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Abstract

We consider a structural credit model for a large portfolio of credit risky assets where the
correlation is due to a market factor. By considering the large portfolio limit of this system
we show the existence of a density process for the asset values. This density evolves according
to a stochastic partial differential equation and we establish existence and uniqueness for the
solution taking values in a suitable function space. The loss function of the portfolio is then
a function of the evolution of this density at the default boundary. We develop numerical
methods for pricing and calibration of the model to credit indices and consider its performance

pre and post credit crunch.

1 Introduction

The rapid growth of the credit derivatives market from 2000-2007 led to the development of
increasingly complex credit instruments requiring new mathematical models for pricing and risk
management. The subsequent contraction due to the credit crunch has placed even more emphasis
on the importance of understanding the risks involved in dealing with complex credit products.
Our aim in this paper is to develop the mathematical extension of standard large portfolio credit
models by introducing dynamics and working with the infinite dimensional limit.

The two natural approaches to credit modelling that have been extensively developed are the
structural approach and the reduced form approach, and each has been extended to the portfolio
setting in a variety of ways. We consider a dynamic large portfolio model obtained by taking
the large portfolio limit of a multidimensional structural model. By taking this limit we obtain a
stochastic partial differential equation which models the evolution of the value of a large basket
of underlying assets. The key quantities for multiname credit are then certain functions of the
solution of this stochastic partial differential equation. Although this paper focuses on a simple
version of this model which has shortcomings (as inherent in the underlying structural model),

our aim is to provide a mathematical basis for the development of more realistic extensions.
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Our motivation for the development of our structural evolution model came originally from the
lack of dynamics in the credit market’s standard pricing methodology. A bottom-up approach,
in which the individual entities in a credit basket are modelled, has been widely used, primarily
as a result of the introduction of copulas and the subsequent conditionally independent factor
(CIF) models. These models allow the problem of specifying the marginal distributions and
the market co-movements to be separated and through the choice of specific copulas has led to
simple, easy to implement and computationally efficient techniques for pricing credit products.
However copula and CIF models have no dynamics to speak of; nowhere is it specified how their
parameters or underlyings evolve. Furthermore, they only model expected defaults within one
time period, which for instruments such as collateralised debt obligations (CDO) is not an issue
as they are essentially one period instruments, but for those with stronger timing features this is
not reasonable.

This absence of dynamics made pricing some structured credit instruments very difficult and
credit market developments since mid-2007 have further exposed the limitations of the standard
approaches. There is still a need for a new generation of models to enable a better fitting as
well as understanding of the risks inherent in some of the more complex products. For instance
the existence of 5, 7 and 10-year index and bespoke tranches requires a model that can fit the
entire correlation skew term structure, not just the correlation skew for a given time horizon.
Also forward starting tranches, options on tranches and STCDOs with trigger features requires
information on the dynamics of spreads and information on the timings of default for their pricing.

Thus our purpose is to develop a relatively simple dynamic extension of a CIF to the large
portfolio setting, extending the static work originating with [46], see [43]. This will enable us to
describe the evolution of the loss function in terms of a few parameters. By investigating the
behaviour of our simplified model, it is possible to gain an insight into which aspects of dynamic
models are important for the pricing of more exotic structured credit products. This information
can then be used to help the development of more realistic models within this framework. We
note that other large portfolio analyses have been considered in for instance [45], [11].

Although many of the exotic credit instruments have traded infrequently, especially post the
credit crunch, their introduction was an early indication of the need for a more sophisticated
approach to portfolio credit modelling. There is a large and rapidly growing literature in this area,
so we only mention a few papers [10], [45], [17], [3], [38], [11]. As an alternative to the bottom-up
approach, top-down approaches such as the Markov chain model in [44] and the models of [4], [15]
and [13] have been introduced. Reduced-form approaches have been extended to more than one
issuer via correlated stochastic parameters. A relatively tractable example is the intensity-gamma
model by [29]; another is the affine jump diffusion model of [36]. [37] provides an overview of

some of the main bottom-up approaches.

1.1 Structural models

Our model falls into the class of multi-dimensional structural models and we take the approach

of modelling the empirical measure of the asset prices in the basket when the underlyings have



dynamics linked through a factor model. The pricing of CDOs is then a function of the limit of
the empirical measure of the large basket.

Structural models are based on the premise that when a company’s asset value falls below a
certain threshold barrier a default is triggered. The first model of this type was introduced by
[34] and then extended by [5]. To date, there are many variants of this model but the basic type
is as follows. Let A; be the asset value of a company whose evolution is governed by

dA;

A—t :/,Ldt-i-O'th,

where p is the mean rate of return on the assets, o is the asset volatility and W; is a standard
Brownian motion. If we denote the default threshold barrier by B; we define the distance to
default, X;, as

X, = %(logAt—logBt). (1.1)

The event of a default by time ¢ is now expressed as the event that X hits 0 before time ¢.

Structural models are appealing due to their intuitive economic interpretation and the link they
provide between the equity and credit markets. They introduce spread dynamics and allow market
participants to hedge spread risk with the underlying equity of the reference entity. Defaults are
endogenously generated within the model and recovery rates do not need to be determined until
after a default occurs.

There are however downsides that affect the practical applicability of structural models. Due
to the diffusive nature of the asset process, and the assumption of perfect information regarding
asset values and default thresholds, any credit event generated by the model is predictable. The
immediate consequence is short term credit spreads that are near zero: a fact contradicted by
empirical evidence. Extensions that try to address these issues include CreditGrades”™ described
in [18], as well as [14], [47], [48], [22] and [8]. As structural models are extended in these ways their
analytic complexity increases dramatically. Credit spread prices can then no longer be expressed
in closed form and numerical methods must be employed for pricing. Another downside is that
calibration of the model parameters is not a straightforward exercise.

As a result of the popularity enjoyed by CIF and copula models, multidimensional structural
models have typically received less attention; as a result, the literature on this subject is relatively
sparse. The first authors to incorporate default correlation into first passage models were [49] and
[23]. The former extended the Black-Cox framework to include correlated asset value processes,
with hitting times being calculated from a time dependent barrier in closed form for two risky
assets. [23] followed Zhou’s approach and moved to a higher dimensional space but had to sacrifice
the analytic results. In [24] the asset value processes for a multi-dimensional structural model are
correlated via a set of common factors. In this setting piecewise default barriers are calibrated to
match market prices and Monte-Carlo simulation is used to value single tranche CDOs (STCDOs).
Other recent papers using a structural approach include [19], [20], [10] and [9]. We aim to develop
a model which can allow pricing of exotic options on CDO tranches and note that there has been

some discussion of such products in [25], [27]. This application can be found in [7].



1.2 The SPDE model

The starting point for our model is similar to that used in [24]. We will develop a simple
model in this paper in which all assets have the same constant volatility and are correlated via
a single market factor. A more general version, in which the correlation is a function, can be
found in [28]. Let (QV, F N pN ) denote a probability space for a market consisting of N different
companies whose asset values A; at time ¢ evolve under the risk neutral measure P according

to a diffusion process given by
dA; = rAldt + o+/1 — pALdW{ + o\/pALdM;, i=1,...,N (1.2)

up until the hitting time of a barrier B? or the horizon T. We assume W} and M, are Brownian
motions satisfying
d[Wi,M]| =0 Vi

and
d [W;’,Wtﬂ} = 5y dt,

where we have written [., .] for the quadratic covariation and will use [.] for the quadratic variation,
and o > 0 is a constant and p € [0,1) is the constant correlation. Note the co-dependence between
the asset processes is provided solely by the Brownian motion M; which can be thought of as a
market wide factor influencing all of the assets.

Thus we can write (1.2) in terms of the distance to default process X! = (In A} — In B%) /o,

with constant barrier B*, as

dX; = pdt+T—pdW{+ \/pdM;, t<Tg,

Xi = 0, t>Tg, (1.3)
X§ = 2t>0,
TP = inf{t: X} =0},

for i =1,2,...,N, where p = (r — 10?) /0.

It does not matter how we label our assets so make the following assumptions. We will assume
that {X¢, ..., X§'} is a family of exchangeable, [C'g, 00)-valued random variables with E(X}) < oo,
where the constant Cp > 0. We assume that this initial distribution is independent of {W*} and
M.

By construction we see that our system extends to an infinite system as N — oo and we
will show that there is a limit empirical measure whose density satisfies an SPDE. We will write
(Q, F,P) with associated expectation operator E for the limit probability space containing the
full infinite asset value model.

In order to state our main mathematical result we need some further notation. Let (Q™, FM PM)
be a probability space supporting a one-dimensional Brownian motion (M, Ft). Let GM de-
note the o-algebra of predictable sets on QM x (0,00) associated with the filtration ]-'iw and
H((0,00)) = {f : f € L*((0,00)), f" € L*((0,00))}, where L*((0,00)) = {f : [~ f*dx < co}. We



write L2(QM x (0, T), 6™, H*((0,00))) = {f(w,t,.) : f(w,t,.) € H((0,00)), f(w,t,.) is FM-measurable,
EM fOT | f(w,t)||%:dt < co}. We also write d,, for a Dirac measure at the point x.

Let vn + denote the equally weighted empirical measure for the entire portfolio given by

1 N
Ungt = N;(SXZ (14)

Theorem 1.1. The limit empirical measure Uy = limy_,oc Un+ exists and is a probability measure
with a natural decomposition into two components, vy = Lidg + v¢. The measure vy is a measure
on (0,00) with density v(t,z), which is the unique solution in L*(Q™ x (0,T),6™, H'((0,0)))
of the SPDE

dv=—1 (r - 102) vy dt + %vm dt — /pve dM(t),

T 2

(1.5)
v(0,x) = vo(x), wv(t,0)=0.

The weight of the Dirac mass at 0 is

L,=1 f/ u(t, z)dx.
0

The prices of typical large portfolio credit products are functions of this proportionate loss
function L;. There is no analytic solution for this SPDE, though it can be viewed as the Zakai
equation for a filtering problem, and thus we require numerical techniques for its solution. One
natural approach is just to use a Monte Carlo technique to simulate the whole basket, and for small
sizes of basket this would be a reasonable approach. However, as the basket size increases, the
numerical solution of the limit SPDE becomes more computationally efficient and we discuss this
in our simplified setting. It is also natural to ask about the quality of the SPDE approximation to
the original large basket and, provided p is not too small, it is a good approximation for N > 50
[6]. However we regard this as a model in its own right and we will see in Section 5 that it can fit
the traded index spreads of the iTraxx well.

Our focus here is on the mathematical development of this simple model and we note that
the model has clear drawbacks for pricing which would need to be addressed before it could be
used in practice. In particular, the fact that it is based on a structural model with diffusion will
mean that it will not fit well for short timescales. As it is based on a single diffusive market
factor it will not fit the prices of the super senior tranches well. The calibration uses only a
single parameter and it would be more difficult to calibrate to multiple tranches. There is also an
underlying assumption of homogeneity, in that all assets have the same volatility and correlation.
Some of these problems are straightforward to address, for instance the extension of the approach
to a model with multiple sectors and, with more work, a more general functional dependence of
the correlation, see [28]. Others, such as addressing the low default probability at short times,
could be tackled using lévy process or stochastic volatility models as drivers, see for example [29],
[17] for their use in other settings to tackle this problem. Despite the issues raised here we believe
that the model has good properties and is a basis for extensions which incorporate more realistic

features.



An outline of the paper is as follows. We begin with a description of the mechanics and basic
valuation methods of synthetic collateralised debt obligations in Section 2 in order to provide the
necessary background for later sections. The mathematical core of the work is in Section 3 where
we develop our infinite dimensional model for portfolio credit starting from a multidimensional
structural model and prove Theorem 1.1. We make strong assumptions with the aim of delivering
a relatively simple, tractable model that encapsulates the information required to calculate the
loss distribution for a portfolio of risky assets. The aim in Section 4 is to develop a suitable
numerical scheme for solving the SPDE. Section 5 discusses the calibration and performance of

the model when pricing tranches of the iTraxx before and after the credit crunch.

2 Collateralised debt obligations

Collateralised Debt Obligations (CDOs) are securitized interests in pools of credit risky assets.
These assets can include mortgages, bonds, loans and credit derivatives. The CDO repackages the
credit risk of the reference portfolio into multiple tranches that are then passed on to investors.
Prior to the ‘credit crunch’ the synthetic CDO, credit indices and single name Credit Default Swap
(CDS) market together made up the majority of the total traded notional in the credit derivative
market. However the index tranche market is currently the only area that is still active. The
bespoke CDO business has yet to return although there are a few signs of activity.

Although there are many different types of CDO, here we will focus on what is known as a
synthetic CDO i.e. one whose collateral pool consists entirely of credit default swaps. It is possible
to trade single tranches within a synthetic CDO without the entire structure being constructed.
In this case the two parties of the transaction, the protection buyer and protection seller, exchange
payments as if the CDO had been set-up. The performance of this single tranche CDO (STCDO)
is dependent on the number of defaults that occur in the reference portfolio during the lifetime
of the contract.

Each tranche is defined by two points that determine its place within the capital structure:
the attachment point and the higher valued detachment point. These are usually expressed as a
percentage of the total portfolio notional. The tranche notional is defined as the difference between
the attachment and detachment points. When losses are incurred (the loss is the notional of the
defaulted entity corrected for recovery), and the cumulative loss in the collateral pool is between
the attachment and detachment point, the seller pays the buyer an amount equal to the loss
incurred within the tranche. The tranche notional is then reduced by this amount. This means
that when the cumulative loss exceeds the detachment point the tranche notional is zero. In
return for this protection, the buyer pays a quarterly premium based off a fixed spread and the
outstanding tranche notional.

Say we have N entities in our reference credit portfolio each with notional Ny. We define the

total loss L; on the portfolio as

N
L= ZLil{‘riSt}a (21)
1=1



where L; = No(1 — R;), R; and 7; are the recovery rate and default time of the i-th entity
respectively. If we assume the recovery rate is the same across all credit entities and equal to a

value R then we can write

N
Li=No(1=R)Y 1gr<qy- (2.2)
i=1
The outstanding tranche notional, Z;, of a single tranche within a synthetic CDO is given by
Zt = [d—Lt}J’_ - [a—Lt]+, (23)

and the tranche loss Y; as
Y;g = [Lt — CL]+ — [Lt — d]+, (24)

where a is the tranche attachment point and d is the tranche detachment point.

As for a Credit Default Swap (CDS) the value of a STCDO is given by the difference between
the fee leg and the protection leg. The protection buyer pays a regular fixed spread on the
outstanding notional of the tranche. We denote the payment dates by T;, 1 < i < n, the intervals
by 0; = T; — T;—1 and the value of a bank account at time ¢ by b(¢). Then the value of the fee leg

is given by

ce _ N~ _0i
i=1

where the expectation is with respect to a suitable pricing measure. The protection seller only
makes payments to the buyer when the tranche incurs losses, and the value of this payment is
equal to the change in the tranche loss Y;. However, we can express the value of the protection

leg in terms of the outstanding tranche notional X; as follows
1
veret =N ——E[Zp,_, — Zr, 2.6
; b(Tl) [ Tw—l T1]7 ( )

assuming that the losses are paid at the coupon dates. As in a CDS contract the par spread s of

the tranche is chosen to make the initial value zero hence is calculated as

V;m*ot

S:W.

(2.7)

From (2.5) and (2.6) we see that the key to finding the par spread is obtaining the distribution of
the outstanding tranche notional; from (2.3), this is equivalent to finding the distribution of the
loss L;. As all portfolio credit derivatives are essentially options on this loss variable the heart of

every multiname credit model is determining its distribution.

3 An infinite dimensional structural model

Our aim in this section is to establish Theorem 1.1. We will begin by describing the system

(1.3) by a measure valued process and showing that there is a limit empirical measure for the



infinite system. We then proceed to establish its behaviour near 0 before proving that its evolution
can be captured by an SPDE.

3.1 The limit empirical density

Recall the equally weighted empirical measure for the entire portfolio is given by

1 N
DN’t - NZ&){;
i=1

We can write this as

Unt = Lo + VN,

where
1 1
vne =5 D Oxilperyys I =5 Lusroy.
i=1 i=1
Note that Ly is a loss function in that it is the proportion of companies that have defaulted by
time t.
Let Ry = [0,00). We write P(R_.) for the set of probability measures on R and P(Cg, [0, c0))
for the set of probability measures on Cg, [0,00) where the topology is always that of weak

convergence. We write Cp (g, [0, 00) for the continuous P(R )-valued functions on [0, 00).

Theorem 3.1. There exists a Cp(r,)[0,00)-valued random variable v such that

vy = lim vy, = hm —Z5X1 P- a.s. .

N—o0
We also have a decomposition for the limit into two subprobability measures

= Lt50 —+ 1.

Proof. Let us denote the system with the same dynamics but without default by {X’Z} Then
o<s<t °

Since F is independent of 4, exchangeability of { X} in Cg, [0, co) follows from exchangeability of
{X"} in Cg[0, 0).

Firstly note that {X{} is an exchangeable family and as X} = X{ + ut + /1 — pW} + PMy
for all ¢, we have {th, e ,XtN} is exchangeable for any ¢. It is then easy to see that for any N,
{X1, ..., XN} is exchangeable in Cg[0, 00) using this and exchangeability of the increments. As a
consequence we have {X!, ..., XV} is exchangeable in Cg, [0,00) and for a fixed ¢, {X}, ..., X{"}

is exchangeable in Ry . As the system (1.3) is easily extended to an infinite particle system, by



de Finetti’s theorem, see for example, [1],

v.= lim — 6 i
exists almost surely in P(Cg_ [0,00)).
We now need to show that the {14, t € [0,00)} is a continuous process in the space of probability
measures. We define a projection mapping

Pt!CR[0,00)—)R

by setting, P,(Y.) = Y;, for any Y. € Cg[0,00). Then define 7, := 7o P;* € P(R). We first show
that

To establish this we denote
1 1
=D 0xp 0= lim = 0y,
i=1 i=1

where 0 converges weakly to 6 and 0 exists in P(R) almost surely by the exchangeability of { X} }

at any time ¢. For any h € Cy(R), the collection of all the bounded and continuous functions on

R, we have
/h 0(dx) lim h(z)0n(dx).
N—oo
Define
1N
aN =+ ;6)@' € P(Cgr[0,00)), k = ho P, € Cp(CRr[0,0)),
then

—1
QN:aNOPt y

and apy converges weakly to 7 in P(Cg[0, 00)). Thus

/h(x)@(dz) = lim [ ko P ' (z)(ay o P/ 1)(dx)

N—o00
= / ko P/ (z)v o P (dx)
= / h(z)o:(dx).
Therefore 7, = 6 = limy_,00 2 Zfil dx: € P(R). To show that 7; € Cp(r) [0, 00) it suffices prove

that when t,, — o, we have vy, — Uy, weakly in P(R), i.e., we want to show that for any open
set U € B(R), liminf,, oo 7, (U) > 7y, (U) [[16], Theorem 3.3.1]. By continuity of ¥ and Fatou’s



Lemma, for sets, we see that
V1, (U) =0 0 Pt (U) = v ({Y.|Ys, € U})

(U Qi o)

n=1k=n

< lim mf V({Y|Ytk eU}) = hmlnfl/t (U).

71*)00

Therefore, the process {; : t € [0,00)} exists almost surely in Cp [0, 00).
The decomposition follows from the decomposition for N companies. We then define L; =
7:({0}) and 14 to be 7y restricted to (0, 00). O

For a measure (; and integrable function ¢ we write

(6,¢) = / o(2)C(da). (3.1)

Let C%(0,00) be the set of infinitely differentiable functions with compact support on (0, 0).
Using the empirical measure (1.4) we define a family of processes FtN’¢ for ¢ € C7(0,00) by

FN9 —

t ¢a VNt ¢a VNt> (32)

HMZ

using the fact that ¢(0) = 0,V¢ € CF(0,00).
As X} =0 for t > T¢, and hence ¢(X}) = 0 for t > T, in order to apply Itd’s formula to FtN’¢
. 1 i
we write £V = N Zfil ¢(X{)1(<ryy- Thus we have

FY? — Rt = _Z/ Lis<riy ( XHdX:+ = ¢”( )[X;])

- NZ/ {s<T§} { )Md8+¢ \/ITdWZJrgZ) \/_dM + ¢//( )

/ Zm )+ 56"(X ))1{@<T}ds+/ Z\/l—qé D ey AWV

/ Z VP (X)L aersydM;
If we define the second order linear operator A by

0 0
A:Ma—x"i‘ a—

1
2 0x?’

10



we have
‘ t
FNY = Fév’¢+/0 <A¢,VN,s>d8+/O (Vo' vn,s) dM
+/ti§:¢/(xi) VI= pdWi. (3.3)
0 Ni:l ° )

In order to pass to the limit as N — oo we first focus on the idiosyncratic term in (3.3)
t 1 N
o = [ 5 VTP (X0 AW, (3.4)
i=1

As ¢’ is bounded and Ifj n is a martingale, by the independence of the W}, it has quadratic

variation
$ "1\ )2
8= [ 52 20 =) (@ CX)P .
i=1

Writing K for the constant such that |¢'| < Ky, we have

N—o0

N

.1 .

lim NZ/O (1=p) | ¢'(X3) |* Lseryy ds < K3t
=1

and hence we have for any such ¢

N oot
. 1 rOyty |2 : 1 24
A}l_rgom 2_1/0 (1—=p) [ ¢(X3) " Lysarsy dsgl\}l_rgo NK¢t_O’ vVt € [0,T], a.s.

As a martingale with 0 quadratic variation must be the constant process the idiosyncratic term
must vanish almost surely in the limit.

We also note that as ¢', ¢” are bounded and vy, is a probability measure, we can apply the
dominated convergence theorem to take the limit under the integrals in the other terms in (3.3).

We summarize in the following

Theorem 3.2. The sequence of empirical measures v on (0,00) satisfies for all ¢ € C'2(0,00),
FNY 5 FP = (p,1) as N = o0, a.s.

The evolution of the limit empirical measure in the weak sense is given by

t

(6.01) = (b, v0) + / (A, vs) ds + / (Vb va) dM,, ¥ € C32(0, 00). (3.5)

3.2 The boundary condition

The behaviour of 14, the limit empirical measure on (0, 00), at the boundary zero is given in

the following theorem:

11



Theorem 3.3. We have

Proof. By the definition of vy, properties of weak convergence and an application of Fatou’s

Lemma, we have

E[v:((0,¢))] <E

N
.1
liminf = 1{0<X}j<e}]

=1

N
1 , )
<limi —E i i i ) .
lggofNi_lﬂb{Xt<5,0g;f<tXS>O} (3.6)

For t < T{, integrating the system (1.3) from time 0 to ¢, we have:
Xti:ziJrutJr«/l—thiJr\/ﬁMtg:ciJr,utJrBt,
where B; is a standard Brownian motion on the same probability space. Thus we have

P{X;’ <e, inf X! >0} :P{xi+ut+Bt <e, inf (2°+ ps + By) >0}
0<s<t 0<s<t

t

—p' {put+ B; < e} _pr {,ut—i—Bt < E’oinf< (us + Bs) < 0}

€ 1 in2 € 1 i 2 iN2
:/ o (znt—a)/2t g, _/ hlz—a) —u?t/2— (2l 4a ) 2t g,
oo V27t oo V27t

1 € iy2 i 2 iy2

_ —(z—pt—a*)?/2t _ p(z—z")—pt/2—(z+z") /2t) d

(& e z
V21t /o (

1 € i\2 222t
— —(z—pt—az")°/2t (1 _ o )d
e e z
V27t /o

1 2ext € i\2
< (1 —e % )/ e~ (mpt=at)7/2t g,
SN ;

N
~

1 2ex? /E 2
<—— e~ (mpt=2) 2t g, 3.7
SN (3.7)
Assume € < %C’B. Since we have ¢ > Cp, if t < %, then |z —ut —2'| >0, VO < 2 < ¢

and there exists C} > 0 only depending on T such that

CB—E

6—(Z—Mt—zi)2/2t < C%’ Vit < | |
I

Ift > Cﬁq_E’ then

1 1

()"

o

12



Letting C% := max {C}, L }, (3.7) becomes
2

(sif1)

i : i < i / = gt 2 .
P{Xt <5,0%I;f§th >0} < \/ﬂsx eCp = 2'Cre”, (3.8)

where Cr is a positive constant only depending on T'. Thus by (3.6) and (3.8) we have

N
Ef:((0,¢))] < Cre(lim inf % > a') < KCre, (3.9)

i=1

g

since {X{,..., X'} is an exchangeable family of integrable random variables. By Markov’s in-
1

712,

P{M >)\} < KCr

- An?

equality, for the subsequence ¢ =

Vi 7L
Thus by the first Borel-Cantelli Lemma, as A > 0 is arbitrary and also M > 0, we must

n

have )
. 1 ((0, 7))
lim sup ———2——

)
T =0, a.s..
n—oo P

< e < - and hence

Now for any £ > 0, there exists a n such that o

1
(n+1)?

(0, 72) _ . ve((0,75)) 7z

0 v,
lim sup M < limsup tf = lim sup — =0, as.

1
el0 £ n—00 (L n—00 -~ (L

Since M > 0, therefore v(t,0) := lim, o M =0, a.s. O

Therefore, if there is a density for the empirical measure, it will satisfy a Dirichlet boundary
condition.

Next we give an estimate on E[(14((0,¢)))?] which will be needed later. In order to do this
we require an estimate for the distribution of the first passage times of two correlated Brownian

motions, and the Brownian motions themselves.

Lemma 3.4. Let B} and B? be two correlated Brownian motions with constant correlation |o| < 1,
2, 2
Bl =a1 >0, B =ay >0 and law Pp. Then there exists eg = %\/% % such that

for all e < gg,

Py {o < B} <e, inf Bl>0,0<B}<e inf B> o} < Cre*s,
0<s<t 0<s<t

™

= 2 a2 @ 2+3
where Cp = 217 & (1 /%) Kr (1 /1%0) and Kr is a constant only depending on
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T; and

o = g’ 0= 0, (3'10)

Therefore, if 0 > 0, we have § < a < and3<2+§§4.

Proof. We begin by making a transformation to obtain a two-dimensional Brownian motion with
independent components. Although initially derived in [26], we follow the setup and statements
in [35]. Let B; = (B}, B?) and consider the process Z = 0~ !B, where

1— o2
o= )
0 1

We know that Z has independent components. It is easily seen that the horizontal axis is invariant

under the transformation 7 : R? — R? defined by T'(x) = o~ 'x, while the vertical axis is mapped

: _ 0
to the line z; = — mz;

Now the time that the first Brownian motion B! hits zero is transformed to the time 7, which
is the first passage time of Z; to the horizontal axis; and the time that the second Brownian
motion B? hits zero is transformed to the time 75 which is the first passage time of Z; to the line

z9 = z1 tana, where 0 < o < 7 is given in (3.10). Moreover, in polar coordinates Z; = (R, ©y)

at + a3 — 2pa;as
ro = )

starts at the point zy given by

1— o2 '

and

7w+ tan~! (7‘12 V1-c?

a1—oas ) , a1 < oaz,

— ™
0o = z, a; = paz,
_1 [ a2y/1—02
tan <m s a1 > 0as.

It is easily verified that 0 < 6y < a. We denote by 7 = min(7y,72) the first exit time of Z from
the wedge

Co = {(rcosf,rsind) :r>0,0<0<a} CR

If z = (rcosf,rsiné) is a point in C,, we have, by [26],

2r 2, .2 > nmd n7r90
PR{r >t, 7, € dz} = —e T2\ Vgin —— sin —— 1, a(
Rt ) 4t 2} tae Zsm o sin o Lnmy

n=1

rTo

T) drdo), (3.11)

where I, denotes the modified Bessel function of the first kind of order v

14



Using this transformation and the formula (3.11) we have

[P’B{O<Bt1<e, inf B!>0,0< B} <e¢, inf B§>0}
0<s<t 0<s<t

2
< PB{T>t,O<@t<Oé,0<Rt< 1_@5}

2 o =
/\/:E / 2—Te_(T2+r3)/2t sin 71_71'9 sin MI”"/Q (TTO) drd?
0 o ta “ )

n=1
/V T2 iy /a i Lo (22 drds (3.12)
ta 0o = nw/a L . .

IA

0

By the definition of the modified Bessel function, we have

rTo B = 1 T 2mA+-5F
L ja (T) B n;)m!r(m+’;i+1)(2t)
< n}f (7"7"0)% i (7“7“0)
[F m:O
2
rro o i | ’I"’I"O
< lzﬁ )]
— rro/t m)%
. [%f].(zt ’

where [z] denotes the integer part of z. Using this in (3.12) we have

IP’B{0<B}<5, Oiqf<tB§>0, 0< B? <e, Oiqf<tB§>0}

\/g‘S 2r 2. 2 @ > 1 rro\ o
/ e +°)/2t/ Y [g—ﬂ]!<2t) drdf

<
0 « 0 n=1
Ve 9
< / _’ref(errrg)/Qterro/t(@)gerro/Qtdr
o t 2t

2
= T 1 r2 +rg —3rrg
= 21 / T1+ o f/‘l? e 2t dr.
0 «

T—
To

~—e
If we choose g9 = —/3—2—, then for any € < g9 we have 7?2 + 1 — 3rrg > 0. Therefore we can

find a constant Kp only depending on 7" such that

1 r24rd —3rrg

tlje_ 2t S KT-

15



Thus

B{O<Bg<a, inf B! >0,0<Bj<e, inf B§,>o}
0<s<t 0<s<t

z /\/1%6
O

0

IN
[\
e
|
R
ﬂ

+3 KTd’r'

IN

14+
21_§TO§KT < 2 E) 2 e = Cre*t
1—o0 1—0

s = 243
where Cr = 21_57“6* Kr ( 1%9) is a constant only depending on g, a1,a2 and T'.

Moreover, it is obvious that 0 < a < 7 and § < a < 7 if ¢ > 0. In the latter case we have
3<2+ 2 <4 O

Lemma 3.5. There exists &g > 0 only depending on p and the lower bound Cg for the {X}},
such that for any n > 0, for all ¢ < &y we have

E[(1((0,€)))%] < Kpe*tam,

where Kr is a positive constant depending on T and « is given in (3.2).
Proof. By definition of 14, properties of weak convergence and Fatou’s Lemma

N M

1 1
E[(v((0, 5))) ] <E 1}\1;{}1?; ~ Z Lio<xi<e, info<,<; X >0} I hm mf EY: Z 1{0<X’<5 infocscy XI>0}
=1
N M
SNj)loIgl,Jl\?ioo NM X;X;JE |: {O<X‘<E, mf X1>O O<XJ<6 Jinfo<s<t X2 >O}:|
i=1j

N
= liminf 1 § §
= 1m 1n — i : ; J ; J .
N M—o0 NM el {0<Xt<s,OS1r;f§tX;>0, 0<X{ <e,info<,<¢ XI>0}

(3.13)
Since neither of the firms ¢ or j has defaulted by time ¢, we have
Xi=a'+pt+/1— pW} + /pM, L 2" + pt + Bl

X7 = a9+ pt+ /1= pWi + /oMy £ &9 + it + B2,

where B} and B? are correlated Brownian motions with correlation p.

We use the Girsanov theorem (e.g. [42]) to change the measure and set

Zy(11) = exp (—ﬁ (B, + B + ut)> :

which is easily seen to be a true martingale by Novikov’s condition. We write P for the probability

16



measure on JFr given by

P(A) :=E[1aZr(p)]; A € Fr, (3.14)
and E for expectation with respect to P. Thus for each fixed T € [0,00), the process
{(Btl’B?) = (Btl +/’Lt’Bt2 +ut), Fr,0<t < T}

is a two-dimensional Brownian motion on (Q, Fr,P), where B} and B? have correlation p.

We now calculate the term E [1{0<Xg<s,inf0555,,xg>0, 0<X{'<s,inf0559X£>0}} in (3.13). We have

E|

1{0<X§<s,inf0§5§t Xi>0, 0<X] <e,infoc <y X§>O}}

- 1
= E |:1{0<Xf<6,inf0<s<tX§>0, 0< X! <e,infoc sy XI>0} Zr (1)

IN

- 1/a -
E 1{0<Xi< inf i J<eli J qE
i <e,infocs< Xi>0, 0<X] <e,info<s<¢ XI>0}

= JI'JQ)

by Hoélder’s inequality, with 1/a+1/b=1,a > 1,b > 1, and

~ 1/a
Ji= {E [1{0<X§<5,1nf055§,,xg>0, 0<X{<e,inf055§tX§>0}}} )
1/b
w=e() TV
? Zr (1) '

] ) 1/a
J1=<P{0<X§<e, inf X!>0,0< X/ <e, inf Xg>o})
0<s<t 0<s<t

For Ji, we have

1/a
(P{o<xi+B}<g, inf o'+ B! >0,0<a2? +B?<¢, inf zﬂ+B§>o}> :
’ 0<s<t ‘ 0<s<t )

. . )2 12 ipd
By Lemma 3.4 with o = p, a1 = 2%, as = 27 we know that there exists g = 1 1p /(&) 4 (e7)?2patal

3V 2 V102

and « as in (3.2), such that for all € < g9 we have
]f”{o<xi+3t1 <e, inf '+ B >0, 0<2’ + B? <<, inf 27 4 B2 >0} < Cpe*ta.
0<s<t 0<s<t

As 2® > Cp and 27 > Cp, we have

V()2 + (29)2 = 2pzizi > /2(1 — p)Cp.

Thus we can choose a new &y := +,/1=£Cz < Cp, such that for all ¢ < &, we have, for all 7, j,
3 1+p ’ ’

2+ %
J1§CTE a .
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For Jy we have

(i >H
( s ) )} )
){*[exp(ffp@m%))ﬂ/

b—l
= b> 1.
1+p ) JT<OO, Vb >

Thus we have
2+7’
E[14((0,€))%] < Ji - Jo < Crdpe e, Ve < &.
To conclude we note that for any 0 <7 < = —1 we can choose 1 <a = (2+7)/2+ T —n) <
(2+ Z)/3 and hence

E[Vt((07€))2] < KT52+g_n, Ve < 50,
where Kr is a positive constant only depending on T'. O]

We will write 3 =2 —n—1>0sothat 2+ 2 —n=3+p.

3.3 The existence and uniqueness of the density

In order to prove our main Theorem we need to recharacterise the evolution obtain in (3.5)
as the stochastic PDE. Thus we need the measure v; to be absolutely continuous with respect to
Lebesgue measure to write v;(dx) = v(t, x)dz for some density v.

We introduce some notation first. Let H® = L?((0,00)) be the usual Hilbert space with L2-
norm || -||o and inner product (-,-)o given by [|¢[|3 = [, |¢(x)[*dz and (¢, ¢)o = [, ¢(x)v(x)dz.
In the following we adapt the approach in [32] to our setting. The idea to prove the existence of
an L?((0,00))-density is to transform our M((0, 00))-valued process to an H%-valued process, by
convolving the measure with the absorbing heat kernel, where M ((0,00)) denotes the set of finite
Borel measures on (0, 00).

For any o € M((0,00)) and ¢ > 0, we write

To)(w) = [ Gola.wo(ds), (315)
0
where G is the absorbing heat kernel in R™ given by

1 a2 )2
Gg(x,y):\/ﬁ(e_( - e (ﬂl)) Y,y > 0.

We use the same notation for the Brownian semigroup on Cy(R.), the bounded and continuous

18



functions on Ry, i.e.,

Tib(z) = / T Guay)ely)dy, V6 € CyRy).

We will also need to consider the reflecting heat kernel G5(x, y), defined by

1 )2 )2
Gg(x,y)zm (e( 2 —|—ef( 24 ),Vm,y>0.

We write the associated semigroup as
o0
Tin() = [ Gyl ywi(dy).
0
It is an easy calculation to see that

It is not difficult to prove the following lemma.

Lemma 3.6. If p € M((0,00)) and § > 0, then Tso € H°.

(3.16)

We will write v, € HO if the measure v, has a density which is in H°. Let Zs (s) = Tsvs, where

v is an M((0, 00))-valued solution to (3.5). Our aim is to obtain an estimate for the H"-norm of

the process Zs.

It is easy to see that Ts¢ € C72(0,00) for any ¢ € C%(0,00). Thus, replacing ¢ € C (0, 00)

by Ts5¢ in (3.5) and using Fubini, we have

(Zs(t), $)o =(T5¢, 1)

Tyt + [ (To) (@) + 5 (To0) (@) wdds + [ (VA(T30) (@) )M, (317)

The integrands can be rewritten as

oo

((T36) (), va) =1 / (Tso) () (d)

0

[ o, ( I Gg<x,y>¢<y>dy) vo(da)
= /Ooo </Ooo(amGa(x,y))¢(y)dy> vs(dr)

Applying (3.16) and Fubini we have

(s (@) = [ ( / m(—aycgu,y)w(y)dy) ve(de)

[ ( | Gg<x,y>¢’<y>dy) ve(de)
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=— 11{¢, 0 T5 (vs))o-
Similarly, for the term (,/p(T5¢)'(x),vs) we have
(VP(T50) (x), vs) = =/p(, 02 T5 (vs))o-
For the term ((T5¢)"(z),vs) we can perform the same type of calculation to see
(5 (T56)"(2),5) = 3 (6, 2T ().

Therefore (3.17) becomes

(20, 0)0 =T )0 = [ (6.0.T50ods + 5 [ (0. 8Tswbods = v [ (0.0,T5 0 )oab
(3.18)

By using It6’s formula on (Zs(s), ¢)3 we have

(Z5(1), 8)2 =(Z5(0), )2 + / d(Zs(s), )2
—(Z5(0), )3 + / 2(Zs(s), 8)od{Zs(s), B)o + / a{125(5). 9)o. (Zs(s). 8)o)

—(Z5(0), )2 — 21 / (Zs(5), 80, DT (ve) ods + / (Z5(5), 8)o (6, 2 Ts(vs)ods

=27 [ (2s(s). 000000 ))odM, +p [ 106,075 ol

We can choose a set of ¢ € C$2(0,00) to be a complete, orthonormal basis of H° and taking

expectations, we have

BNl Zs (02 =11 Z5(0)| |2 — 2uE / (25(), 0,5 (v3))ods + E / (Z5(8), 92Ty () ods
i | 10,7 () s
11250113 - 208 | (T30, 0,5 (v))ods + B / T30, 8205 (vs)ods
+ i | 10,75 () s, (3.19)

We now control the integral terms on the right-hand side of (3.19) in terms of the integral of

E||T5(vs)||3 plus some constant which goes to 0 as § — 0.
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Lemma 3.7. There exist constants Ci, Cy such that for § < £3/2 we have

CE _52
E[| - 2(T5(v%), 0T (v))oll < Il - ETs (o) ] + Cp6% + =52e7%0/2 (3.20)

Proof.

8

(Ts(vs), 0:T5 (vs))o Ts5(vs)(2) 0 T5 (vs) () dx

o\..cﬁo\..c\

8

- | T (/ 8, G5z, y)vs(dy) | da
— [T )@ ([ 0w - e S ) ) ds

8

Ts(vs) () /0 0,6 (, y)vs(dy)de

& 2 _@wirHty
Ts(vs)(x e 2 ve(dy)dx

0

> > (m+y)2$+y
= Ts(vs 0. Ts(vs xdz—/ Ts(vs)( 25 vs(dy)dx
/0 )@ Ts(w) ) — [ v— U (dy)
1 [ e _ @2 Tty
- 0. [(Ts(vs 2d 7/ Ts(vs / 2 o (dy)d
2/0 5(vs)(x))%]dx ; 5(vs) \/ﬁ 5 ve(dy)dx

° _ew?r+y
Ts( T2 ve(d dr.
s( (/ o 5 Vsl y))

c\

Therefore,

_ ety

|—2M<T6(Vs)78xT§(Vs)>o|Z‘Qu /Omn v (/ 2 Tys(dy)>dm

[e%e) [e%s) [e%s) 2 2
w [T @wa@rasen [T ([T e ) as
0 0 0 ) 1)

o o 2 7(m+y)2£€+’y 2
<|p| - || Ts(vs)||2 + / (/ e —y(d > dx.
[l - NTs (vs)llg + el L 5 vs(dy)

e <2 @) T+ Yy 2
P = e vs(d dx
' /0 </0 V2mé 5 y))

and derive a bound for P;.

_G@+w?r 4y 2
e ve(dy > dx
r=[ (L v 5

<

Now let us denote

> e )T bg)? (x+y1)(x+y2)y du Vo (du\d
2 — Vs s X
[ [ = ) (dyr)vs(dy)
R e > 2 _ Gty 24 @t)? (2 + T+
- / / v, (dys)vs(dy2) / (e et e ) g,
0 0 0 270 1)

Yi—y2

o0 o0 o0 _1[(pa ¥1ty2y2 y1—y2y2] (X + Wty2y2 _ (B1—y2)2
:/ / Vs(dyl)ys(dm)/ ( J2e et B2 (M 7] 2 )62 (15%) dz.
0 0 0 21

21
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By changing variables using

2= (a4 BTB (BB,
2 2

we have

o] ] 2 22 (yl y2) P

Py =/ / vs(dy1)vs(dys) 52 —dz.

0 0 22 (y15y2)

Now, since
1< i < V2

when z > \/y;z—;y%, we have
oo oo oo 2 2
P S/ / vs(dy1)vs(dy / V2 20-%°2 2 g,
= (dy1)vs(dy2) \/@ (\/ﬁ) 5

2 52 _ (y1—y2)*

2 -2 2
/ / dy1 Vs dyQ)/O 1{y1+y2<222}\/_(m) e 52 dz
2 oo oo 2 (y1—y2)®
7_dz/ / —5r Mg <2z Vs (dyn)vs (dys)
)2 7*—dz/ / Liye pyz<2:23Vs (dyn)vs (dyz)

_ 22z
° 572d2/0 /0 1{y1<\/§z,yz<\/§z}l’s(dyl)VS(dy2)

Therefore,
EH - 2/‘<T5(VS)7 azTg(VS»OH
|l - E[||T5 (vs)1[5] + |HE[A]

BTS00 + WE | [ Zem 5 20,20

IN

IN

- ENTs ]+l [ 2o 2 Bloa((0.2) e

By Lemma 3.5 in the last section we know that for the measure-valued solution v, of (3.5), there

exists €g > 0 and a 8 > 0 such that for all z < &, we have

E[vf((0,2)"] < Kpz**7
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Hence we have

Ell = 2u(T5(vs), 0:T5 (vs))ol]

fo9 L2 52 2 .2 g2
<l BUTs I8+ ] e 5 B (0 2P + bl [ e 2Bl (0,21)
9 o2 22 348 2 2 22
<l BT + ol [ 5™ g Kors? s bt | e e

< 92 22 2 .2z
<Jual - E[ITs(v0)I3] + 11 / 2 5 2 Koz 4 4yl / L5 o
0 & 71'5 25

i) 202

93+% s [T _.2 2V2 [ a2
—Jul BN 00) ) + 08 [ et e s a2 [ et
™o w0t S,

Finally we observe that for n > 0

© a1 1. .
e T de < -(n+-)e T,
/n 20

o

and hence setting n = a5 SO that by assumption 1 > 1, we have

r s Caé —&2
E[| — 20(T5(vs), 0. TF (vs))ol] < |ul - Bl T5(vs)[|2] + C18% + e 50/

52
where ,
23+5 [ 2 8v2
Cr = |u|Kr : / e 2 Pdr and Oy = |u|i
™ 0 ™

Lemma 3.8. For § < £2/2 we have
C5¢ 2
BT (v), 03T (ve))o + PO T ()] < 1 (0%5‘3 + 5/5> :

where C%, Cy and £y are the same as in Lemma 3.7.

Proof. Integrating by parts gives (Ts(vs), 0%Ts(vs))o = —||0:Tsvs||3. We also have

10,75 ()2 = / " (0.TY (n) (2))d

_/00 <8Ty(x)—/oo26_(125)2x+yu(d ))de
o\ 0 Vams 5

o 2 _@wlrty
=0, Tsvs 2—2/ O, Tsvs(x / ——e ve(dy)dx
|| 9 HO 0 é () ) m 5 (y)

*° 2 @t? T+ Y 2
+ e~ vs(d dx.
/0 </0 V2rs 5 y)>

23
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Putting these together

<T6(Vs) T5 V&)>0+p|‘a T6 (Vs)HO

2 _ewix+y
= -2 8 . l/g / (& 20 vs(dy)dz
p / 5 | s 5 veldy)

+p/ (/ 2 e“’””;yus(dy))zcz <1—p>/°°<aT5<us>< ))2da

< lzp/ F@ Tyv,( / = ﬁ ”“‘”;yus(dy)d
wo [ T[T e ) e / (O0T3(0)(2))
< p/ooo (\/Taﬂkl/s(x)) dI+P/ (/ \/ﬁ (m;g)zx;y%(dy)fdz

= N ( / N %e—%ﬁ%(dw) dr — (1 p) / " (0T (ve) (@))%

o0 > 2 z+y)? 2
- </ ef( 2 eryys(dy)> dx.
L=pJo 0o V2mo 0

By the estimate for P; obtained in Lemma 3.7 we have

3 C g ~2
LT3, BTs(v o + AT ()R] < 2 BIP] < 2 (Chot 4 S,

where C%, (5 and &; are the same as in Lemma 3.7. O
Now, combining Lemma 3.7 and 3.8 gives the following

Theorem 3.9. Ifv; is an M(R™)-valued solution of (3.5) and Zs(t) = Tsvy, we have for § < £3/2,

CQt&ZO e_%/%,

(1—p)o?

(3.22)

E||Zs(t)|[5 < 11Z5(0)]13 + IMI/O E||T5(vs)llods + _p0%52t+

Corollary 3.10. If v; is a measure-valued solution of (3.5) and vy € H®, then v, € H®, a.s. and
El|v||2 < oo, Vt > 0.

Proof. By (3.22) we have for small ¢ that

(102T5;(2S2 o—55/20
—p

E[lZs(t)Il5 < IIZa(O)H%JrIMI/O EHTs(Vs)Ilﬁderl_pC%f“TJr

1Z5O)12 + lul / || Z5(s)|2ds + (5,7,

where ~
CaTe0  _z2/25

1
CLSET +
—p
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Applying Gronwall’s inequality we have
E||Zs(0)I[5 < (1Z5(0)]IF + f(8,T))el".

It is clear that lims_o f(8,7) = 0. Now let {¢;} be a complete, orthonormal system for H® such
that ¢; € Cy(R™). Then by Fatou’s lemma,

. 21 — : . 2 s 2 2 |ult
B3ty n)?| < |3 s Ton)® | < TpiplENZS (O < ol

Therefore v, € H® and E||v||2 < oo, Vt > 0. O

Now we have proved the existence of an L2-density for the limit empirical measure v;, given

that v has an L?-density.
Theorem 3.11. Suppose that vy € H®. Then (3.5) has at most one measure-valued solution.

Proof. Let v} and 12 be two measure-valued solutions with the same initial value vy, and both of

them satisfy the boundary condition stated in Lemma 3.5. By Corollary 3.10, v},v? € H? a.s..

Let vy = v} — v2. Then v, € H° and also v is a signed measure-valued solution to the equation

(3.5). It is straightforward to extend all the estimates we have obtained to the case of the difference
of two solutions as |v;| < v} + /2 and the equations are linear.

Therefore by the appropriate extension of Theorem 3.9 we have for § < &2/2

2020 225

t
2 8

E||T; 2 < E||T5(|vs|)||2d = CclérT 4 /o

Zowal < Il | BT lfds + T2—Chas T+ 22,

As before, taking § — 0, we have

t t
Elju 2 < \m/ E|||v]||2ds = \m/ E||v, | 3ds,
0 0

and by Gronwall’s inequality, we have 1, = 0. O

This completes the proof of the uniqueness of the L2-valued solution to the equation (3.5).

3.4 The limit SPDE

Substituting the Lebesgue representation for the empirical measure into (3.5), integrating by

parts and writing A" for the adjoint operator of A, we get

/ S(x)o(tx)dy = / $(2)0(0,7) d + /O t / Ab(x)o(s, z) dz ds + /O t / B (2)o(s, ) da dM,

/qb(x) <v(0,x) +/Ot Afv(s, z) dS—/Ot % (Vpu(s, z)) dMs> dz.
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As this holds V¢ € C32(0, 00) we have shown that we have a weak solution to the SPDE given by

v(t,z) = v(0, ) —l—/o Atu(s, z) ds —/0 (,% (Vpu(s,z)) dMs, (3.23)

with v(¢,0) = 0 for all t € [0,T]. Alternatively, we can write this in differential form

2
do(t,z) = —,u%(t, x)dt + %%(t, x)dt — \/ﬁg—z(t, x)d My, (3.24)
with v(¢,0) = 0 for all t € [0,7T] and v(0,2) = vo(x). This is a stochastic PDE that describes the
evolution of the distance to default of an infinite portfolio of assets whose dynamics are given by
(1.2). However note that the derivatives are only defined in the weak sense.
We can now use the limiting empirical measure v; to approximate the loss distribution for
a portfolio of fixed size N whose assets also follow (1.2). We do this by matching the initial

conditions, thus setting

N
1
o(0,7) = by (o), (3.25)
i=1
where the X} > 0, i = 1,..., N are the initial values for the distance to default of the assets in

our fixed portfolio of size V.

3.5 Solving the SPDE

The SPDE (1.5) without the boundary condition is easily solved. A simple check with the Ito
formula shows that
v(t,x) = u(t,z — \/pM;), Vz € Rt >0, (3.26)

where u(t, z) is the solution to the deterministic PDE

1 1 1
=2(1— — Z(r—Zo? 2
L (3.27)

with w(0, z) = vo(x).
The SPDE with the boundary condition has been treated in [31]. This allows us to complete

the proof of our existence and uniqueness theorem.

Theorem 3.12. Let vo(x) € H*((0,00)). The SPDE (1.5) has a unique solution u € L?*(Q x
(0,T),G, H ((0,00))) and is such that zu., € L*(Q x (0,T),G, L*((0,0))).

Proof. The result follows from Theorem 2.1 of [31]. Thus all we have to do is ensure that the
conditions of that Theorem hold in our setting. The boundary of the domain (0, c0) is the single
point 0 and hence we can take the function ¢(z) = min(z, 1) in the Theorem. The single point
boundary trivially satisfies the Hypothesis 2.1 of [31]. The coefficients of our SPDE are constants
and hence satisfy the measurability requirement of Hypothesis 2.2 and the Lipschitz condition
of Hypothesis 2.4. Hypothesis 2.3 also follows as the coeflicients are constants and the initial

condition is in H!. 0
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Proof. (of Theorem 1.1): Our previous work has shown that the empirical measure satisfies (3.5)
and has a unique density in L?((0,00)). By Theorem 3.12 the SPDE with boundary condition has
a unique solution in H((0,00)). As this solution satisfies (3.5), by the uniqueness of solutions, it

must be the density for our empirical measure. Thus our density satisfies the SPDE. O

We can derive a formal expression for L; in terms of the density after integrating by parts.

L, =1 —/ v(t, z)dx

0
oo t tq t

:1—/ (v(O,x)—/ uvx(s,x)ds—i—/ ivm(s,x)ds—/ \/ﬁvm(s,x)dMs> dx
0 0 0 0
oo t tq t

1= [ w0t n [ osn)fSrds - [ GualsoEFds + V5 [ o fEFdL
0 0 0 0

Since ' > 0,Vi and X/ is a continuous process, we can conclude that Tg > 0,V?7 and Ly = 0.

Therefore

PRTU{0}) = 1 = /O = (0, 2)dz.

Moreover we have v(s,z) — 0,v,(s,2) = 0, as © — oo and v(s,0) = 0, Vs. Therefore, provided
that v, (s, 0), the right derivative of v(s,z) with respect to z at the point x = 0, exists we would

have
1 t
L, = —/ v (8,0)ds.
2 /o

One issue that has not been addressed is the existence of C? solutions to this equation. We
note that the work of Lototsky [33] shows that there is a classical C? solution to this SPDE over a
bounded domain (0, K), with Dirichlet boundary conditions at 0 and K, provided that the initial

condition is smooth enough.

3.6 The portfolio loss

We would like to price portfolio credit derivatives whose values depend on the cumulative
defaults occurring within a reference basket of risky assets. The key to pricing these instruments
is determining the joint loss distribution. We have just derived an equation that describes the
evolution of the empirical measure of the limiting large portfolio of assets. At any future value
in time, we can determine the loss in the portfolio by calculating the total mass of the empirical

measure of assets that have not defaulted. Thus the portfolio loss LY can be approximated by
LY = NL;,

where N is the number of assets in the portfolio. We note that given the initial condition (3.25)

we have LYY = 0. Also, due to the way in which defaults are incorporated into the model, we have

0< L, <1, fort >0
P(Lys > K)<P(L; > K), fors<t,
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which ensures that there is no arbitrage in the loss distribution.

3.7 A connection with filtering

We note that the SPDE can be viewed as a PDE with a Brownian drift. This is easily
seen through an interpretation as the Zakai equation for a filtering problem. Let (Q, F, I@’) be a

probability space. Under P we define the signal process X to be a stochastic process satisfying

ax pdt — \/pdM + /1 — pdW, t <

Xt = 0, t>7'0

where 79 = inf{t : X; = 0}, where p, p are constants and M and W are independent Brownian

motions and Xg = x. The observation process Y is taken to be just the market noise,
d)/t = th7

then the Zakai equation (see for example [2]) for the conditional distribution of the signal given
the observations is exactly our SPDE.
Thus, by standard filtering theory, if we want to compute a functional of the signal we need

to calculate

m(t) = B(X,)| FM) = / By)u(t, z)dz.

This means that the probability distribution for the position of a company given the market noise

has a density u(t, z) satisfying
1
du(t7 .23) = (_Mum(tv .23) + §uzw(ta x))dt - \/ﬁum (ta m)thv
with «(0,z) = ug(z), that is the initial guess at Xy is the density ug(x) and u(¢,0) = 0. Thus for
the loss function we are interested in computing the proportion of companies that have defaulted

by time ¢ and this can be found by computing m. (t) for ¥(t) = I <. If we start from a given

fixed point so that ug(x) is a delta function at z. Then
Ly = my(t) = I@’z(igf; X, < 0|FM).
s>
Now the process X can be written as a Brownian motion with drift

X =x+ pt — /pM; + /1 — pW,,

and if we are given M, this can be expressed as
x4+ f(t)
Ko T (2D )
V=0
where f(t) = ut — /pM; is a deterministic time dependent drift function, a fixed random path.
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To compute the random loss function we set @’ = z/v/1 — p, g(t) = f(t)/v/1 — p, giving
L, = I@’z(iréf; X, < 0|JFM) = P(igftg(s) + W, < —2/|FM).
In the case where we have a general initial distribution ug(z), the loss function is then

L, = / uo(@)P(inf g(s) + Wy < —2//T— p|F})da.
0 8=

Thus we can try to compute this by solving the hitting time problem for Brownian motion
with time dependent drift for a fixed realization of the market noise. It is straightforward to use
this to simulate a realization of the loss function.

To derive this SPDE we made some simplifying assumptions. The first of these arose when
specifying the asset processes in (1.2). We had to set the drift and volatility of all the assets to
some common value. For the drift this is not a problem, because under the risk neutral measure it
will be transformed to a value that excludes arbitrage. The fact that there is only one yield curve
means that this value will be the same for all assets. If our reference portfolio contained entities
denominated in more than one currency this would not be the case and some approximation would
have to be made.

This argument cannot be used for the volatility as it is not affected by a change of measure.
Therefore, it would seem that giving the assets one common value of volatility is a very restrictive
assumption. However, for any given value of the volatility we still have the freedom to choose the
default barrier specific to any one asset. Via the distance-to-default transformation this freedom
manifests itself in our particular choice of starting value for each process. The effect of changing
the barrier and changing the volatility is very similar. To see this note that default risk is measured
by how many standard deviations away from the barrier our process is. To increase the default
risk we need to reduce this distance which can be done by either increasing the standard deviation
or moving the barrier closer. Although these are clearly not equivalent transformations they have
a very similar effect and so the single volatility assumption is not as restrictive as it initially
appears.

Having a single volatility number also eases calibration as we do not have to estimate the
volatilities of all of the entities within our portfolio. Instead, we will have to replace it by some
‘average’ market volatility. Not only will this help day-to-day calibration stability but it means
that credit derivative prices will be a function of one volatility parameter only. This is usually
a desirable property from a practitioner’s point of view as it allows one to take a view on that
parameter; this cannot be done if there were a single parameter for each entity within our portfolio.

The major simplification that allowed us to derive our SPDE came when we moved to an
infinite dimensional limit. In this limit, the idiosyncratic noise of the individual assets is averaged
out. In fact, we could have any number of idiosyncratic components, provided they are indepen-
dent and uncorrelated, and they would average out to zero. It is only the correlated components
between the assets that remain i.e. the market risk. Note that this means that if the limiting

portfolio was fully diversified, that is had no correlation, there would be no noise in the limit and
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the limit portfolio would evolve deterministically!

4 Numerical solution

We outline in the following a numerical method for approximating the solution to the SPDE,
which we use in the market pricing examples in the next section. We start with the SPDE (3.5)

in weak form, repeated here for convenience,

(6,01) = (b v0) + / (A, ) ds + / (5o ) dM,

for almost all ¢ and all smooth test functions ¢ € C%(0,00). It follows from Theorem 1.1 that 14

has as one component the density v (describing the non-absorbed element) satisfying

(6,0(t,)) = (6, (0, )) + / (A v(s,)) ds + /7 / (&, v(s,)) dM,, (4.1)

where here we write (-,-) for the L? inner product. Integrating by parts, noting from Theorem
3.12 that v(t,-) € H} with dense subspace C$2(0, 00),

t

(6,0(t,)) + / a(g,0(s,))ds = (6,0(0,) + V7 / (& 0ls, ) dM,

for all ¢ € H}, where
1
a(¢7v) = §(¢/7 U/) - \/ﬁ(¢la ’U).

4.1 Finite element approximation

Let Vi, C H{([zo,7n]) be the space of piecewise linear functions on a grid z; < ... < zy,
which are zero at 1 = 0 and zx a sufficiently large value (see 4.3). Denote further by {¢,, :
1 < n < N} the standard finite element basis (see e.g. [40] for standard finite element theory and

approximations to PDEs). Restricting both the solution and test functions to Vj,,

(¢navh(t7 )) + /O/a(qﬁmvh(sa '))ds = (¢navh(0’ )) + \/ﬁ/o (qﬁ;zavh(& '))dMS

(for all 1 < n < N) defines a semi-discrete finite element approximation.

Using the stochastic @-scheme (see [21]) for the time discretisation of the resulting SDE system,

(Gn, ™YY + OAL A, v ) = (G, Vi) — (1 — O) At a(dn, v]) + /P (Bl v ) VALD,,,  (4.2)

where ®,, ~N(0,1), At = tp41 — t is assumed constant and v} = 25:1 vl

¢n. Thus one gets

a linear system
(M + 0AtA)W™ ! = (M — (1 — ) AtA)v™ + /pV At®,, Dv™, (4.3)
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where v™ = (v]",...,v}}) and the standard finite element matrices are given by

Mi; = (¢i,¢5), 1<i,j<N,
Aij = aldi,¢j), 1<i,j<N,
Dij = (¢,,¢;), 1<i,j<N.

This gives a pathwise (in M, the market factor) approximation to the SPDE solution via timestep-
ping from an initial density vy, (0, -), which is found by L? projection of iy, ; from (1.4) with N
firms onto the finite element space (see e.g. [39], [41]).

4.2 Simulating tranche spreads

For a given (numerical) realisation of the market factor, we can approximate the loss functional
L,

k

at time T} by
on N-1
Lt :1_/ vh(Tk,x)dle—th,T (4.4)
0 n=1

where m = Ty /At. If we explicitly include the dependence on the Monte Carlo samples & =
(®i)1<i<s In L'%k (@), where ®; as in (4.2) are drawn independently from a standard normal
distribution, then for Ny;,,, simulations with samples ® = (@ﬁ)lgig, 1 <1 < Ngims, we simulate

the outstanding tranche notional (2.3) as

E°[Zp] ~ E%max(d— L}, ,0)—max(a— L}, ,0)]
1 Nsims

N Z (max(d — L};«k (®"),0) — max(a — Lg«k (@Y, 0)) .
sims =1

This gives simulated tranche spreads via (2.5), (2.6) and (2.7).

4.3 Accuracy and further approximations

We now discuss the approximations made previously and further simplifications made in the
numerical implementation of the examples in the next section.

It is necessary for the finite element discretisation to approximate the semi-infinite boundary
value problem for the SPDE by one on a finite domain. It is expected that if the upper bound-
ary is sufficiently large, dependent on the initial distances-to-default and model parameters, the
probability of crossing this boundary can be made negligible and zero boundary conditions are
appropriate. We have checked this to be the case for the following numerical simulations but do
not have a theoretical justification at this point.

The derivation of the SPDE and finite element solution assume H' initial data, however in
practice we want to use a sum of atomic measures (3.25) corresponding to the distance-to-default
of individual firms, as backed out from CDS spreads. We deal with this by projecting these data
onto the finite element basis (see e.g. [39], [41]).

The majority of the literature on stochastic finite element methods deals with stochastic
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diffusion coefficients (see e.g. [12] and subsequent work) and we are not aware of results which
cover our setting with stochastic drift. From standard finite element approximation results for
PDEs (see e.g. [40]), one would expect (pathwise) convergence order two in h for solutions in H?,
but Theorem 3.12 suggests weaker regularity at the absorbing boundary, which we also observe
in the numerical solutions. This does not show a measurable impact on the numerical accuracy
in practice. The weak approximation order of the Euler scheme for SDEs, and that for the chosen
fully implicit scheme for PDEs (f = 1 in (4.2)), is one (in At). In this case, the scheme is stable
in the mean-square sense of [21]. This is confirmed by numerical experiments, but a rigorous
numerical analysis is beyond the scope of this paper.

A common approximation to the finite element system is to ‘lump’ M in (4.3) in diagonal form,
interpretable as application of a quadrature rule, and ultimately results in M being replaced by
a multiple of the identity matrix. With this approximation, the finite element scheme becomes
identical to a central finite difference approximation.

A further simplification is suggested by the solution (3.26) of the SPDE without absorbing
boundary condition, which decouples the solution into the PDE solution (3.27) on a doubly-
infinite domain, and a random (normal) offset. This is easy to implement if we apply boundary
conditions only at a discrete set of times. In analogy to discretely sampled barrier options, this
corresponds to a situation where we observe default not continuously, but only at discrete dates.
The numerical results in the next section were obtained in this way with default monitoring at
payment dates for computational convenience. This introduces a small shift in the calibrated
parameters compared to the SPDE with continuously absorbing barrier but the reported results
on tranche spreads are almost identical.

The Monte Carlo estimates of outstanding tranche notionals and subsequently tranche spreads
converge per N, ~1/2 The variance relative to the spread is larger for senior tranches due to the

sitms

rarity of losses in these tranches, as illustrated by Figure 1. Importance sampling could cure this
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Figure 1: Monte Carlo estimators with standard error bars for expected losses (2.4) in tranches
[0,3%], [6%,9%)], [12%,22%)], for Ngims = 16 -4~ k =1,...,10, and a typical set of parameters,
maturity 7" = 5.

problem but was not found necessary for the purposes of this study.
Numerical parameters were in the following adjusted such that the (heuristically) estimated
approximation error was sufficiently small compared to the effects observed by varying model

parameters.
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5 Market pricing examples

In this section, we analyse our model’s ability to price regular index tranches for all maturities
and investigate the implied correlation skew. We consider performance pre and post the onset
of the credit crunch, illustrating the model’s inherent ability to cope with a variety of credit
environments. We refer to [7] for more extensive examples of the use of the model to price
forward index tranches.

Throughout the analysis, we infer the initial condition from market spreads for the underlying
index constituents, rather than allowing it to be a free parameter to be fixed by calibration to
index tranches. This is to be consistent with CDS spreads for the individual constituents. We
do this by backing out the distance-to-default for each constituent from its five-year CDS spread
and then aggregating these. Note that as we model the distance-to-default as in (1.1), different
volatilities of the underlying firms can be taken into account by rescaling. As a consequence, the
initial condition is driven by both the level of constituent spreads and their dispersion.

We study the ability of our model to price index tranches on two dates: February 22, 2007 and
December 5, 2008. These dates are chosen specifically to investigate the flexibility of the model
to cope with different market and spread environments. February 22, 2007 was pre-crisis when
spreads were tight and curves upward sloping; December 5, 2008 was at the height of market
volatility, when spreads were at their widest and curves frequently inverted.

We set R = 40%, the level typically assumed by the market for investment grade names, and
for each date, calibrate the model to 5, 7 and 10-year index spreads using the volatility, o. r is
the risk-free rate obtained from the Euro swap curve. (N.B. the correlation parameter, p, does
not come into this calibration since index spreads depend only on the expected losses, which are
identical to the sum of default probabilities and hence correlation-independent.)

Table 1 shows the traded and model index spreads for Feb 22, 2007. Since we derive the
initial condition from constituent spreads, we only have one free parameter, the volatility o, for
calibrating all three index spreads. Increasing o to increase model spreads also causes the initial
distance-to-default for each constituent to increase (since CDS spreads are fixed), so index and
tranche spreads are less sensitive to changes in volatility than they would be if the initial condition

was specified independently.

Maturity Date | Fixed Coupon (bp) | Traded Spread (bp) | Model Spread (bp)
20/12/2011 30 21 19.6
20/12/2013 40 30 30.7
20/12/2016 50 A1 41.0

Table 1: The fixed coupons, traded spreads and model spreads for the iTraxx Main Series 6 index
on February 22, 2007. Parameters used for the model spreads are r = 0.042, 0 = 0.22, R = 0.4.

Table 3 shows the same results for Dec 5, 2008. In this highly distressed state, we notice that
spreads are dramatically wider and the curve is inverted with 5-year > 7-year > 10-year spreads.
Our simple model again does a good job of calibrating all three spreads. This is achieved by a

smaller distance-to-default for the initial positions in combination with a lower volatility, triggering
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more defaults in the near future. The 5-year point is a little low, which is a shortcoming of using
a purely diffusive driving process: it can be hard to generate sufficient short-term losses. We refer
to Section 6 for a discussion of extensions to jump and stochastic volatility driven processes.

For the parameters from the calibration in Table 1, Table 2 illustrates the correlation sensitivity
of the 5, 7 and 10-year index tranches in the pre-crunch environment. We note that model spreads

illustrate the behaviour we would anticipate:

e Equity tranche spreads decline with increasing correlation whilst spreads for other tranches
generally increase with correlation. As correlation increases, there are less likely to be a
few defaults, and so the equity tranche becomes less risky and its spread decreases. The
probability of a greater number of defaults increases with increasing correlation and so

spreads on the more senior tranches increase with correlation.

e A notable exception is the 10-year junior mezzanine tranche (3% — 6%) which behaves more
like an equity tranche and has declining spreads with increasing correlation. This is because,
for the parameters used, the expected index loss is between 3% and 6%. The risk of this
tranche therefore decreases, along with the spread, as correlation increases, making losses

in this tranche less likely.

e The 7-year junior mezzanine tranche (3% — 6%) spreads indicate the transition, as maturity

increases, from positive to negative correlation sensitivity by exhibiting a humped shape.

e For the 5 and 7-year junior mezzanine and 10-year senior mezzanine tranches, spreads decline

with increasing correlation for high values of correlation.

Figure 2: Implied Correlation Skew for iTraxx Main Series 6 Tranches, Feb 22, 2007.

70

—*—5 Year
—#— 7 Year
| —©—10 Year

Implied Corrleation (%)

0 I I I
3% 6% 9% 12% 22% 100%
Tranche Detachment Point

The implied correlation for each tranche is the value of correlation that gives a model tranche spread
equal to the market tranche spread given in Table 2. Model parameters are » = 0.042, 0 = 0.22, R = 0.4.
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5 Year
Tranche Market p=01 p=02 p=03 p=04 p=05 p=06 p=0.7

0%-3% 7.19 % 7.55 % 4.99 % 2.14 % 071% -348% -6.17% -8.78%
3%-6% 41 15.6 55.6 86.4 106.1 116.2 119.5 117.4
6%-9% 10.8 0.7 9.1 25 40.3 54.5 65.2 717
9%-12% 5 0 2.2 8.2 18.8 28.6 37.2 45.4
12%-22% 1.8 0 0.2 1.7 4.9 9.8 16.1 22.5
22%-100% | 0.9 0 0 0 0.1 0.3 0.7 1.5

7 Year

Tranche Market p=01 p=02 p=03 p=04 p=05 p=06 p=0.7

0%-3% 22.1 % 2745 % 1997 % 13.79% 831 % 327 %  -1.47%  -6.04 %
3%-6% 110 130.6 183.3 202.2 206 201.5 191.6 177.8
6%-9% 32.5 15.3 52.4 80.5 99.1 110.6 116.1 116.9
9%-12% 15 1.8 17.4 37.1 54.3 67.1 76.5 82.7
12%-22% 4.9 0.1 2.3 8.9 19 29.9 39.5 47.9
22%-100% | 2 0 0 0.1 0.4 1.1 2.3 4.1

10 Year

Tranche Market p=01 p=02 p=03 p=04 p=05 p=06 p=0.7

0%-3% 38 % 4251 % 3251 % 2413% 1665% 971 % 311 % -3.33%
3%-6% 302.5 375.8 354.9 331.9 308.1 283.5 258.3 231.9
6%-9% 83 101.4 147.3 166.2 173.6 174.4 170.8 163.8
9%-12% 37 24.3 64.1 90.9 107.7 117.8 122.9 124.1
12%-22% 12.5 2 13.5 29.1 44.4 57.5 68.2 76.5
22%-100% | 3.6 0 0.1 0.6 1.5 3 5.1 7.7

Table 2: Model tranche spreads (bp) for varying values of the correlation parameter. The equity
tranches are quoted as an upfront assuming a 500bp running spread. The model is calibrated to
the iTraxx Main Series 6 index for Feb 22, 2007. Market levels shown are for this date; model
parameters are r = 0.042, 0 = 0.22, R = 0.4.

Figure 2 illustrates the 5, 7 and 10-year implied correlation skew — the value of correlation

that gives a model spread equal to the market spread for each tranche and maturity.

e With the exception of the 0% — 3% tranche, we see similar behaviour and levels for all
three maturities. This consistency across the term-structure suggests that the dynamics

underlying the model are realistic, even in its simple form.

e 5-year implied correlations are generally high relative to the others and 10-year values rela-
tively low. To achieve consistency of the correlation parameter across maturities, a driving
process with the ability to generate more default events in the short-term would be required.
This could be a more general Levy process for the market factor or one incorporating stochas-

tic volatility.

e An anomaly is revealed by the 3% — 6% implied correlations and the corresponding row data
in Table 2, where it is seen that the correlation dependence of model tranche spreads flips
from increasing to hump-shaped to decreasing for maturities running from 5 to 10 years. This
has the following effect: for 5 years, there is a unique implied correlation for this tranche;

for 7 years, a second, higher, correlation (just under 1) also fits this tranche; for 10 years,
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only a single high correlation can fit the market spread. Essentially, the implied correlation
curves in Figure 2 are shifted downwards with increasing maturity. The alternative higher
branches, where applicable, are not included in the Figure. When a curve crosses zero (in
the case of the 10-year 3% —6% tranche), we have set the implied correlation to zero (instead
of the value of around 0.42 from the higher branch which exactly reproduces the market
quote). For pricing and (especially) hedging purposes, continuous dependence of implied
correlations with respect to maturity and market data is clearly desirable. The lack of a

calibration which is both stable and exact underlines the need for a richer model.

Maturity Date

Fixed Coupon (bp)

Traded Spread (bp)

Model Spread (bp)

20/12/2013
20/12/2015
20/12/2018

120
125
130

215
195
175

207
195
176

Table 3: The fixed coupons, traded spreads and model spreads for the iTraxx Main Series 10
index on December 5, 2008. Parameters used for the model spreads are r = 0.033, o0 = 0.136,
R=04.

Table 4 shows the correlation sensitivity of the Dec 5, 2008 index tranches with parameters
from the calibration in Table 3. We notice that relative to Table 2, spreads are highly distressed,
the index is inverted and tranche spreads are flat to inverted across maturities. As a result,
the tranches exhibit very different sensitivity to correlation than before, however there are some

common themes and extensions to earlier behaviour:

e Default probabilities for the index and its constituents are very high. The index expected
loss is therefore much greater than before, illustrated by the fact the first three 5-year
tranches and the first four 7 and 10-year tranches have declining spreads with increasing
correlation. This contrasts with just the equity and 10-year junior mezzanine tranches in
Feb 2007.

e Much higher levels of p are needed to replicate market prices than in pre-crunch times,

consistent with the fact that systematic risk is a much greater concern at this time.

e Too much of our model’s portfolio loss distribution lies in the middle tranches: 6% — 22%;
more weight needs to be in the tail to be able to replicate 22% — 100% tranche values.
The same model shortcoming holds for all maturities and reflects the need for a more

sophisticated driving process.

6 Conclusions

We have illustrated the ability of our simple model to crudely calibrate to the index term-
structure in wildly different market environments, and have shown that the correlation sensitivity
of tranche spreads demonstrates the behaviour expected. More importantly, using just two param-

eters and without making them time-dependent, we have shown that our very simple structural
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5 Year
Tranche Market p=03 p=04 p=05 p=06 p=07 p=08 p=09

0%-3% 715 % 8188 % 759 % 69.56 % 63.02 % 56.25 % 49.16 % 41.65 %
3%-6% 1576.3 2275.2 1978.5 1743.2 1546.8 1374.6 1222.8 1090.1
6%-9% 811.5 1273.1 1168.2 1079.7 1001.4 931.3 864.6 796.3

9%-12% 506.1 775.7 765.8 748.6 724.7 695.8 663.2 629.1
12%-22% 180.3 307.8 353.3 384.7 405.5 418.1 423.4 420.5
22%-100% | 77.9 9.2 16.5 25 34.3 44.5 55.7 68.1

7 Year

Tranche Market p=03 p=04 p=05 p=06 p=07 p=08 p=09

0%-3% 72.9 % 84.03 % 7898 % T3.26% 66.93% 60 % 52.41 % 44.13 %
3%-6% 1473.2 2327.3 1985.7 1715.2 1493.4 1308 1147.8 1001.3
6%-9% 804.2 1344.2 1199 1085.2 988.2 900.7 820.9 747.9
9%-12% 512.4 855.4 808.4 765.3 725.3 684.8 643 600.4
12%-22% 182.6 375.4 401.7 417.6 425.6 427.4 423.1 411.8
22%-100% | 75.8 14 22 30.6 39.6 49.3 59.7 71.2

10 Year

Tranche Market p=03 p=04 p=05 p=06 p=07 p=08 p=09

0%-3% 73.8% 85.13% 80.57% 74.99% 6851 % 61.31% 53.31% 44.22%
3%-6% 1385.5 2270.8 1895.7 1611.1 1385.8 1195.3 1032 889.6
6%-9% 824.7 1332.2 1164.2 1033.7 925.5 833.5 749.8 669.7

9%-12% 526.1 870.8 798.8 740.7 689.3 640.5 592.1 543.1
12%-22% 174.1 406.1 414.9 417.5 415.6 409.8 400.2 385.3
22%-100% | 76.3 18.3 26.1 34 42.1 50.6 59.7 69.8

Table 4: Model tranche spreads (bp) for varying values of the correlation parameter. The equity
tranches are quoted as an upfront assuming a 500bp running spread. The model is calibrated to
the iTraxx Main Series 10 index for Dec 5, 2008. Market levels shown are for this date; model
parameters are r = 0.033, 0 = 0.136, R = 0.4.

evolution model displays realistic term-structure dynamics. Using just the volatility parameter,
it is able to calibrate well to all three index spreads and correlation sensitivities of the various
tranches are fairly stable across maturities. This is an improvement on the majority of pricing
models which lack a coherent means of incorporating dynamics.

The next stage, which has not been the focus here, is to extend the framework so that it
can calibrate to all tranches with a single set of parameters. This would involve replacing the
simple Brownian Motion driving the process with a more general stochastic volatility or Levy or
jump-diffusion process. Jumps in the market factor are conceptually easy to include and result in
a jump process driving the SPDE drift. Similarly, a single stochastic volatility factor affecting all
firms will result in a stochastic term driving the SPDE diffusion. Contagion may be incorporated
by making model parameters, notably the correlation, loss dependent. These extensions would
allow the loss distribution process to become more skewed, allocating more weight to the tail and
increasing super senior tranche spreads, as well as generally allowing more flexibility to match

observed data.
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