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Abstract

The jump distribution for the default intensities in a reduced form framework is
modeled and calibrated to provide reasonable fits to CDX.NA.IG and iTraxx Europe
CDOs, to 5, 7 and 10 year maturities simultaneously. Calibration is carried out using
an efficient Monte Carlo simulation algorithm suitable for both homogeneous and het-
erogeneous collections of credit names. The underlying jump process is found to relate
closely to a maximally skewed stable Lévy process with index of stability a ~ 1.5.

The market standard for pricing credit derivatives sensitive to default dependency is
based on the Gaussian copula. As is well-known, this method is inadequate to price non-
standard products. The model as such is not able to explain the correlation smile. Better
models addressing these issues have been developed by various authors. Some recent work
in this direction in the reduced form framework involves modeling the default intensities as
in Joshi and Stacey [2005], Di Graziano and Rogers [2005], Chapovsky, Rennie and Tavares
[2006], Errais, Giesecke and Goldberg [2006], Balakrishna [2007]; modeling dependency with
simultaneous defaults as in Putyatin, Prieul and Maslova [2005], Balakrishna [2006], Brigo,
Pallavicini and Torresetti [2006a], Hull and White [2007]; and modeling loss distributions as
in Bennani [2005], Sidenius, Piterbarg and Andersen [2005], Schonbucher [2005].

The model presented here is based on pure-jump processes for the default intensities
driven by a common underlying Lévy process. It involves a framework for handling such
dependent processes and the associated jump distributions and an efficient Monte Carlo
algorithm to generate default scenarios to price default correlation products. The jump
in the default intensity of a credit name is taken to be proportional to its hazard rate
from the credit curve leading to an increasing dependence of default correlation on the
hazard rate in agreement with our expectations. This important feature of the model enables
it to offer a reasonable explanation of the correlation smile and account for a correlation
term structure. The model provides a reasonable fit to CDX.NA.IG and iTraxx Europe
CDOs, simultaneously to all three maturities: 5, 7 and 10 year. The behavior y =1~ of the
Lévy density describing the jump distribution of jump size y, that is characteristic of stable
Lévy processes with index of stability «, appears to be largely responsible for generating
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a correlation smile. The underlying Lévy process is found to relate closely to a maximally
skewed stable Lévy process with av ~ 1.5.

Section 1 presents the model. Section 2 discusses some analytical properties. Section
3 presents an efficient Monte Carlo algorithm applicable to both homogeneous and hetero-
geneous collections. Section 4 presents the simulation results obtained by calibrating the
model to CDX.NA.IG and iTraxx Europe CDOs of 5, 7 and 10 year maturities. Section 5
concludes with a summary. Some explicit solutions and a series expansion are presented in
Appendices A and B.

1 The Model

The model is based on the following pure jump process for the default intensity A;(¢) for
each of the credit names 1 = 1, ..., n:

AN(E) = [6:(8) = pe(®)) dt + [ il )N (da 1) (1)

N(dz,t)’s are independent Poisson processes with intensities ((z,t)dz, labeled by a variable
x and associated with the intervals (x, z+dz), modeling the arrival of common events causing
jumps in the default intensities. If the Poisson process N(dx,t) jumps up by one at time ¢
due to the arrival of a common event, dN(dx,t) causes each \;(t) to jump up respectively
by hi(x,t) at time t. The jump in \;(t) decays at rate y; until the arrival of another event at
a later time. Poisson intensity density ((z,t), assumed to be integrable over z, is factored
as ((t)vx(x) introducing an overall intensity ((¢) and a probability density function vy (z)
(assumed to be t-independent) describing the distribution of a random variable X. Hence,
the above process can also be viewed as being driven by a compound Poisson process.

The drift term ¢;(t) can be handled by introducing \;(¢) via ¢;(t) = dX;(t)/dt+ u;\i(t) so
that the process for \;(t) — () is driftless in between Poisson events. \;(t) may be viewed
as a firm-specific component of the default intensity. Model consistency suggests that we
require \;(t) > 0. From the perspective of \;(t), p; is a decay rate. It is also a mean reversion
rate since, as can be noted from (1), A\;(¢) mean reverts at rate u; to mean default intensity
(say Ai(t), given by ¢i(t) = dAi(t)/dt + puXi(t) — [, dw((x, D)hi(x, 1)).

Intensity models with jumps have been discussed before, usually with exponentially dis-
tributed jump sizes (see for instance Duffie, Pan and Singleton [1998]). It is known that pure
jump models with such distributions are not capable of explaining the correlation smile. Pro-
cess (1) is kept quite general with no such distributional assumptions. It can be viewed as
the continuum version of a model involving a discrete set of common factors discussed in
Balakrishna[2007]. It is hence expected to exhibit default contagion with a cluster life of the
order of ;! It admits some explicit solutions that are presented in Appendix A.

Just as in the discrete version, one may note here a certain limit of the model as h;(x,t)
and p; tend to infinity such that h;(x,t)/pu; — hi(z,t). Jumps in A;(¢) then become infinitely
large but decay instantaneously and contribute to the time-integral A;(t) = [f ds)\;(s) (this
is better appreciated within the context of the Monte Carlo algorithm discussed later). The
limiting model of simultaneous defaults is described by

dA;(t) :Xi(t)dtnL/xh;(m,t)d]\f(dx,t). (2)

2



This model of simultaneous defaults has appeared in the literature under various guises.
It belongs to a class of shock models related to Marshall-Olkin copula (for a discussion of
shock models as applied to credit risk, see for instance Elouerkhaoui [2003], Lindskog and
McNeil [2003], Brigo, Pallavicini and Torresetti [2006a]). It’s version involving a discrete set
of common factors is studied parametrically in Balakrishna [2006]. The model of Putyatin,
Prieul and Maslova [2005] can be identified with its homogeneous version with one discrete
factor. The constant jump version of Hull and White [2007] can also be identified with it for
one discrete factor having a dynamical formulation of the above kind.

Coming back to process (1), note that the jumps in the default intensity are independent
of the level of the default intensity. If these jumps are taken to be uniform across all the
credit names in a heterogeneous collection, they will contribute a uniform amount to the
hazard rates implied by the model and hence will be limited by the smallest hazard rate in
the collection. To avoid this unrealistic feature, let us assume that h;(x,t) is proportional to
some name-specific intensity h;(t),

hi(z,t) = piyi(x, t)hi(t). (3)

Heterogeneous collection can now be handled naturally with a uniform p; and y;(z,t) if
desired. A factor of y; is included to make it convenient taking the p; — oo limit.

Different choices can be tried for h;(t). A straightforward one is to take h;(t) to be \;(t).
A more appealing choice is to take it to be the mean default intensity. The choice considered
in this the article, convenient from the point of view of calibration to individual credit curves
though with a less appealing dynamical nature, is to take h;(t) to be the hazard rate from
the credit curve. A more realistic model would perhaps involve jumps proportional to default
intensity A;(¢) itself. Such a model has no available solutions but can be investigated using
the Monte Carlo algorithm and appears to be capable of providing similar quality fits.

For a time-independent y;(z,t), with the ¢ dependence suppressed, process (1) can be
viewed as being driven by an underlying Lévy process L(t) given by

dL(t) = / y(x)dN (da, ). (4)

This corresponds to what is called a subordinator because of our restriction to non-negative
jumps for the default intensity. The associated Lévy density is (vy (y) = (vx(x(y)) |dz(y)/dy|
where x(y) is inverse of the relation y(x) = y. As already mentioned, we are here concerned
with integrable Lévy densities that give rise to probability density functions vy (y).

Given this framework, one could attempt to imply the jump distribution from the market
data given certain plausible assumptions about its form and some distributional assumptions
for the underlying = variable. One approach is to assume y(x) o = and to model the Lévy
density by modeling the distribution of X itself. This approach is based on the implicit
assumption that Lévy densities, and hence the jump distributions, associated with different
processes for different credit names are essentially identical to each other. It is hence both
appealing and convenient to assume instead that X follows some simple distribution so that
all the model complexities are embodied into the Lévy density (vy (y). Let us hence assume
that € [0,1] is uniformly distributed with vx(z) = 1 and that the probability density
function of y(x) is of the form

vy (y) = a®gla/y)y~" " (5)
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Any ¢ and ¢ dependencies of the parameters a and «, or of the function g() itself, are
suppressed for convenience. Function ¢(z) is assumed to be regular at z = 0 in some positive
power of z. Parameter a determines the scale of y that is suitably chosen based on one’s
choice for the function g(z).

The behavior y=1=® of the Lévy density is characteristic of stable Lévy processes with
index of stability «. Calibration results indicate that « lies in between 1 and 2 for which this
behavior leads to a divergence as y — 0 in the first moment of the jump distribution. In our
case, function ¢(z), beside ensuring an integrable Lévy density, is expected to ‘regularize’
such divergences by going to zero sufficiently fast as z — oo. It will thus be referred to here
as the regularizing function, though it may be more than so in reality. Because vy (y) is a
normalized density, g(z) should satisfy

/Joo dz g(2)z* 1 = 1. (6)

Function y(z,t) is now determined by matching the cumulative densities of y and z. For a
uniformly distributed X and vy (y) of the form (5) this becomes

T g(z)z* ' =z (7)
/a/y(x)
This determines y(z,t) given the individual Lévy densities for each of the credit names.
Different choices for g(z) appear to be capable of providing a reasonable fit to market
prices. An easily integrable choice is

9(2) = a, 2z <1, zero otherwise, y(z) = a(l —z) Y. (8)

1—

This yields a Pareto distributed Lévy density (aa®y™" %, y > a, zero otherwise. Another

easily integrable choice is
9(2) = aexp(—2%), y(x) = a(—Lnz) Y. 9)

A more generic choice g(z) = w[['(a/w)] texp(—2%) given some w > 0, of which the above two
are special cases, solves for y(z) in terms of the incomplete gamma function for which efficient
numerical algorithms are available. Alternately, if integrability becomes an issue, y(z) can
be modeled directly to be used in the Monte Carlo algorithm. The Pareto distribution being
the simplest is chosen for the article.

The fit to the five tranches turns out to be better for a slightly lower spread of index
credit default swap. This appears to be due to the fact that the model as such is not
able to generate sufficient spread for the super senior tranche, at least with a manageable
number of Monte Carlo scenarios attempted here. One could model the relatively large
jumps affecting the super senior tranche, but a shortcut seems to suffice at this point. Let us
force h(z,t) to oo for h(x,t) > ub given some relatively large b leading to a small probability
of simultaneous defaults. This corresponds to setting y(x,t) = oo for y(z,t) > b/h(t) given
a suitably redefined ¢(z) for z < ah(t)/b. This shortcut is capable of generating significant
spread for the super senior tranche to effect a better fit to the remaining five tranches.



2 Analytic Properties

The model offers some analytical results that can be useful in calibrating the model to
individual credit curves. They contain integrals involving a parameter, say u, representable
as Laplace transform of the density vy (y),

/da: vx (z)e” @) = /OOO dy vy (y)e ™ = /OOO dz g(z)z2"tem />, (10)

For a generic regularization supplied by ¢(z), the integral is approximated for small au in
Appendix B up to second order as

o0 1
/ dz g(2)2° e ™% ~ 1 — giau + gao(au)® — 592(au)2. (11)
0

It is assumed that « lies between 1 and 2, and that g(z) — g(0) ~ 2¢ as z — 0 for some
w > 2 — a. The remainder above is of O(au)? for w > 3 — «a, but of O(au)*™ otherwise.
Coefficients g1, g, and gy are (prime denotes differentiation)

/OO dz ¢'(z)2° 2. (12)

1 0
= - / dz ¢'(2)2°7",  ga =g(0O)[(—a), go=—
0 2—«aJo

a—1
For the Pareto distributed Lévy density, g1 = /(o — 1), go = al'(—a) and g = a/(2 — ).
If y;(x,t) = oo for y;(z,t) > b/h;(t) given some relatively large b as discussed earlier, the
expansion needs to be corrected by adding

B /Oau/b/ i g<z>za,167au/z ~ _(au)ag(O)F(—Oé, b’), (13>

where b = bu/h;(t) and T'(,) is the incomplete gamma function®. Its effect is to correct
go by a multiplicative factor 1 — I'(—a, V') /T'(—a). However, since b’ could turn out to be
dependent on ¢ or the number of names involved, g, is referred to in the following as given
by (12) without this multiplicative factor.

To start with, to get some insight into the model, consider the Laplace exponent n(u) of
the underlying Lévy process (4) given by

n(u) —flog{E [emeE@]} / da vx(w) [1 — e~
1
= C/ dz g(z)za—l [1 — e—au/z} ~ Cglu — Cga(au)oé + §C92(au)2. (15)
0

Expectation E is taken over the underlying Poisson processes given the information at time
zero. In expressions of this kind encountered below, parameter u turns out to be small being

IEfficient algorithms are available to compute both the complete and incomplete gamma functions. If
they are available only for positive arguments, one can use

I(—a) = alo = 1)F(2 —a), D(-a,z)=




proportional to a combination of one or more h;(t). The O(au)-term just contributes to the
implied hazard rate. O(au)®-term is largely responsible for default dependency. This term
is characteristic of the behavior vy (y) ~ y~ 17 It is in fact the two-sided Laplace exponent
of an a-stable Lévy process maximally skewed to the right with zero mean?. O(au)?-term
contributes relatively less to default dependency. Higher order terms are smaller, and negli-
gible for small hazard rates as far as individual credit curves are concerned or not too large
a number of credit names is under consideration.

Given the explicit results presented in Appendix A, one obtains for the survival proba-
bility of a credit name,

Q:(t)=E {exp [— /Ot ds )\Z(s)}} = exp [—czﬂi(t) — /Ot ds Wi(s,t)] : (16)

Here ¢; = X\;(0) — X\;(0) arises due to contributions from events earlier to time zero and
1
ﬁzt = 71_6—;11-157
0 = La-em
milst) = N(s)+C(s) / de vx(z) [1 — e M@EsEs) (17)
The hazard rate is given by p;(t) = —dLnQ;(t)/dt. In the following, the subscript 7 is dropped
for clarity. If au = ah(s)uf(t — s) is expected to be small, the integral can be approximated

according to (11). Assuming constant parameters, this gives the following result for the
time-integral P(t) = [J ds p(s) = —LnQ(t) (with A(t) = [} ds X(s)),

P(t) = A(t)+cB(t) + C/Ot ds /OOO dz g(2)2*! [1 — e’ah(s)“ﬁ(t’s)/z}
A(t) + eB(t) + g/ot ds {

(Bt ) — galah(5))" (48 — 5))" + L ga(ah(s) (it — 5))7} . (19
The hazard rate p(t) = dP(t)/dt is given by

— t
p(t) ~ Xt)+ce "+ u(/ ds e H=9) {
0

g10h(s) — aga(ah(s))* (uB(t = )" + ga(ah(s)Pup(t = )} . (19)

Correction to g, is time-dependent since here b’ = bu(t — s). For a piecewise constant
h(t)-curve with 0 = ¢y < t; < ... defining the piecewise intervals, h(t) = hy in an interval
(tg,try1) and h_q = 0, one finds

p(t) = At)+ce™ + ¢ {gialhy — he-1)puB(t — t)

tp<t

—gaa® (h = ) (5t — )" + 50?0 — W) (B — )} (20)

12

20One is not able to reach a stable process via a limiting procedure wherein @ — 0 and ¢ — oo keeping
Ca® fixed for a given o between 1 and 2 to suppress all higher order terms of the expansion. This is due
to (g1a diverging in the limit and the model becoming inconsistent as it reaches a certain value. This is as
expected since our intensity process can not handle negative jumps arising from the resulting stable process.
However, it is interesting note that a model involving jumps proportional to default intensity A; can absorb
this divergence into the decay rate p; to result in a mean-reverting model driven by a stable process.



Correction to g, here involves b' = buf(t — ty).

The above results can be useful in calibrating the model to individual credit curves, to
determine A() to be used in the Monte Carlo algorithm. Note that the integrals in (19) are
in the form of convolutions which can be efficiently handled with Fast Fourier Transform
techniques. For a given p(t)-curve, the method is straightforward if h(t) is independently
known, or is chosen to be p(t) itself. In this case, the above results directly determine the
A(t)-curve. If h(t) is chosen to be A(t), the above can be used to imply the A(t)-curve.

The limiting model of simultaneous defaults is interesting in its own right as it allows
easier calibration to individual credit curves. Here, the result for the hazard rate takes a
simpler form as p — oo with u = h(s), giving

p(t) = At)+ C/OOO dz g(2)z*1 [1 _ e*ah(t)/ﬂ

A1) + Crah(t) — Caalah(t)* + 5Cor(ah(r))* (21)

12

Correction to g, is now t-independent since " = b. The result can be used to easily calibrate
the model to individual credit curves; for instance with constant parameters and a piecewise
constant p(t) and h(t) curves, it gives piecewise constant A(¢) curves to be used in the Monte
Carlo algorithm.

The model of simultaneous defaults admits a formulation of instantaneous default cor-
relation. Here, the probability that two names, say ¢ and j, default during an infinitesimal
interval (¢,t+ dt) is given by p;;(t)dt where

pij(t) = /xdx C(z, ){1 — exp [~yi(w, ) hi (1) H{1 — exp [y, (z, 1) h; (1)]},
=~ (ga[(aihi(t) +ajh;(t)* = (a;ihi(t)" — (ajh;(1))*] — Cgeaiazhi(t)h;(t).  (22)

The Lévy densities are assumed to be the same for the two names except perhaps for the
scale parameter a. Given the hazard rates p;(¢) and p;(¢), this yields an expression for the in-
stantaneous default correlation p(t) which, for the choice h;(t) = p;(t) and for a homogeneous
collection of credit names, is approximately
_ pi(t) ~ (9% _ 9) g a—1 2 h _ 1/ 9
p(t) = ~ ( )o® (p(t)) Cgaap(t), where 0 =a(Cga)’".  (23)
pi(t)p;(t)

Thus, given constant parameters and small hazard rates, p(t) increases with p(t) in agreement
with our expectation, approximately as its (o — 1)th power, giving rise to an increasing
correlation term structure for an increasing hazard rate curve. Its growth rate relative to
that of the hazard rate is also reasonable. It evaluates to within an acceptable range; for
instance with o = 1.5, a = 4.0, ¢ = 300bp and p(t) = 30bp, it gives o ~ 0.9 and p ~ 3.4%.
Terms of order beyond O(ah)? are negligible for small hazard rates as far as individual
credit curves are concerned or not too large a number of credit names is involved. To
the extent that they are negligible, the model of simultaneous defaults, as far as defaults
are concerned, can be considered to be largely independent of the regularizing function
g(z). To see this for the choice h(t) = p(t), assuming Lévy densities are the same for all

the names, introduce, in addition to 0 = a ({ ga)l/ “ mentioned earlier, oo = a\/Cgs (for a
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positive go) and A(t) = A(t) + Cgiah(t). Different regularizations calibrate to nearly the
same o, oy and A(¢) but to possibly different ¢, a and A(¢) (the g, contribution being
relatively small, the model with a given regularization gets nearly calibrated for a range of
¢ values). The only characteristics needed then of g(z) are its normalization (fixed to define
() and its z-scale (set appropriately to define a). However, some regularizations may lead
to too large a value of ¢ that could make \ turn negative making the model inconsistent
(a preferred choice would be the one that sets A to a realistic firm-specific contribution
if known). Similar regularization independence does not generally hold good for finite
(a likely exception is when h(t) is chosen to be the mean default intensity A(t) given by
dA\(t)/dt + pA(t) — puCgrah(t) = dX(t)/dt + p(t)).

If some control over gs is desired, consider a g(z) that is a non-increasing function of z so
that go > 0. Given this, another regularization g(z) can be constructed whose density can
be viewed as a weighted sum of two densities: one with index o and the other with index
a + w. This g(z) for some w > 2 — « is given by

-1

g(z) = Cg(z)(1+~kz¥), whereC = [1 + Ii/oo dz g(z)z*tet

)

o = { 2—a/ dzg'(z a+w—2/ dz g'( )a+w_2}' (24)

It is interesting to note that there is a positive x for which g, can be identically set to zero®.

As for w, any value larger than 2 — « such that the correction term of O(aw)*™ occurs
sufficiently farther away from O(au)? can be chosen.

3 Monte Carlo Algorithm

The model can be handled numerically using a Monte Carlo simulation algorithm suitable for
both homogeneous and heterogeneous collections. It is a modified version of the algorithm
presented in Balakrishna[2007] with in the context of a discrete version of the model. It is
based on the well-known observation that \;’s are independent variables given a realization
of the common Poisson processes and that c;(t) = \;(t) — A\;(¢) is driftless decaying at rate
1; in between Poisson events. The algorithm reads as follows.

1. Draw n independent exponentially distributed random numbers u;,7 = 1,...,n with
unit mean. For each i referring to a credit name, set the time-integral of default intensity
A;(0) to zero and set ¢;(0) to any contribution from events earlier to time zero. Set t, = 0.

2. Draw an independent exponentially distributed random number v with unit mean.
Determine the next event arrival time ¢ by solving ftto ds((s) = wv.

3This is helpful in a limiting procedure to a stable process wherein a — 0 and ( — oo keeping (a® fixed
for a given o between 1 and 2. The limiting procedure is slow because of the go(au)? term in the expansion
of n(u). Besides, when « is closer to 2, the go(au)? term, absorbing the 1/(2 — «) divergence of g, results in
the characteristic exponent containing u?Lnu which is not expected of the o = 2 stable process, namely the
Brownian process. With go = 0 and no g, divergence, one obtains faster convergence to a stable process.
The regularizing function is simplest in the Pareto case for w — oo with §(z) = a(2—a)/2 for z < 1 and zero
otherwise, and a Dirac-delta function of magnitude «/2 placed at z = 1. The Dirac-delta function represents
a Poisson process of intensity (a/2.



3. For each i referring to a surviving credit name, update A;(¢,) to A;(t) by adding
F(t) = ci(to) Bi(t — to) + [ ds Ai(s). (25)

Check if A;(t) > u; to determine whether this credit name defaults before time ¢. If so,
determine its default time ¢; by solving A;(t,) + F(t;) = u;.

4. 1f t is beyond the time horizon of interest or there are no more surviving credit names,
go to step 6.

5. Draw an independent uniform random number z € [0,1]. For each i referring to a
surviving credit name, determine y;(z, t) by solving (7). If y;(z,t) > b/h;(t), set y;(z,t) = 0.
Update ¢;(t,) to

ci(t) = cito)e ™) (2, t)hi(t). (26)

Set t, =t and go to step 2.

6. Given the default times, price the instrument. For the next scenario, go to step 1.

7. Average all the prices thus obtained to get a price for the instrument.

In step 1, ¢;(0) arises due to contributions from events earlier to time zero. This would
be especially relevant when one is in the middle of a default contagion. However, more study
is needed to be able to use the algorithm in such situations. In our case, for a choice such as
h;(t) = p;i(t), without loss of generality, it can be set to zero since its contribution ¢;(0)e™#*
can be absorbed into a redefined \;(¢). In step 3, if ¢ is beyond the time horizon of interest,
time horizon can be used in place of ¢ to avoid solving for any default times beyond.

The algorithm has a limit as h; and p; tend to infinity simulating the model of simulta-
neous defaults described by the process (2). Expressing ¢; as p;c; and letting p; — oo, one
observes that ¢;(0) = 0 in step 1, ¢;(t,)3:(t —t,) — ci(t,) in step 3 and ¢}(t) = y;(z, t)h;(¢) in
step 5. When solving for the default time in step 3, one could first check if A;(t,)+c(t,) > u;
to determine whether default occurs exactly at the event arrival time ¢,.

CDOs can be priced the usual way. Given a scenario of default times, one proceeds
processing the defaults one by one, starting from the first up to maturity, picking up payments
by the default leg, switching to the next tranche whenever a tranche gets wiped out, at the
same time computing the premium legs of all the surviving tranches. Whenever a default
leg pays out the loss amount, the notional of that tranche gets reduced by the same amount,
and the notional of the super senior tranche gets reduced by the recovery amount so that
the total notional of the CDO tranches keeps up with that of the index default swap (when
the super senior is the only survivor, it gets treated like a default swap). The legs can be
added across tranches to obtain those for the index default swap. They can also be reused
for higher maturities within a scenario. The premium legs are computed per unit spread
leaving out the computation of the prices or the par spreads to end of the simulation.

The efficiency of the algorithm is dependent on the number of events arriving before the
time horizon. For a homogeneous collection, some improvement in efficiency can be achieved
by using just one each of A; and ¢; variables and working with a sorted list of u;s to know the
order of defaults. Significant improvement in efficiency is achieved by using quasi random
sequences such as Sobol sequences to generate each of the independent random numbers as
is done in this study.



4 Simulation Results

Calibration is carried out on a homogeneous collection of credit names assuming Pareto
distributed Lévy densities. All parameters, except A(t) and h(t), are assumed to be time-
independent. A(t) and h(t) are assumed to be piecewise constant, taken to be flat in between
maturities. The choice h(t) = p(t) is implemented by setting h(t) to be the piecewise constant
hazard rate curve obtained by matching the index default swap spreads outside of the Monte
Carlo algorithm (an approximation since the model implied hazard rate curve p(t) is not
expected to be piecewise constant). Best fits are obtained by minimizing the sum of squares
of percentage errors in the model spreads with more weight given to the index default swap
spreads to obtain a better fit to them. Recovery rate is assumed to be flat* at 35%.

Table 1 shows the results of calibrating the model to CDX.NA.IG and iTraxx Europe
CDOs for the market quotes on October 2, 2006 (source: Brigo, Pallavicini and Torresetti
[2006D)). It is a simultaneous fit to all three maturities, 5, 7 and 10 year. It is also calibrated
to the index default swap spread for 3-year along with the other three maturities. The
results look reasonable. They are obtained with 100,000 runs or scenarios of the Monte
Carlo algorithm. Reasonable results can also be obtained by calibrating with as few as
25,000 scenarios that takes just about a second for one simulation.

Calibration results suggest a finite value for y. A simultaneous fit to maturities in the
i — oo model of simultaneous defaults is found to be less satisfactory (though the 5-year
maturity alone can be fit equally well). It is possible to improve the fit by allowing for
time-dependent o or other model parameters.

In Balakrishna[2006,2007] and some of the literature in the field, it is found that the
modeled loss distribution displays one or more bumps along its tail. Even if such a dis-
tribution is able to reproduce the market prices for CDOs providing an explanation of the
correlation smile, it is not immediately obvious whether the bumps are a realistic feature
of the distribution or an artifact of the model. Their presence can give rise to significant
differences in the predicted prices for bespoke CDOs. Models capable of reproducing the
market prices without any such bumps can potentially give rise to better behaved prices
and sensitivities for nonstandard products. As can be seen from figures 1 and 2, the present
model exhibits no discernible bumps along the tail of the default probability distribution.

5 Conclusion

The article discusses a modeling framework to handle default dependency among a collection
of credit names based on pure jump processes for the default intensities involving a Lévy
density describing the distribution of jump sizes. A Monte Carlo algorithm to generate
default scenarios and price default correlation products makes this framework viable. An
important feature of the model is that the jump in the default intensity of a credit name is

4If desired, one may use a recovery rate R(\) modeled to be inversely related to the default intensity A
in line with some of the empirical findings. Altman, Brady, Resti and Sironi [2005] present the data and the
best fits with goodness of fit measure R? = 0.65 supporting this relationship. Given their data, one can look
for a best fit that is well-behaved for both small and large default rates such as R(\) = 0.27 + 0.38¢ 73} or
R(\) = 0.26/(1 — 0.64e~22}) with R? = 0.64. Some modifications are expected for these to be consistent
with the recovery rate conventions or to be applicable for the A\’s appearing in our jump processes.
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taken to be proportional to its hazard rate from the credit curve. This leads to an increasing
dependence of default correlation on the hazard rate in agreement with our expectations,
also accounting for a correlation term structure over the three maturities: 5, 7 and 10 year. It
is found that the model can be calibrated reasonably well to market prices for CDX.NA.IG
and iTraxx Europe CDOs, to all three maturities simultaneously. The behavior =1~ of
the jump distribution of y, a characteristic feature of stable Lévy processes, appears to be
largely responsible for the fits. The underlying jump process appears to be closely related
to a maximally skewed stable Lévy process with index of stability o ~ 1.5.

A Explicit Solutions

As is known under various contexts, processes of the kind (1) admit some explicit solutions.
The following is an adaptation of the results presented in Balakrishna[2007]. This involves
looking for an explicit solution to the following expectation taken over the common Poisson
processes with ordered times t =ty <t <ty < ... <1,

£l M (¢ {Hexp{ /ds)\ ]} (27)

Its differential can be written down using Ito’s calculus leading to

+Z g‘; Ai f] /da: Cla, t) [f(M + ke, o) — f(A, )] =0, (28)

This can be solved with the ansatz of the form

f(t, A, ...) =exp [—a(t) - iﬁz(t)/\z] . (29)

=1

Equating coefficients of f independent of \;’s and those linear in \;’s separately gives

PO s +1 = o

docélgt)+Zn:¢i(t)ﬂi(t)+/xdxC(x,t){l—expl Zn: hi(z,t)Bi(t ]} = 0. (30)

=1

These can be solved requiring 3;(t) = 0 for t > ¢; that ensures continuity as ¢ is allowed to
vary crossing various t;’s. The solutions are

5i) = [dr e (= [ds uts)).
o) = 3 [ as{Sanis) + [ o) [1- o |- St o) o

Expressing ¢ (s) in terms of A\i(s), ér(s)Bk(s) can be written as

6u(5)0k(5) = - [els)els)] + (o) (32

11



In the following, fx(s) is denoted as (i (s, tx) making its ¢ dependence explicit. In the article,
w’s are assumed to be time-independent and the resulting [y (s, tx) is denoted as Gi(tx — s).
After these steps, one obtains an expression for f(¢, \1,...). For the joint survival proba-

bility Q(t1,...,t,) = £(0,A1(0),..) this gives, in terms of \(s),

Qt1,...,t,) = exp [—Z(Ai(O) — (0 )ﬂz (0,t;) Z/ ds ;. n( Z,...)] ,  where

s
Il
i

Tion(S tiy...) = zn:X (s)+ [ dx ((x s){l —expl th x, s)Ok(s, tk)]}

k=i

(33)

Also interesting is the joint survival probability up to time ¢ for credit names in the list
Q={i,j,...} given by

Qaolt) = E { IT exp [— /0 ' ds Ak(s)} } . (34)

ke

This can be obtained from Q(ty,...,t,) with appropriate time ordering by setting ¢;’s to ¢
for all &k in the list Q = {4, 4,...} and to zero for the rest,

ke

Qa(t) = exp [—Z (Me(0) = Ae(0)) Br(0,1) — /0 ds WQ(s,t)] :

To(s,t) = D (s +/da:§xs{1—exp{ > iz, 5) Bi(s, t)]} (35)

keQ ke

The above results can also be obtained directly by substituting the following solution of
the process into the concerned expectations,

/Ot ds Ai(s) = ((0) —Ai(O))ﬁi(O,t)Jr/otds Ni(s) +/Ot/xhi(x,s)ﬁi(s,t)dN(dx,s). (36)
Increments dN(dz, s) are all independent of each other and
E {exp [-udN(dz, s)|} ~ exp [—dmdsC(x, s) (1 - 6_“)} . (37)

For the concerned expectations, u is a sum of one or more terms of the kind hy(z, s)Gx (s, t).

The limiting model of simultaneous defaults is obtained by taking p; and h; to oo such
that h;/p; — hi. Terms involving A\(0) — A\x(0) then get suppressed and hy(z,s)Bk(s, tr)
(or hg(x,s)Bk(s,t)) gets replaced by hj(z,s) so that m;_, (or mq) becomes independent of
tiy...,tn (or t). The 7's, say modt, can then be given a nice interpretation as the conditional
probability that at least one of the names listed in €2 default during an infinitesimal interval
(t,t+dt) (the rest are not looked at). As detailed in Balakrishna [2006], the probability that
all the names listed in © default during an infinitesimal interval (¢,¢ + dt) (the rest are not
looked at) is then given by

/dm Clat) T {1 — exp [—h(x. £)]}. (38)

ke

An additional term Ag(t) is to be included when € has just one element, say name k.
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B The u-Expansion

Explicit solutions of the model contain an integral involving a parameter, say u, representable
as Laplace transform of the density vy (y) = a®g(a/y)y~'~“. Here, let us derive the leading
terms in the u-expansion of this integral,

I(u) = / dy vy (y)e ™ = / dz g(z)2* tema/=, (39)
0 0
The a factor multiplying u is dropped below for simplicity of presentation. Index « is as

usual assumed to lie in between 1 and 2. Function g(z) is assumed to go to zero as z — oo
faster than any power of z. For o > 1, the integral to O(u) is

I(u)=1- u/ooo dz g(2)2*7% + I(u), (40)

where

Li(u) = /OOO dz g(z)z*7! [6_“/2 +u/z— 1} : (41)

To expand I (u), it is convenient to consider its second derivative,

CLOD g0 [Tz otevle o [Tz [o(2) - g(0)) e
= gOr@— ol + [T dz [g(z) ~ 9(0) "7+ b(w), (42
where ~
B(u) = [~ dz [g() = g(0)) =27 e/ — 1] (43)

If g(z) — g(0) ~ 2¢ as z — 0 for some w > 2 — «a, which is the case for instance for w = 1,
the integral term in (42) is finite and can be rewritten after a partial integration as

1
2—«

|z o) — g0 =7 = 5= [T az g ()2 (14)

where a prime denotes differentiation. This integral makes an O(u)? contribution to I(u)
(if w < 2 — «, a case ignored here, a contribution of O(u)*™ will occur first). To see the
behavior of I(u) as u — 0, consider

d]g (U)
du

- /ooo dz [9(z) = g(0)] 22 te™v/%. (45)

This is finite as u — 0 if w > 3 — a. Ir(u) then contributes a O(u®) term to I(u). If instead
w < 3—a, I(u) contributes an O(u***) term to I(u) obtainable from the above by replacing
g(z) — g(0) ~ z¥. The remainder, say I3(u), can be examined further to obtain the next
order term. We thus find

u

I(u)=1
(w) =14+ —

/OOO dz g/(z)za_l—i-g(O)F(—a)ua—FQ(Qu_za) /OOO dz ¢'(2)2° 2+ O(u), (46)

13



where 6 is a + w or 3 whichever is smaller and the first integral has been rewritten after
a partial integration. The procedure can be continued to determine the other higher order
terms in this expansion if necessary.

For g(z) regular in z at z = 0, the procedure can be continued by examining the u-
derivative of the remainders to obtain

I(u) =1+ i_o: g (0 (—a — k)u*™ + i_o: (_ oIkl / dz g"( (47)

1—a

where ¢*(2) is k'h-derivative of g(z).
For g(z) that is flat near z = 0, perhaps because it is forced to be g(zj) for z < 2, the

expansion takes a simpler form that can obtained either from (47) or by expanding e~"/*
inside the integral in I5(u) in powers of —u/z so that
I(u) =1+ g(0O)I'(—a)u® —1—2 k‘/ dz ¢'(z (48)

For a piecewise constant g(z), ¢’(z) makes Dirac-delta contributions. For the Pareto density
arising from ¢(z) = «, z < 1 and zero otherwise, this gives an expansion for the incomplete
gamma function as expected,

I(u) = ol'(—a,u)u® = al'(—a)u® — « Z (49)

—Ozk"

Analogous expansions can be derived for a < 1. They can also be obtained directly from
the above results by replacing o with o + 1 in the expansion for —dI(u)/du. Expansion
(46) then holds for a < 1 up to O(u) and the remainder is of O(u?) where 0 is a + w or 2
whichever is smaller. Expansions (47) and (48) hold as such.

If the y-integral in (39) has a finite upper limit b’/u that is still kept large with u in the
denominator, the expansion needs to be corrected by adding

u/b’ 1/v
—/ dz g(z)z°"te /7 = —uo‘/ dz g(uz)z""te 1/?
0 0
= —ug(O)T (0, B) + Ou*). (50)

If g(2) can expanded in appropriate powers of z, the integral can be expressed as a sum of
incomplete gamma functions.
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Table 1: Simultaneous fit to the five tranches and the three maturities of CDX.NA.IG and
iTraxx Europe CDOs for the market quotes on October 2, 2006 (source: Brigo, Pallavicini
and Torresetti [2006b]). Recovery rate is assumed to be 35%, and interest rate at a constant
5% for CDX.NA.IG and 3.5% for iTraxx Europe CDOs. Three year Index default swap
spreads of 24bp and 18bp respectively are also calibrated to exactly. A flat A(¢) is assumed
in between maturities. Equity tranche is quoted as an upfront fee in percent (plus 500bp per
year running) and the other tranches are quoted as spreads per year in bp.

CDX.NA.IG
Tranches :  0-3%  3-7% 7-10% 10-15% 15-30% 30-100% 0-100%
Quotes 5y :  30.50  102.0  22.50 10.25 5.00 40.00
Ty : 45.63 240.0 53.00 23.00 7.20 49.00
10y : 55.00  535.0 123.00 59.00 15.50 61.00
Results 5y : 31.16 95.36 2281 10.16 4.95 2.31 40.00
Ty : 46.98 229.45  55.09 22.73 7.34 2.81 49.02
10y : 56.75 502.23 131.08 55.89 15.42 4.26 61.04

p=0.45 o = 1.58, a = 6.42, b=0.54, ¢ = 257bp, A(t) = (29.72, 78.01, 84.02, 103.2)bp
iTraxx Europe

Tranches :  0-3%  3-6%  6-9%  9-12% 12-22% 22-100% 0-100%
Quotes 5y :  19.75 7.0 22.25 10.50 4.00 1.50 30.00
Ty 3712 189.0 54.25 26.75 9.00 2.85 40.00

10y : 49.75  474.0 125.50 56.50 19.50 3.95 51.00
Results 5y :  19.95 75.1 2238 10.28 4.10 1.29 29.99
Ty : 38.44 1869  54.47 24.64 9.18 2.00 39.95

10y : 53.64 4458 129.74 58.17 19.69 3.29 51.03

p=1.23 o =153, a =4.42, b=0.52, ¢ = 305bp, A(t) = (20.40, 56.67, 74.71, 87.62)bp
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Figure 1: Logarithmic plot of the 5-year joint default probability distributions computed
with 100,000 and one million Monte Carlo scenarios using model parameters from Table 1
calibrated to iTraxx Europe CDOs. Also shown is the tail at the far end of the distribution
retained by setting b = oo.
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Figure 2: Logarithmic plot of the joint default probability distributions over 5, 7 and 10
years computed with one million Monte Carlo scenarios using model parameters from Table 1
calibrated to iTraxx Europe CDOs. Also shown are the tails at the far end of the distributions
retained by setting b = oo.
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