so many negative default correlations.
These observations may explain why E [Tcon] is the ninth biggest in the sequence {E [r;, ]}
Hence, from an average default timing point of view, Continental is the second less riskiest
company in the auto portfolio, even though the CDS spread is the third biggest. Note
however that the base intensity acont is the third biggest in the auto basket, see Table 13
in Appendix.

These examples indicate that it can be misleading to use the reverse ordering of the CDS
spreads as a measure for the relative default riskiness among the obligors in the portfolio.

Table 10: The expected ordered default times E [T}].
(k=1 k=2 k=3 k=4 k=5 k=6 k=7 k=8 k=9 k=10

Auto 178 33.7 50.2 629 741 8.1 96.8 111 131 186
Financial | 8.3 98.7 107 113 118 124 129 136 145 162

Other observations are that the difference between the smallest and biggest expected
default time, is 19.5 years in the financial portfolio and 71 years in the auto portfolio.
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Also note that in the banking portfolio, the smallest expected default time lie between the
expected value of the fourth and fifth ordered default time and the biggest between the
seventh and eight. The corresponding quantities in the auto case lie between the second
and third, and between the eight and ninth expected ordered default time.

6. COMPUTATION OF THE MATRIX EXPONENTIAL

All results derived in this paper include computations of the matrix exponential. In this
section we describe the method for computing e® that is used throughout this article, the
so called uniformization method (sometimes also is called the randomization method). It

works as follows. Let A = max {|Q; ;| : j € E} and set P = Q/A+I. Then, P = ¢Qteht
since I commutes with all matrices, and using the definition of the matrix exponential

renders

Qt _ o Sn —At (At)n

e _E%P M (6.1)
Recall that p (t) = ae® and define p(t, N) = a > 0P e M Arf,) . Furthermore, for a
vector & = (z1,...,2,) € R", let ||x]|; denote the L; norm, that is ||z||; = >, |z;|. Given

Q, the uniformlzatlon method allows us to find the L; approximation error for p (¢, N)
apriori, as shown in the following lemma, stated in e.g. [16] and [27], but without a proof.

Lemma 6.1. Let € > 0 and pick N(e) so that1 - (0) e AU (At) < e. Then,
lp () —p (t, N(e))|h <e. (6.2)

Proof. By construction, all elements in P are in [0,1] and all rows in P sums up to one.
We can therefore view P as a transition matrix for a discrete time Markov chain on FE.
Since a is a probability distribution on E we conclude that ||aP ||; = 1 for all n € N.
These observations imply

_ = ~n ., (At
@ -peNEL =[] X ab e
n=N(e)+1 ’
S ac(AD)"
< n:]%ﬂ |laP 1€ . (6.3)
N(e)
A
=1- Z o\ 5
n=0
which proves the lemma. O

The lemma implies that, given Q, we can for any ¢ > 0 find a N(¢) so that p (¢, N(¢))
approximates p (t) with an accumulated absolute error which is less than . Note that
the sharp error estimation in Lemma 6.1 relies on a probabilistic argument leading to

||aP ||y =1 for all ne N. It is tempting to try to prove (6.2) without this observation,
by using that ||aP I < |le|i|P|l? = || P||? where ||P]|; is the corresponding matrix
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norm, and then try show that || P|); is smaller or equal to one. However, it is casy to see
that |P|j; > 1 for P = Q/A + I when Q is the generator of a transient Markov process
on a finite state E with a final absorbing state, where A = max{\Qm\ :j € E}. This
implies that if we use the uniformization method for an arbitrary matrix @, which is not
a generator, it may be difficult to find effective apriori error estimates. For such matrices
the elements in P may not even be positive, which makes this method no better than the
standard Taylor-series expansion method. N

The probabilistic argument for the matrix P in Lemma 6.1 is no coincidence. The
following result can be found in [20].

Theorem 6.2. Let (Y;)i>0 be a Markov jump process on a finite state E with generator
Q where A = max {|Q; ;| : 5 € E} < co. Then there exists a discrete time Markov chain

(X5)22, on E with transition matric P = Q/A+1 and a Poisson process Ny with intensity
A, independent of (X,,)5%,, such that the processes (Xn, )i>0 and (Yi)i>o have the same finite
dimensional distributions.

Recall that the p (1) = (P[Y; = j]),cg so p; () = P[Y; = j] and Theorem 6.2 implies

that
p; (t) =P[Y; = j]
= P[Xy, = 7]
:Z [Xy, = 4| N, =n]P[N, =n] (6.4)
=> PIX, =] (A0
e n!
Define the row vectors p(n) = (¢;(n)). icB for n € N as ;(n) = P[X,, = j|] when n €

N\ {0} and ¢(0) = . Theorem 6.2 then implies that ¢(n) = p(n — 1)I~’ which together
with Equation (6.4) renders

> ~n At)"
=> aP e_At%. (6.5)
n=0 )

But we also know that p (t) = ae®?, so (6.5) is therefore Equation (6.1) restated.

Further benefits with the uniformization method is that all entries in p (¢, N(¢)) are posi-
tive so there are no cancelation effects and the approximation error decreases monotonically
with increasing N. If we set f(t,N) =1 — S Oe_At A" then afattN) = e M (A]f,), > 0
so for a fixed N, the approximation error is bounded by a strictly increasing function
in t. This is practlcal, since we then only have to compute one error tolerance for
T, that will uniformly bound the error ||p(¢) —p(¢,N)||; for all ¢ < T. For example,
when approximating Y "~ ae®@me " where t; < ... < t,, = T, we choose N(g/nr) so

1— SoNEmT) oAt @OT < which implies that the total approximation error for the sum
n=0 n! nr

ST ae@ne s smaller than e (since e~ < 1 for every n).
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Figure 13: The structure of the nonzero elements in the sparse matrix @ where m = 10.

A further point is that our matrices in general are very large, for example if m = 10
then the generator has 2!° = 1024 rows and thus contain 2%° ~ 1. millon entries. However,
at the same time it is extremely sparse, see Figure 13. For m = 10 there are only 0.59%
nonzero entries in ), and hence only about 6100 elements have to be stored, which roughly
is the same as storing a full quadratic matrix with 78 rows.

A final point is that we are not interested in finding the matrix exponential itself, but
only the probability vector p(t), or a subvector of p(¢). This is important, since computing
e is very time and memory consuming compared with computing cce®t.

For more on the uniformization method with applications in credit derivatives valuations
and credit risk, see e.g. [19] and [23].
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7. DISCUSSION AND CONCLUSIONS

In this paper we considered the intensity based default contagion model (2.1), where
the default intensity of one firm is allowed to change when other firms default. The model
was reinterpreted in terms of a Markov jump process, a so called multivariate phase-type
distribution. This reinterpretation made it possible to derive practical formulas for many
quantities, such as multivariate default and survival distributions, conditional multivariate
distributions, marginal distributions, multivariate densities, correlations, expected default
times, CDS-spreads and so on.

In the model we used two CDS portfolios for numerical studies, one in the European auto
sector, the other in the European financial sector. Both baskets contained 10 companies.
For an exogenously given dependence matrices {D; ;}, we calibrated the portfolios against
their market CDS spreads and the corresponding CDS-correlations. In both portfolios the
CDS-fits where perfect, and in the financial case the correlation fit was also perfect, while
the autos correlation matching was mediocre.

We then computed the implied joint default and survival distributions, the implied
univariate and bivariate conditional survival distributions, the implied default correlations,
and the implied expected default times and expected ordered defaults times. Qualitatively,
many of the results where as expected. However it would seem rather impossible to guess
the sizes of the probabilities and other quantities, without computation.

Future extensions of the model (2.1) is for example to include first-to-default swaps,
other portfolio credit derivatives and corporate information, so that {D; ;} can be deter-
mined more realistically. Further empirical investigations of the approximation p; ;(1") ~

ﬁp(CDS) (T') is also needed.

1,J
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8. APPENDIX

The dependence matrix {D; ;} for the financial portfolio was generated by drawing a
random matrix where the entities lie in the interval 1,2, ...,45. If some of the elements in
1,2,...,45 are not present in the sampling, we removed doublets in D; ; until all integers
between 1 and 45 were present.

The {D;;} matrix for the auto portfolio was created in the same way. However, we
also made sure that {D;;} was constructed so that it split {d,} in two disjoint groups,

{d,} = d_ U d; such that if p%P5(T)) < 0 then dp,; € d_ and if pPI(T) > 0 then

1,] 7
dp,, € d, where pz(-SDS) (T)) is the CDS-correlation matrix, retrieved from market data.

Furthermore, we also constructed d_ so that d, € d_ only appeared once in the matrix
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{D;;}. Then we constrained the parameters in d_ as follows

dp

1
S _
| V]

— 0.005

if

0 =

_dp

for some

.]ENH

33

where N; is the set of obligors j # ¢ which are negatively correlated with entity ¢, that is,
(T) < 0.

where pz(-gDS)

Table 11: The dependence matrix D; ; for the autos portfolio. Entries with a negative subscript
indicates that the corresponding entry in the correlation matrix is negative.

VOLV BMW MICH CONT DCX FIAT PEUG RENA VALE VW
VOLV 0 28 45 5_ 29 25 10 26 36 2
BMW 10 0 16 34_ 35 31 40 7 43_ 1
MICH 27 41 0 20_ 31 7 37 29 39 40
CONT | 22_ 6_ 4_ 0 17 24 _ 29 26 40 9_
DCX 40 15 2 21 0 7 37 17 8_ 13
FIAT 45 42 25 19_ 23 0 23 32 44 _ 23
PEUG 21 42 25 29 32 17 0 25 12 13
RENA 2 41 27 39 35 39 13 0 11 21
VALE 37 18_ 12 25 14_  38_ 15 31 0 3_
VW 16 40 25 30_ 25 27 39 28 33_ 0
Table 12: The dependence matrix D; ; for the financial portfolio.
ABN BACR BNP CMZB DB HSBC HVB RBOS BSCH CRDIT
ABN 0 10 31 39 22 28 15 20 1 2
BACR 13 0 34 4 29 17 35 12 35 41
BNP 8 6 0 22 2 15 35 19 21 44
CMZB 41 24 24 0 15 40 ) 31 2 30
DB 12 31 15 21 0 11 15 38 4 33
HSBC 17 32 3 27 4 0 12 37 43 22
HVB 29 42 12 9 31 14 0 18 27 31
RBOS 14 1 45 23 1 8 40 0 11 16
BSCH 9 26 17 7 14 32 35 7 0 18
CRDIT | 10 25 35 33 2 36 11 15 19 0
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Table 13: The calibrated base intensities a;.

a1 a2 as Qy Qs Qg ar asg Q9 aio
Auto 34.7 16.5 432 654 T1.5 944 315 43.3 128 33.7| x10~*
Financial | 7.85 10.5 10.5 11.4 20.7 10.6 8.48 8.70 13.8 14.8 | x10~*

Table 14: The dependence variables d; s.t 0; j = +dp, ; for the autos portfolio. Entries with a

negative subscript indicates that 6; ; = —dDm..
di,...,dg | 5.49 0.903 0.245_ 0.195_ 0.995_ 0.195_ 0.675 0.0191_ 0.195_
dig,...,d1g | 3.93 0 0.434 1.78 0.245_ 0.946 0.383 0.445 0.245_
dig,...,da7 1 0.495_ 0.813_ 0 0.195_ 0.394 0.195_ 1.62 0.758 2.83
dog,...,dss | 1.53 0.355 0.495_ 1.11 0.826  0.495_ 0.495_ 1.17 0
da7y ... dss | 1 0.142_ 0 0 2.66 3.53 0.495_ 0.495_  0.936

Table 15: The dependence variables d; s.t 0; ; = dp, ; for the financial portfolio.

dy,...,dyg | 766 456 543 1.63 9.52 0 7.15 179 6.76
dyo,...,d1g | 8.68 939 104 9.68 6.18 7.61 52 122 11
dyg,...,do7r | 1.45 143 1.47 242 134 133 0 6.4 7.48
dog,...,dss | 0482 T7.88 9.77 3.07 4.72 298 17 7.34 9.32
dg7,...,dss | 147 337 483 7.21 133 9.7 822 476 17.5

Table 16: The absolute calibration errors for the default correlation matrices, in percent of

matrix {0.05p§SDS)(T)}, for the auto portfolio.
VOLV BMW MICH CONT DCX FIAT PEUG RENA VALE VW

VOLV 0
BMW 3.4 0
MICH | 9.6 32 0
CONT | 46 83 12 0
DCX 12 17 9.1 94 0
FIAT 8.9 7.9 2.8 57 11 0
PEUG 2 49 39 11 31 27 0
RENA | 35 89 14 93 9.1 20 23 0
VALE 45 64 19 55 7.3 AT 9.1 0.41 0
VW 120 0.35 26 20 5.1 24 97 6.8 47 0
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ABSTRACT. We study default contagion in large homogeneous credit portfolios. Using
data from the iTraxx Europe series, two synthetic CDO portfolios are calibrated against
their tranche spreads, index CDS spreads and average CDS spreads, all with five year
maturity. After the calibrations, which render perfect fits, we investigate the implied
expected ordered defaults times, implied default correlations, and implied multivariate
default and survival distributions, both for ordered and unordered default times. Many of
the numerical results differ substantially from the corresponding quantities in a smaller in-
homogeneous CDS portfolio. Furthermore, the studies indicate that market CDO spreads
imply extreme default clustering in upper tranches. The default contagion is introduced
by letting individual intensities jump when other defaults occur, but be constant between
defaults. The model is translated into a Markov jump process. Expressions for the inves-
tigated quantities are derived by using matrix-analytic methods.

1. INTRODUCTION

In this paper we model dynamic credit dependence in a large homogeneous portfolio
with default contagion. The approach is the same as in [15] where the author studies a
smaller inhomogeneous credit portfolio, in [17], where the authors focus on k*-to default
spreads and in [16] where the same technique are applied to synthetic CDO tranches
and index CDS-s. Here we focus on multivariate default and survival distributions and
related quantities in a large homogeneous portfolio. Many of the numerical results differ
substantially from the corresponding quantities in a smaller inhomogeneous CDS portfolio.
Default contagion in an intensity based setting has been studied in for example [1], [2], [3],
[4], [5], 6], [8], [7], [10], [11], [12], [13], [19], [20],[21], [22], [25], [26] and [27]. The material
in all these papers and books are related to the results discussed here.

The paper is organized as follows. Subsection 2 gives the definition of the intensity based
model used in this paper. This framework is then translated into a Markov jump process.
In Subsection 3 we present formulas for multivariate default and survival distributions,
marginal default distributions, default correlations, and expected default times. Section 4
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restates expressions, taken from [16], for our calibration instruments. These are synthetic
CDO tranche spreads, index CDS-spread and average CDS-spreads. A short description
how to reduce the parameters space is then given. Section 5 is devoted to numerical
investigations of several portfolio quantities, derived in Section 3. We use data from the
iTraxx series and calibrate two homogeneous CDO portfolios against their CDO tranche
spreads, index CDS spread and the average CDS spreads. The maturity is five years and
the fits are perfect. We then study the implied expected ordered defaults times, implied
default correlations, and implied multivariate default and survival distributions, both for
ordered and unordered default times. The numerical studies indicates that the market
spreads imply extreme default clustering in upper tranches. The final section summarizes
and discusses the results.

2. INTENSITY BASED MODELS IN A HOMOGENEOUS MODEL REINTERPRETED AS
MARKOV JUMP PROCESSES

The model we use in this paper is a simplification of the one in [15], [17] to the case where
the obligors are exchangeable. It is defined in terms of intensities and then reinterpreted as
a Markov jump process. Closely following the cited references, for m exchangeable default
times 7y, 7y ..., Tn, define the point process N;; = 1;,, <4 and introduce the filtrations

Fri=0(Ngs<t), F=\/Fu
=1

Let A ; be the Fi-intensity of the point processes NNV, ;, which we refer to just as ”intensity”
or "default intensity”. By exchangeability we have that all the intensities are the same
Ati = M, if 7, >t and Ay; = 0 if 7; < ¢. The model that we study is specified by
m—1
)\t =a-+ Z bkl{TkSt} (21)
k=1
where {T}} is the ordering of the default times {7;}. Further, a > 0 and b,...,b,_1, are
constants such that \; is non-negative. Thus, the default intensities are constant, except at
the times when defaults occur: the parameter a is the base intensity for each obligor ¢, and
given that 7; > Tk, then by is how much the default intensity for each remaining obligor
jump at default number £ in the portfolio. A positive b, means that all remaining obligors
are put at higher risk by the k-th default in the portfolio, while a negative by means that
the nondefaulted obligors in fact benefits from the k-th default in the basket, and finally
b, = 0 if the remaining obligors are unaffected by the k-th default
Equation (2.1) determines the joint distribution of the default times. We will use the
following observation, originally proved in [16], but restated here since it provide us with
notation needed later on.

Proposition 2.1. There exists a Markov jump process (Y:)i>0 on a finite state space E =
{0,1,2,...,m}, such that the stopping times

Ty=inf{t>0:Y, =k}, k=1,...,m
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are the ordering of m exchangeable stopping times Ty, ..., T, with intensities (2.1). The
generator Q to Yy is given by

k
Qk7k+1:(m_ki) <Q+ij) and Qk,k:_Qk,k—l—l fOT kZO,l,...,m—l
j=1

where the other entries in Q are zero. The Markov process always starts in {0}.

The states in E can be interpreted as the number of defaulted obligors in the portfolio.
In the sequel, we let & = (1,0,...,0) denote the initial distribution on E. Further, if k
belongs to E then e, denotes a column vector in R™*! where the entry at position k is
1 and the other entries are zero. From Markov theory we know that P[Y; = k] = ae®'e,
where e® is the matrix exponential which has a closed form expression in terms of the
eigenvalue decomposition of Q.

3. USING THE MATRIX-ANALYTIC APPROACH TO FIND MULTIVARIATE DEFAULT
DISTRIBUTIONS AND RELATED QUANTITIES

In this section we derive formulas for multivariate default and survival distributions,
both for ordered and unordered default times (Subsection 3.1). The marginal survival
distributions are then easily retrieved as special cases (Subsection 3.2). Analytical formulas
for the default correlations are given in Subsection 3.3 and the moments of the default times
and the ordered default times are presented in Subsection 3.4.

3.1. The multivariate distributions. In this subsection we derive formulas for multi-
variate default and survival distributions both for ordered as well as unordered default
times. We start with the latter. Let M and Ny be (m + 1) x (m + 1) diagonal matrices,
defined by (My); ; = 1(j<xy and (INy); ; = Lk where (Ng), 5 = (My); ;, = 0if j # j'.
Note that M = I — Ny. The following proposition is similar to Proposition 3.1 in [15].

Proposition 3.1. Consider m obligors with default intensities (2.1) and let ky < ... <k,

be an increasing subsequence in {1,...,m} where 1 < q < m. Furthermore, let t; < ty <
... <tq. Then,
q
P [Ty, > t1,..., T, > t,] = (H eQ(ti_t“)Mki) 1 (3.1.1)
i=1
and
q
P Ty, <ti,....Ty, <t =« (H eQ(ti_t“)Nki> 1 (3.1.2)
i=1

where t;, = 0.
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Proof. By Proposition 2.1,

P [T > t1,....Th, > tg] =P[Vs <ki,....Y,, <k
ki1 k-1
=Y Y PYy=0Y, =G, Y, =
Jj1=0 Jq=0
ki—1 kq—1
= Y P =0P[Yy =i [ Yo=0]-... PV, =Jg | Vi, \ = Joi]
Jj1=0 Jq=0

k1—1 kq—l

— Qt T Qltz~t1) . oT . ce. T  Qtg—te—1), .
= E ae~ej e €j,€j, ... €j,_,€ € e;,

Jj1=0 Jq=0

ki—1 ko—1 kq—1
. Qth TN, Q(ta—t1) Qltg—tq—1) _
= ae™"( ejlejl) e;,e ]2 E €;,

Jj1=0 Jo=1 Jq=0
— Cletl]\4161eQ(trlﬁl)]Wk2 o Qta—tg—1)

which proves (3.1.1). The third equality follows from the Markov property of Y}, the fourth
since Y; is a homogeneous Markov process and that P[Yy = 0] = 1. The final equality is
due to the definition of the matrix M. Equation (3.1.2) is proved in the same way. [

Finding joint distributions for {r;} in a homogeneous model with default intensities
(2.1) is a more complicated task than in an inhomogeneous model. For 1 < ¢ < m,
fix a vector t1,...,t, € R%. For a set of ¢ distinct obligors iy, 1, ..., the probabil-
ity P [ﬁl <ty...,7, < tq} is by exchangeability the same for any such distinct sequence
of ¢ obligors. Therefore we will in this section without loss of generality only consider
Plr <ty,...,7, <t,] where t; < ... <t, and similarly for P [Til >t T, > tq}. To
exemplify, we start with the following proposition, where we let ¢ = 2 and ¢; < ts.

Proposition 3.2. Consider m obligors with default intensities (2.1) and let t; < ty. Then,
—2)! ),
Pl <tm <ty = D ey, (m=2) Y @ N @ IN 1

| |
m: m: k1=1ko=k1+1
(3.1.3)

, . -
where m is a column vector in R™ such that n,; = 44=1
j 2
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Proof. First, note that

Pl <t1, 7 <t] = Z Z Plr =Ty, =Tk, 11 <t1,72 < 5]

= Z Z P [7—1 = Tk177-2 = Tk‘gaTkl S tlkag S t2]
mom (3.1.4)
=3 Y Pln=Tum = TP, <4, Tk, <t

k 1
m—2)! & “
- !Z Z ]P)[Tkl §t17Tk2 §t2]

where the third and fourth equalities are due to the exchangeability in the portfolio. Now,
if k; < ko, then Proposition 3.1 renders P [T}, < t, Ty, < to] = ae@t N, eQt2"0I N, 1.
However, if k1 > ko, we can no longer use this arguments. To see this, note that since
t; < ty and Ty, > Ty, we get

P [Ty, <t1,Thy <to] =P [Tk, <t] = e Ny 1 # e Ny, Q2N 1.

Hence,

NE

>

k1=1ko=1,

P [Tkl S tl’ Tkz S t2]

I

27k

[
NE

> P, <t T, <]+ Y P[Tklgtl,TkzthO

k1=1 \1<ko<ky ki1<ko<m
m ki1—1

-3 (Semosne 3 T,ﬂgtl,nggtﬂ)
klzl kg 1 k1+1

I
NE

(kr = DP [Ty, < t] + Z [Ty, < t1, T, sm])

kl—l—l

Bl
=

Il
-

[
NE

(k‘l - 1)ath1Nk11 + Z Z athlNkleQ(tQ_tl)N,Ql

k1=1 k1=1ko=k1+1
= qe®n <Z(k:1 - 1)Nk1> 1+ ) > ae Ny, QTN L
ki=1 k1=1ko=k1+1

Note that the column vector m = (3" _ (k1 — 1)Ny,) 1 can be simplified according to

m m J

=S - DN = 3k~ Doy = Sk -1 =YY

2
k1=1 k1=1 k1=1

n
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Inserting the above expressions in (3.1.4) renders Equation (3.1.3). O
By using the same technique as in Proposition 3.2 we can state the following corollary.
Corollary 3.3. Consider m obligors with default intensities (2.1) and let t; < ty. Then,
(m —2)! Qt (m —2)! = = Qt Q(ta—t1)
Tae 2m+TZ Z oe 1Mk1€ 274 Mk:z]-
k1=1ko=k1+1

]P[’Tl > 11, T > tg] =

(3.1.5)

where mv is a column vector in R™" such that m; = %

It is possible to generalize Proposition 3.2 and Corollary 3.3 to more that two default
times. These expressions do not seem to be easily simplified. However, if t, =...=1t,=1
we can find compact formulas.

Proposition 3.4. Consider m obligors with default intensities (2.1) and let q be a integer
where 1 < q < m. Then,

Plrn <t ... 1, <tl= ac®d?  and P >t 1, >t = ae@s@ (3.1.6)

where d9 and 89 are column vectors in R™ defined by

J m—j
dyY = Ql{m} and s} = Ga) o )
(%)

()

Proof. By Proposition 2.1,

Lj<m—q- (3.1.7)

Pl <t,...7,<t]=) Pln<t.. . 5<tY=j

e a (3.1.8)

i
where d'? is a column vector in R™*! defined by dg-q) = %1&%]}’ To motivate the third

equality in (3.1.8), note that P [y <t,...,7, < t|Y; = j] is the probability that ¢ specified
obligors have defaulted before t given that exactly j obligors have defaulted until time ¢
where j > ¢. Since the portfolio consist of m obligors, and by exchangeability in the model,
there are (’?__j) ways to choose a group of j obligors that contains our ¢ specified obligors,

where j > q. Further, there are (Zn) ways to pick out a set containing j obligors. Hence,
m—q J

(J;f) _W for j=>gq,

(5)

(2)

P[Tlgta"'qu§t|}/;f:j]:
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where the last equality follows from straightforward calculations. This proves the first
equality in Equation (3.1.6). Next, by Proposition 2.1 again,

m—q
Pl >t,...,7, >t = Pl >t,...,7,>t,Y, =]
=0
m—q
= Plmp>t....,T,>t|Y,=3|PlY,=
=0 " o> % =R =] (3.1.9)

I

Agh

4

<3
0
Q)

<

Q('0

m—j

where 5@ is a column vector in R™*! defined by sgq) = Wl{jgm_q}. To motivate the
q

third equality in (3.1.9), note that P [ >t,...,7, > t|Y; = j] is the probability that ¢

specified obligors have survived before t given that exactly m—j obligors have survived until

time t where m — j > ¢. Since the portfolio consist of m obligors, and by exchangeability

in the model, there are (mfgfq) ways to choose a group of m — j obligors that contains

our ¢ specified obligors, where m — 7 > ¢. Further, there are (m"ij) ways to pick out a set
containing m — 7 obligors. Hence,

() ()
)

where the last equality follows from straightforward calculations. This proves the second
equality in Equation (3.1.6). O

Plr>t,...,,>t|Yi=j]= for j<m-—g,

Note that the indicator functions 14 and 1g<m—qy can be dropped in (3.1.7) since

@) :](]—1)(3—2;""(]—€I+1) —0 for j=0,1,....q—1

and

(m—j) _(m=j)m—j-—1)(m—j—2)---(m—j—q+1) _ 0
q q!

forj=m,m—1,...,m—q+ 1. We can now check that Proposition 3.2 and Corollary 3.3
are consistent with Proposition 3.4. Letting ¢; =ty = ¢ in Equation (3.1.3) in Proposition
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3.2 yields that

—2)!
Pin <tm<it] = M2 g0,

m—2)! — -
+( m)! ) Z Z athNklNkzl

k1=1ko=k1+1

_ (mnf <n+z Z N1 ) (3.1.10)

—2)!
= ZTac?(n+n)=

where the second equality follows from N, Ny,

equality in (3.1.10), note that

m m
> 2 Nl
ki=1 ko=k1+1 k1=1ko=k1+1

J

m—2

=33 e

=k1+1

ae®'n = aeQd?

1
2)

= NNy, since ko > k;. To prove the third

Z Z L{j>ko}

ki=1 ko=k1+1

J

Z ( Z ) Ljsk41y = Z(j — k) lsny = Z(j — k) = j(j; D) =n;

=k1+1 k1=1

k1=1

and the final equality in (3.1.10) is due to the definition of d9 in Equation (3.1.7), dg-q) =

(2)

@) which for ¢ = 2 implies that d? = L. _n. Hence, Proposition 3.2 is consistent with

2
Pi"oposition 3.4 for ¢ = 2 and the bivariate default distribution. Now, letting t; = t, =t

in Equation (3.1.5) in Corollary 3.3 we get

—2)! —2)l en —
]P)[Tl > tuTQ > t] = Mathm_'_ @rni') Z Z athMkleQ].

m!

k1=1ko=k1+1

:%ae (m+z Z M,ﬂ) (3.1.11)

(m — 2)!

=L e (m+m)=

m/!

where the second equality follows from M, My, =

equality in (3.1.11), note that

m—2

L
2 )

=k1+1

ae¥m = ae?s?

M, since ky > ky. To prove the third

<§: zmj Mk11> :<zm:(m—k‘1)Mk11) :Zm:(m—k:l)(Mkll)j

k1=1ko=k1+1 j k1=1
m

= Z(m— kl)l{j<k1} = Z (m_ kl) _

ki=j+1

j k)lzl

(m=m—j-1) _

2 T
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and the final equality in (3.1.11) is due to the definition of 8@ in Equation (3.1.7), qu) =

(")

1 which for ¢ = 2 implies that s = m%2>m Hence, Corollary 3.3 is consistent with

q 2
Proposition 3.4 for ¢ = 2 and the bivariate survival distribution.

3.2. The marginal distributions. By Proposition 3.4 with ¢ = 1 we get P[r; > t] =

ae®'s) where sgl) = (m — j)/m = 1 — j/m. Furthermore, letting m®* denote m®

M1, then Proposition 3.1 with ¢ = 1 for any 1 < k < m, renders that P[T}, > t] =

aem*) where mg-k) = Lyjcn}-

3.3. The default correlations. In this subsection we use Proposition 3.4 to give expres-
sions for pairwise default correlations between two different obligors belonging to a homo-
geneous portfolio of m obligors satisfying (2.1). By exchangeability, Corr(1(, <, 1{r,<¢) is
the same for all pairs i # j and therefore, we write p(t) to denote Corr(1r,<s}, Lir;<s})-

Lemma 3.5. Consider m obligors with default intensities (2.1). Then, with notation as
wn Subsection 3.1

ae@d? — (athd(l)> i

B aeQtd (1 — athd(l)) .

(3.3.1)

Proof. By exchangeability we have that Var(l;,,<;) = Var(l{,<;). Further, using the
definition of covariance and variance we get that
COV(]‘{TiSt}7 1{7—j§t}) =P [Ti S t, 7']' S t] —P [’7'2' S t] P [7']' S t]
Var(lir<y) = Pln <] (1 - Plr <)

and by Proposition 3.4, P[r; <t,7; <t] = ae®d® and P[r; < 1] = ae@d". Inserting
this into the definition for correlation between two random variables yields (3.3.1). O

3.4. Expected default times. In this subsection we present formulas for the moments
for default times and ordered default times. By construction, the intensity matrix @ for
the Markov jump process (see Proposition 2.1) has the form

o= (5 )

where t is a column vector such that ¢,,_; is nonzero and ¢, = 0 for £k =0,1,...,m — 2,
because the k-th element t;, k < m — 1 is the intensity for the Markov jump process Y; to
jump from the state k to the absorbing state {m}. Furthermore, T is invertible since it is
upper diagonal with strictly negative diagonal elements. The following lemma is standard.

Lemma 3.6. Consider m obligors with default intensities (2.1). Then,

E[r] = (-1)"nlaT 8"  and E[T}] = (—=1)"nlaT "m®

(2

for n € N where &, 89, m"%) are the restrictions of o, sV, m® from E to E \ {m}.
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For a proof, see Lemma 3.8 in [15]. The implied variances of the default times can now
be computed as

2
Var|Ty] = 26T m®) — (dT—1m<k>) fork=1,2,....m,

) A 2
and in the same way Var[r;| = 2&T —250 _ (&T _15(”) , which by the exchangeability is
identical for all obligors.

3.5. A remark. The main message in this section is that under (2.1), computations of
multivariate default and survival distributions, marginal default distributions, default cor-
relations, expected default times, and so on have been reduced to compute the matrix
exponential. Computing e®? efficiently for large state spaces, is a numerical issue which
requires special treatment, see [17]. For small state spaces, perhaps less then 150 states,
there are many different methods to compute the matrix exponential ([23], [24]). Most of
them are straightforward to implement using standard mathematical software. Following
[16], we will in this paper use Padé approximation with scaling and squaring, see [23]. In
the model (2.1) with m = 125, this approach outperforms all other methods which we have
tried, both in computational time and accuracy. The robustness of the Padé approximation
with scaling and squaring have previously also been verified in [23], [24].

Finally, recall that e®! has a closed form expression in terms of the eigenvalue decom-
position of Q. Thus, if the eigenvalues of @ are distinct and letting D be a diagonal
matrix containing them, then @ = UeP'U " where U is the matrix whose rows are the
corresponding eigenvectors. In this paper @ is upper diagonal, so the eigenvalues are given
by its diagonal. It is therefore tempting to use this decomposition. However, the method
is numerically unstable even for moderate sizes of m (]23]) since U is often ill-conditioned,
making it difficult to compute its inverse U " without introducing large numerical errors.

4. CALIBRATING THE MODEL PARAMETERS AGAINST CDO TRANCHE SPREADS, INDEX
CDS SPREADS AND AVERAGE CDS SPREADS.

In this section we discuss how to find the parameters in the model (2.1). First, Subsec-
tion 4.1 presents formulas for the single-name CDS spread in this model. Then, Subsection
4.2 gives expressions for CDO tranche spreads and index CDS spreads. Finally, Subsection
4.3 is devoted to a short description how to calibrate the model spreads against the corre-
sponding market spreads. In the sequel all computations are assumed to be made under a
risk-neutral martingale measure P. Typically such a P exists if we rule out arbitrage op-
portunities. Further, we assume the that risk-free interest rate is a deterministic constant
given by r.

4.1. The single-name CDS spread. In this subsection we give a short description of a
single-name credit default swap, which is one of our calibration instruments.

Consider a obligor ¢ with default time 7; and recovery rate ¢;. A single-name credit
default swap (CDS) with maturity 7" where the reference entity is obligor ¢, is a bilateral
contract between two counterparties, A and B, where B promises to pay A the credit
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losses (1 — ¢;) at 7; if obligor i defaults before time T'. As compensation for this, A pays
R; (T) A, to the protection seller B, at 0 < t; < ty < ... < t,, = T oruntil , < T,
where A, = t, — t,—1. If default happens for some 7, € [t,,t,41], A will also pay B
the accrued default premium up to 7;. By exchangeability in the model (2.1), 7; has the
same distribution for all obligors and ¢; = ¢ = ... = ¢, = ¢ so R (T) = R (T) =
... =R, (T) = R(T). The CDS spread R(T) is determined so that expected discounted
cashflows between A and B are equal when the CDS contract is settled at t = 0. It is
expressed in bp per annum and independent of the nominal size protected. Closed-form
expression for R(7') is obtained by using the expression for P[r; > t] in Subsection 3.2. For
ease of reference we exhibit the resulting formulas (proofs can be found in [14] or [15]).

Proposition 4.1. Consider m obligors that all satisfies (2.1) and assume that the interest
rate r is constant. Then, with notation as above
(1—¢)a (A(0) — A(T)) sV
(S, (Bne@ne 70 & Clty, 1)) 80
where C(s,t) = s (A(t) — A(s)) — B(t) + B(s) and
Alt)=e¥(Q—rI)'Qe™  B(t)=e¥ (tI+(Q—rI)")(Q—rI)" Qe

For more on the CDS contract, see e.g [9], [14], [15] or [22].

R(T) =

4.2. CDO tranche spreads and index CDS spreads. In this subsection we present
formulas for CDO tranche spreads and index CDS spreads in a model given by (2.1). These
expression are then used in the calibration of the model. Our outline is a shorter version
of the one presented in Section 2 in [16]. We restate it here in order to make our paper
self-contained.

A synthetic CDO is defined for a portfolio consisting of m single-name CDS’s on obligors
with default times 7,7 ..., 7, and recovery rates ¢, ¢g, ..., ¢n. It is standard to assume
that the nominal values are the same for all obligors. Here we focus on the model (2.1)
where all obligors are exchangeable and thus ¢y = ¢ = ... = ¢, = ¢. The credit loss L,
for this portfolio at time ¢, in percent of the nominal portfolio value at ¢t = 0, is given by

1 — ¢ — 1 — ¢ —
L= m(b Z 1{T¢St} = m¢ Z 1{TkSt} (4'2'1)
i=1 k=1

where {T}} is the ordering of the default times {r;}.

Recall that a CDO is specified by the attachment points 0 = kg < k1 < ko < ...k, =1
with corresponding tranches [k,_1, k,]. The financial instrument that constitutes tranche
~ with maturity 7" is a bilateral contract where the protection seller B agrees to pay the
protection buyer A, all losses that occurs in the interval [k,_q, k,] derived from L; up to
time T'. The payments are made at the corresponding default times, if they arrive before
T, and at T the contract ends. As compensation for this, A pays B a periodic fee at

0<t<ty<..<ty =T, given by S, (T) (AkV . Lﬁ”) A, where Ak, = k, — k,_,
A, =t, —t,—1 and L?) = (Lt — ky—1) Yp,eky 1 o)y + DRy 1iz,5k,3. Note that Ak, — L?)
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is what is left of the tranche v at time ¢. For upper tranches v > 1, the tranche spread
S,(T) is determined so that the expected discounted cashflows between A and B are the
same at t = 0. It is quoted in bp per annum. Furthermore, for the first tranche, often
denoted the equity tranche, S1(T) is set to 500 bp and a so called up-front fee Slu) (T) is
added to the protection payments so that the expected discounted cashflows between A
and B are equal at t = 0. It is quoted in percent. Note that the spreads S, (7"), S1(T) are
independent of the nominal size of the portfolio.

Consider the same synthetic CDO as above. An index CDS with maturity 7', has almost
the same structure as a corresponding CDO tranche, but with two main differences. First,
the protection is on all credit losses that occurs in the CDO portfolio up to time 7', so
in the protection leg, the tranche loss L?) is replaced by the total loss L;. Secondly, in
the protection payments, the index spread S(7') is paid on a notional proportional to the
number of obligors left in the portfolio at each payment date, that is 1 — % Yoy Lime<ny
The rest of the contract has the same structure as a CDO tranche. Hence, the index CDS
spread S(T) is determined so that the expected value of cashflows between A and B are
the same at t = 0.

From Proposition 2.1 and Equation (4.2.1) it is clear that the loss L; can be represented
as a functional of the Markov jump process Y;, Ly = L (Y}), see Lemma 5.2 in [16]. The
mapping L goes from E = {0,1,...,m} to all possible loss-outcomes determined via
(4.2.1). For example, if k € {0,1,...,m} then L (k) = £=2k. In view of these observations,
we state the following result, proved in [16].

Proposition 4.2. Consider a synthetic CDO on a portfolio with m obligors that satisfy
(2.1) and assume that the interest rate v is constant. Then, with notation as above,

(aeQTe_T’T + aR(0, T)r) VAl

S, (T) =
gl ST et (Akv _ athng(v)) A,

Y=2,...,K (4.2.2)

n=

u 1 T nr
S§ )(T) = <a6QTe_’"T + aR(0,T)r +0.05 Z athne—”nAn) Y —0.05 Z A

(4.2.3)

Furthermore,

(ae®Te ™ + aR(0,T)r) £
1

S(T) = STt (1 _ athne_> A,

(4.2.4)
n= 1—¢

where

T
R(0,T) = / e @ Digt = (e — 1) (Q — )"
0
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Here €9 is a column vector in R™, defined by

0 if k< mny(ky_)
6 = k(1 =¢)/m—ky_y if k) <k <ng(k) (4.2.5)
Ak, if k> ny(ky)

where ny(z) = [xm/(1 — ¢)| and n,(z) = |xm/(1 — ¢)|. Finally, £ is a column vector in
R™ defined by €, = k(1 — ¢)/m.

4.3. The calibration. In this subsection we show how to calibrate the model (2.1) against
the credit instruments described in the previous subsections. Let a = (a,by,bs,...,bpm_1)
denote the m parameters in (2.1). Furthermore, let {C;(T;a)} be the x4+ 2 model spreads
for the instruments used in the calibration. These are the average CDS spread R(T; a), the

index CDS spread S(7'; a) and the  different CDO tranche spreads {5, (7; a)}, ST a).
We let {C; v (T)} denote the corresponding market spreads. In C;(T;a) we have empha-
sized that the model spreads are functions of @ = (a, by, b, ..., b,_1) but suppressed the
dependence of interest rate, payment frequency, etc. The vector a is then obtained as

a= arg‘;ninz (C4(T; &) — C(T))° (4.3.1)

with the constraint that all elements in a are nonnegative. For a fixed maturity 7', we use
k = b tranche spreads. This gives us 7 market observations, while the model can contain
up to m = 125 parameters. In order to reduce the number of unknown parameters to as
many as the market observations, we make following assumption on the parameters b for
1<k<m-1

b i 1<k <y

b i <k <
I (4.3.2)

b i s <k < pg=m

where 1, juq, pia, . . ., tg is an partition of {1,2,...,m}. This means that all jumps in the
intensity at the defaults 1,2, ..., i1 —1 are same and given by b all jumps in the intensity
at the defaults g, ..., s — 1 are same and given by b and so on. Hence, in (4.3.1) we
now minimize over the unknown vector a = (a, b, ..., ).

5. NUMERICAL STUDIES

In this section we will, in a homogeneous CDO portfolio, study several quantities of
importance in active credit portfolio management. In Section 5.1 we calibrate the port-
folio against market data on CDO tranches, index CDS-s and average single-name CDS
spreads. We then investigate the implied expected ordered default times (Subsection 5.2),
the implied default correlation (Subsection 5.3) and finally various kinds of implied mul-
tivariate default and survival distributions, both for ordered as well as unordered default
times (Subsection 5.4).
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5.1. Calibration of a homogeneous portfolio. In this subsection we calibrate our ho-
mogenous model against data on the iTraxx Europe Series collected from Reuters at
August 4™, 2004 and November 28", 2006. For each date, the data contains five different
CDO tranche spreads with tranches [0, 3], [3, 6], [6,9],[9,12] and [12,22], the index CDS
spreads and the average CDS spread. For the 2004-08-04 portfolio, we set the average
CDS spread equal to (i.e. approximated by) the index CDS spread, as in [11] and [18]. All
maturities are for five years, and these instruments are used in the calibration described
in Subsection 4.3. The interest rate is set to 3%, the payment frequency is quarterly and
the recovery rate is 40%.

Table 1: iTraxx Europe, August 4t", 2004. The market and model spreads and the corresponding
absolute errors, both in bp and in percent of the market spread. The [0, 3] spread is
quoted in %. All maturities are for five years.

Market Model error (bp) error (%)

[0, 3] 27.6 27.6  0.0004514 1.635e-005

3, 6] 168 168 0.003321  0.001977
6, 9] 70 70.07  0.06661 0.09515
9, 12] 43 4291  0.09382 0.2182
12,22] 20 2003 0.03304  0.1652
index 42 41.99  0.01487 0.03542

avg CDS 42 41.96  0.04411 0.105
> abs.cal.err 0.2562 bp

Table 2: iTraxx Europe Series 6, November 28", 2006. The market and model spreads and the
corresponding absolute errors, both in bp and in percent of the market spread. The
[0, 3] spread is quoted in %. All maturities are for five years.

Market Model error (bp) error (%)

0, 3] 14.5 14.5  0.007266 0.0005011
3, 6] 62.5 6241 0.08523  0.1364
6, 9] 18 181  0.09727  0.5404
9, 12] 7 6.881 0.1193 1.704
12, 22] 3 3308 03979 13.26
index 26 26.13 0.1299 0.4997
avg CDS 26.87  26.12 0.7535 2.804

> abs.cal.err 1.59 bp

We choose the partition pq, o, . . ., j1g so that it roughly coincides with the number of
defaults needed to reach the upper attachment point for each tranche, see Table 4. The
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sum of the absolute calibration error where 0.2562 bp for the 2004-08-04 case and 1.59 bp
for the 2006-11-28 set, so in both portfolios we can therefore speak of a perfect fit for T'=5
years, see Table 1 and Table 2.

Table 3: The calibrated parameters that gives the model spreads in the Tables 1 and 2.

‘ a pn  p(2 B p@) A AC)
04/08/04]33.0 16.4 84.5 145 86.4 124 514 | x107?
06/11/28 | 24.9 13.9 73.6 62.4 0.823 2162 4952 | x107*

Table 4: The integers 1, uq, o, ..., ie are partitions of {1,2,...,m} used in the models that
generates the spreads in Table 1 and Table 2

partition | py g ps g4 s e
7 13 19 25 46 125

The numerical values of the calibrated parameters a, obtained via (4.3.1), show that in
both portfolios the parameters a,b™® and b are approximately in the same order while
b3 is around two times bigger for the 2004-08-04 case compared with the 2006-11-28
collection. However, the parameters b®, b0 and b® differ substantially between the two
portfolios and given the big difference among the corresponding market spreads, this may
not come as a surprise. In the 2004-08-04 case, the variables b, b and b® varies rather
smoothly, while for the 2006-11-28 collection, the jump parameters virtually explodes after
default number 25, see Table 3. This drastic increase of the jumps after the 26t default
will have a big impact on the different distributions and other quantities, as will be seen
in the next subsections. We want to remind the reader that the intensities are implied, or
so called risk-neutral intensities, measured under a risk-neutral martingale measure, which
exists if we rule out arbitrage opportunities in our model. Here ”implied” is refereing to
the fact that the quantities are retrieved from market data via a model. Recall that risk-
neutral default intensities are substantially larger than the real, so called actuarial, default
probabilities.

5.2. The implied expected ordered default times. Given the implied distributions
we can compute important quantities for a credit manager. In this subsection we study
the expected ordered default times E[T}] and their standard deviations. Further, the
expected default times E [7;], which by exchangeability are the same for all obligors, are
also computed. The formulas for all these quantities are given in Subsection 3.4.

In Figure 1, left, we note that the implied expected ordered default times take values
roughly between 3.5 years and 14 years. A striking feature in the 2006-11-28 portfolio
is that after the 25 default, the E [T}] cluster around 14 years. This is a consequence of
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Figure 2: The implied standard deviations StD[T}] for the ordered default times where k =

., 25 (left) and k = 26,...,125 (right) for the 2006-11-28 portfolio.

the explosion in the jump intensities for k£ > 25, as discussed in Subsection 4.3. Under
the risk-neutral measure, implied by the market data in Table 2, this clustering of E [T}]
means that we expect extreme losses in year 13 and 14 for the 2006-11-28 portfolio. This is

confirmed by computation of the loss probability, see [16], which renders P [Ly5 > 11.52%] =
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P [Y15 > 24] = 66.62%, where a loss of 11.52% corresponds to 24 defaults when the recovery
is 40%. As a matter of fact, P [L;5 = 60%] = P[Y15 = 125] = 64.256%. Again, recall that
all computations are under the risk-neutral measure, and should not be confused with real
default probabilities and their expectations. These are likely to be substantially smaller
for the loss probability and much bigger for the expected ordered default times. Since {7} }
are strictly increasing, so are the E [T}].

It is interesting to note that the curves for the standard deviation of the T} roughly
have the same shape as for E[T;]. Finally, the implied expected default times, which
by the exchangeability are the same for all obligors i, have the values E[r;] = 11.21,
StD[r;] = 3.927 for the 2004-08-04 portfolio and E [r;] = 13.38, StD[r;] = 4.890 for the
2006-11-28 portfolio

5.3. The implied default correlation. It may be of interest for a credit manager to have
a quantitative grasp of the implied pairwise default correlation p(t) = Corr(1{r <4, 1{r,<i})
for two distinct obligors i, 7, as function of time ¢. In this subsection, we study p(¢) in the
calibrated portfolios in Table 1 and Table 2.s

100

60600060000

90 e

80

70

60

50

40

Corr(t) , 04/08/04

30 —o— Corr(t) , 06/11/28

Implied default correlation (in %)

20

10

0 5 10 15 20 25 30
time t (in years)

Figure 3: The implied default correlation p(t) = Corr(1{, <y, l(r,<ty), @ # j as function of time
for the 2004-08-04 and 2006-11-28 portfolios.

In the 2006-11-28 portfolio, we see that p(t) is less than 2% when ¢ < 4, but then starts to
increase rapidly, first to 4% for t = 4.5, then to 77% for t = 10 and reaches 88% at t = 15.
After this drastic development, the implied default correlation flattens out and converges
to 91% as time increases against 30 years. The explosive increase of p(t) from 2% to 88%
in the time interval [4.5,15] is due to the default contagion and is also consistent with the
clustering of {7} around t = 14. We also note that the implied default correlation for
the 2004-08-04 portfolio follows an almost identical trend up to 8 years. This is consistent
with the jump-to-default parameters for the first 13 defaults, which are in the same order
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Figure 4: The implied default correlation p(t) = Corr(1¢,, <4}, 1{r,<4}), @ # j as function of time
t, where 15 < t < 30, for the 2004-08-04 portfolio.

as in 2006-11-28 case, see also Figure 1. Even though there is a big difference between the
corresponding contagious parameters for £ > 13 in the two portfolios, the implied default
correlations never differ more than 10% — 12% during the first 30 years. Furthermore, the
2004-08-04 portfolio seem to have a global maxima of 80.2% around 19 years, as seen in
Figure 4.

We observe that implied default correlations around 90% which occur already for ¢t = 16
are quite big. In [15] the author studied implied default correlations in an inhomogeneous
portfolio consisting of 10 obligors and with very high 5 years CDS-spread correlations.
This gave rise to implied default correlations around 70%, but first when ¢t > 95 years.
The corresponding correlation when ¢ = 15 was around 12%, see [15].

5.4. The implied multivariate default and survival distributions. In this subsec-
tion we study the implied bivariate default and survival distributions, the implied survival
and default distributions for a fixed ¢ and the joint implied survival and default distribu-
tions for the ordered default times.

All computations are done with parameters obtained from the calibrated portfolio in
Table 2. From Figure 5 and Figure 6 we note some interesting features in the 2006-11-28
portfolio. For example, the bivariate default distribution P [r < t;, 7 < 5] is approxi-
mately constant on the lines (¢1,t5) where ¢; is fixed, and 6 < t; < t5. By exchangeability,
this is also the case for the lines (¢, ty) where ¢, is fixed, and 6 < to < ;. Intuitively, this
observation imply that the default events {7, < ¢;} and {7; < ¢} are approximately
independent for (t1,t3) € [6,00] X [6,00]. This property is not present in the region
(t1,t2) € [0,6] x [0,6,], see Figure 7. It does not hold for the bivariate survival distri-
bution P [7'1 > 11, Ty > tg] either.
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in the 2006-11-28 portfolio.
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Figure 6: The implied bivariate default (left) and survival (right) distribution for two obligors
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Figure 8 shows that P[r <t,...,7, <t] seems to be independent of g.

Similarly,

P [T} > t] appear to be unchanged for k& > 25. However, a closer study reveals that the
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Figure 7: The isolines for the implied bivariate default distributions, on the square [3.5,5.5] x
[3.5,5.5], for two obligors in the 2006-11-28 portfolio.
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Figure 8: The implied survival distributions P [ry > ¢,...,7, > t] (left) and default distribution
Plr <t,...,74 <t], as functions of ¢ and time ¢, for the 2006-11-28 portfolio.
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Figure 9: The implied ordered survival distributions P [T}, > t] (left) and its isolines (right) as
functions of k£ and time ¢, for the 2006-11-28 portfolio.
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computed survival distributions P [T}, > t| are strictly increasing with k, as the should be,
although this is on very narrow intervals, see Figure 10.

Table 5 shows that the effect of the default contagion is clear. For example, in the
2006-11-28 portfolio, P [T} < 1,...,Ts; < 25| = 6% while P[17 < 14,...,T5 < 38] = 95%
and P [TIOI S 1, Ce ,T125 S 25] = 0% while P [TIOI S 14, c ,T125 S 38] = 57%

Furthermore, we also see some big differences between the two portfolios. For example,
P [Tl > 1, ce ,T25 > 25] and P [TQG < 135, cey T125 < 385] are 025%, 2.3% and 80%, 54%
respectively, for the 2004-08-05 and 2006-11-28 portfolio.

Table 5: The multivariate default (D) and survival (S) probabilities P [T}, < nty,...,Tj, < nt,]
and P [Ty, > nty,..., T, > ntg] (in %), for the 2004-08-04 (04) and 2006-11-28 (06)
portfolios where n = 0.25,0.5,0.75,1 for different sequences k1 < ... < k; and t; <
to < ... <ty with t; —?;_1 constant.

tl,tg,...,tq kl,...,kq n=02 n=05 n=07 n=1
1,2,...,25 1,....25 | D, 04| 0021 i 5.1 2
1,2,...,25 1,...,25 |D,06| 0.0048  0.35 2.9 6
1,2,...,25 1,....25 | S,04] 84 25 2.9 0.25
1,2,...,25 1,...,25 | 8,06| o1 51 13 2.3
1.2.....25 101,...,125 | D, 04| 0 0 0 0
1,2,...,25 101,...,125 | D, 06| 0 0 0 0
1,2,...,25 101,...,125| S, 04| 100 49 7.1 0.65
1,2,...,25 101,...,125| S, 06| 99 58 15 2.5
14,15,...,38 1,...,25 |D,04 11 68 93 99
14,15, ..., 38 1,...,25 |D,06| 4.2 46 81 95
14,15,...,38 1,...,25 S, 04 22 1.7 0.052  0.0012
14,15,...,38 1,...,25 S,06 33 6.7 0.62 0.039
14,15,...,38 101,...,125 | D, 04 | 0.00046 4.1 37 74
14,15,...,38 101,...,125 | D, 06 | 0.0022 2.6 24 o7
14,15,...,38 | 101,...,125| S, 04| 84 6.4 0.16  0.0032
14,15,...,38  |101,...,125| S, 06| 85 14 0.89  0.048
13.5,13.75,...,38.5 | 26,...,125 | D, 04| 0.055 11 49 80
13.5,13.75,...,38.5 | 26,...,125 | D, 06 | 0.0027 24 22 o4
13.5,13.75,...,38.5| 26,...,125 | S, 04| 81 5.8 0.14  0.0028
13.5,13.75,...,38.5| 26,...,125 | S, 06| 85 13 0.84  0.045

6. DISCUSSION AND CONCLUSIONS

In this paper we considered the intensity based default contagion model (2.1), where the
default intensity of one obligor is allowed to change when other firms default. The portfolio
was homogenous so that all obligors were exchangeable. This implied that the individual
intensives were expressed using the ordered default times. The model was translated into
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a Markov jump process. This made it possible to derive computationally tractable closed-
form expressions for many quantities of importance in credit portfolio management.

In the above framework we calibrated two CDO portfolios containing 125 obligors,
against market data for CDO tranches, index CDS and average CDS spread. In both
cases we obtained perfect fits. In the calibrated portfolios, we then studied the implied ex-
pected ordered default times, the implied default correlations and the implied joint default
and survival distributions both for ordered and unordered default times. Some of the re-
sults where surprising, other not so. For example, in the 2006-11-28 portfolio, the bivariate
default distributions revealed that the corresponding marginal events was approximately
independent after 10 years.

The calibrated default intensities for the 2006-11-28 portfolio, exploded after 25 defaults,
which gave rise to heavy default clustering after 14 years (under the risk-neutral measure).
This had profound effect on several of the studied quantities.
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