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Introduction

Introduction

What you have put your hands on is a free online quantitative finance book. In
this book we have tried to summarize some methodological issues that we have
faced in our work as quants since 2007 and that are not usually tackled in classical
quantitative finance books. All of this issues have to do with the implications
of collateral, counterparty credit risk and funding risk in the valuation and risk
management of financial derivatives, therefore the book’s title.

As a byproduct of the 2007-2008 credit crunch, derivatives pricing and risk man-
agement are experiencing a dramatic transformation. Assumptions that were
widely accepted not long ago, like absence of counterparty credit risk and the
existence of a unique risk free curve available for every derivatives hedger in the
derivatives replication process, are no longer accepted. Financial institutions are
changing the way in which counterparty credit risk and funding risk are managed.
We find ourselves in a world with multiple discounting curves for any given cur-
rency and with different adjustments to apply to the price of financial derivatives
that seem difficult to hedge. The target of this book is to make a deep review of
how these effects impact the derivatives valuation theory.

The book consists of 10 different chapters. In the first chapter we will tackle the
impact of collateral on derivatives pricing and introduce funding value adjustment.
After reviewing the traditional approach, where the existence of a tradeable risk
free curve is assumed for marker participants, we will tackle the valuation of fully
collateralized derivatives, where collateral is assumed to be cash denominated in
the deal’s currency. By doing so, we will justify OIS discounting for cash collat-
eralized derivatives when the deal and the collateral currencies coincide. After
that, we will analyze the impact of exotic collateral, that is, any type of collateral
different from cash in the deal’s currency (foreign cash, stocks or bonds possibly
denominated in a currency different from that of the deal). After that, funding
value adjustment will be introduced. In order to do so, we will initially assume no
counterparty credit risk, assumption that will be relaxed in subsequent chapters.
Hence, in this chapter the derivatives hedger is assumed to have access to a funding



curve different from the OIS curve and we will analyze the pricing of non collater-
alized or partially collateralized derivatives assuming default free counterparties.

After the first chapter, we will conclude that in the new framework, for a single
currency, we will end up with many current accounts and their corresponding
discount factors (a different discounting curve for each collateral asset and an
additional discounting curve for the funding of uncollateralized derivatives). In
the second chapter, we will revisit the fundamental theorem of asset pricing under
this multiple discounting curves framework.

The third chapter will be devoted to interest rate curve calibration and risk free
dynamics. Special focus will be put on the calibration of cross currency swaps,
since from these quotes we can obtain curves to discount derivatives collateralized
in cash denominated in a different currency. Risk free dynamics of collateral basis
curves and the funding curve will also be discussed.

In the fourth chapter, we will review the modeling of credit risk. We will start by
reviewing the dynamic replication of credit derivatives (paying attention to default
and spread risks) and justify OIS discounting for cash collateralized credit deriva-
tives. The credit default swaps market will be fundamental in the management
of counterparty credit risk, therefore the importance of this analysis. After that,
we will analyze the difference between cash collateralized credit derivatives and
bonds, and propose a risk free modeling approach of the Bond-CDS basis. This
approach will allow us to determine implied REPO curves for bonds that can be
used to value bond collateralized derivatives. This approach will also help us to
value derivatives written on bonds. Finally, we will explore the management of
the derivative’s hedger own debt (asset liability management), a concept closely
linked to FVA (funding value adjustment).

In chapter five we will derive the PDE (partial differential equation) followed by
a derivative closed with a risky counterparty. Although a little bit technical, the
results obtained in this section will help us to understand results obtained in later
sections where counterparty credit risk hedging is analyzed.

Chapter six will be dedicated to CVA hedging. We will explore CVA hedging
under complete markets (markets where a liquid CDS curve for the counterparty
is available) and CVA hedging under incomplete markets (the counterparty credit
curve is mapped to a CDS tradeable curve). We will conclude that unless both
spread and jump to default risks are hedged (something that will only be possible
under complete markets), the partially (or non partially hedged) CVA position will
have a non neutral carry. Under incomplete market conditions, we will propose a
hedging alternative that, while smoothing the P&L evolution, does not erode the
positive carry of leaving CVA unhedged.

In chapter seven we will inspect the relationship between DVA and FVA (funding
value adjustment) and study the feasibility of DVA and FVA hedging. As a result,
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we will propose a carry neutral (opposite to the negative carry of the CVA-DVA
approach) pricing for non collateralized (or partially collateralized) derivatives.

In a CVA-FVA engine, due to the portfolio effect, we will be forced to work with
deals and collateral amounts denominated in different currencies. We might ask
ourselves about the risk neutral drift of FX rates used to convert all these amounts
to the same valuation currency. Chapter eight will be used for that purpose.

Chapter nine will be devoted to default correlation models to calculate CVA-FVA
on a portfolio of credit derivatives. We will explore the limitations of traditional
copula approaches and suggest a particular case of the Marshall-Olkin copula that
does not suffer from these limitations. Nevertheless, this approach is not practical
for more than three credit references. An alternative in high dimensions will be
proposed and analyzed.

In chapter ten, we will review the different approaches to wrong way risk model-
ing, analyzing the limitations of each of these.

Why an online book?

As with traditional books, the main target of this book is to share our experience
with other researchers and practitioners. We believe that compared to traditional
books, the online format is more dynamic, in the sense that the reader can have
access to updates (revisions and new chapters) whenever they are available. There-
fore revised or expanded versions of the chapters and new chapters will be made
available from time to time. The software developed in order to generate examples,
charts will also be available in the near future.

Access to updates and feedback

As we have mentioned, the main purpose of this initiative is to share our experi-
ences with other researchers and practitioners, therefore we believe that a feedback
(positive and negative) on the book contents is fundamental. Should you have any
doubts, suggestions, please let us know.

We can be contacted at freequants@gmail.com for any feedback. Whenever we
have any new update on the book (or software in the future), we will send an email
to a distribution list. If you want to be included in the list, please let us know.

Current status of the book

The status of this book version is the following: Some chapters are in a mature
status, some other lack some text/formulae revision, examples... and some other
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are in progress. The following table summarizes the status of the different chapters.

Chapter # | Last Revision Status
1 Feb 2015 Mature
2 Feb 2015 Mature
3 Feb 2015 Pending Revision
4 Feb 2015 Mature
5 Feb 2015 Mature
6 Feb 2015 Mature
7 Feb 2015 Mature
8 Feb 2015 Pending Revision
9 Feb 2015 In Progress
10 Feb 2015 In Progress
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Chapter 1

Valuation of fully collateralized
derivatives and introduction to

FVA

1.1 Derivation of the classical pricing formula

In the classical quantitative finance literature it is assumed that the hedger of a
financial derivative borrows and lends cash at a theoretical risk free curve.

Let’s denote the short term risk free rate by rif and assume that we wanted to
price a derivative written on a particular asset whose price at time ¢ is represented
by S;. We assume that the underlying asset pays continuous dividends ¢; and that
under the real world measure P

ds
—L — JPdt + o, dWT

St

Where pf represents the real world drift, WF a P—Brownian motion, o; the
volatility of the process.

The replication formula of a derivative V; will be given in this context by

Vi = oSy + @rf (1‘1>

Where oy represents the number of shares of S; to purchase (or sell if a; < 0) and
' the value of the risk free current account.
The differential change of the risk free current account is given by:

ag;’

rf
t

= ritdt
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So that if we apply 1t6’s Lemma to (1.1)

ot 2717t 9s? 0S5,
So that in order to be hedged

GV 1 0V, oV,
( t o7 S} t) dt + —o-dSy = ay (dS; + Sidt) + (oS, + Vi) ritdt

o Wi
' a8,
Which implies
oV, oV, 1, 252‘/,5 ¢
- = } 1.2
o T ) Sigg +5oiSige = IV (1:2)
Drift Discounting

If we assume that V; has no cash flows until its maturity 7', the solution of (1.2)
with terminal condition Vp = ¢(S7) will be given by

Vi Vi
Q

arf orf
t T

ft] (13)

Where Q is a measure equivalent to P such that ,ut =it —q.

Under Q, both g/,’f and Mﬁoqs) behave as martingales.

ri was practically assumed to be the interbank curve (LIBOR curve). This

consideration was due to the following reasons:
e Derivative hedger’s were interbank counterparties.
e Financial institutions could funds themselves at LIBOR levels.
e Financial institutions were believed to have very low default risk.

e There was a single LIBOR curve bootstrapped from interbank deposits (short
term) and swaps (whose values were assumed independent of the tenor of the
floating leg).

With the exception of the first, the other are no longer valid.

1.2 Valuation of fully cash collateralized deriva-
tives

The number of collateralized derivatives transaction has increased dramatically
during the last years. The increase is due to counterparty default risk concerns.
Nowadays, most (if not all) of interbank derivatives transactions are collateralized.
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In this section we will tackle the pricing of collateralized derivatives with the
following characteristics:

e Are collateralized in cash denominated in the deal’s currency.

e Collateral is symmetrical (both counterparties post collateral with symmet-
rical rules) and with no frictions (collateral to be posted is equal to the value
of the derivative).

e Daily margining (collateral amounts are re balanced on a daily basis), al-
though we will theoretically assume that margining is done continuously.

Being able to value collateralized interbank deals will be key, since the valuation
of non collateralized instruments will imply adjustments to put on top of the
valuation of these interbank deals.

We will assume that one of the two counterparties acts as the investor (risk taker)
and the other as the hedger (risk hedger).

In establishing the valuation equation we will assume that the default of any of
the counterparties does not imply a jump in the price of the underlying asset (or
assets) of the derivative being priced.

A fully collateralized derivative transaction in cash, is such that if counterparty
A enters into a transaction with counterparty B with a value of V; (that we assume
positive) from A’s perspective:

e A pays V; to B.
e B posts collateral in cash to A with a value of V;.
e At time t + dt A pays to B interest on collateral at a predetermined rate.

e The amount posted as collateral is rebalanced reflecting the change in value
experienced by the derivative between ¢ and ¢ + dt. That is, B posts dV; =
Vivar — Vi

Notice that the net cash flow at trade date is always zero. If V;, was negative, it
will be A the counterparty posting collateral.

The interest rate paid on collateral accounts is reflected in the contract. The
usual choice is the OIS (overnight index swap) rate for the currency in which the
collateral asset is denominated. r; will represent the short term interest rate paid
on cash posted as collateral.

We are going to assume that there is a liquid REPO (repurchase agreement or
securities lending for equities) market written on the underlying asset, so that we
can buy the asset funding the position at the asset’s short term REPO rate r?.

The replication formula in this context will be given by
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Vi =S+ 07 + B¢ (1.4)

Where the right hand side of (1.4) represents the hedging portfolio and —V; the
value of the derivative being priced, both seen from the hedger’s perspective.

Bf represents amounts posted as collateral by the hedger due to the cash collat-
eralized transaction. As already mentioned:

dp;

Bi

Bf represents amounts lent by the hedger’s though the REPO transaction written
on the underlying asset. Therefore

dpy
e
Obviously gf = V; and ] = —.S;, so that applying It6’s Lemma to (1.4)

= Ttdt

= rtsdt

Vi 1, ,0%, v,
( 8; 3 0252 5 S;) dt + = Stdst_at (dS; + q:Sydt) — aySyr? + Virydt  (1.5)

Again, in order to be hedged

L
'S,
Which implies
Vi | (s Vi | 1,0V
i = 1.
o Tl @) Sig t3oiSigg = L W (16)
Drift Discounting

The solution to (1.6) with terminal condition Vi = ¢g(S7) is the same as calcu-
lating the following expected value:

Vi Vi
= Ly { ‘}}}
s i
Where Q is equivalent to P such that the Q-drift of S; is 77 — g;.
Notice that under this new context, even if ¢, = 0, the growth rate of the un-
derlying asset (r?) and the discounting rate of the derivative collateralized in cash
(r;) are not the same.

St ex s
Under Q, both Vt and % behave as martingales.
Notice that, contrary to what happens in the classical quantitative finance lit-
erature, for the different self financing portfolios to behave as martingales, they
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have to be deflated by the current account that accrues at the rate at which each
portfolio can be funded. The fundamental theorem of asset pricing needs to be
revisited.

1.3 Valuation of exchange traded derivatives (fu-
tures)

In this section we point out the differences between fully cash collateralized trans-
actions and exchange traded derivatives such as futures.

As already seen in the previous section, for fully cash collateralized transactions,
if counterparty A sees a value of the derivative V;, > 0 at a given time ¢, the
other counterparty B posts collateral. At time ¢t + dt, A pays to B interest on the
collateral posted with a value equal to r;Vidt. If V; < 0, then A posts collateral
and receives interest on it. At time t 4 dt the collateral is rebalanced to reflect
Vivat-

In the case of futures, things are different. In the following discussion we will
leave aside initial margins.

Let’s assume that the ¢ value of a future is F;. If we wanted to trade on the future
taking, for example, a long position we would not need to pay (neither receive)
any extra cash. At time ¢ + dt the future will be settled, meaning that we will
receive dFy = Fy g — F, (or pay if negative).

Therefore, the net cash flow for the fully cash collateralized trade at time ¢ + dt
is:

d']Tt = d‘/;f — 'I"t‘/;dt

Whereas for an exchange traded future it is

d'ﬂ't = dﬂ

Which is equivalent to considering exchange traded futures as fully collateralized
deals with collateral rate equal to 0.

Therefore, the PDE followed by an exchange traded future written on an asset
S; that can be repoed at a short term repo rate 77 is:

OF;

oF, OF, | 1,00,
ot

2 @2
z il 1.
St+205 0 (1.7)

—i—(?“ts—qt)St t tasg

Which implies

T
F, = By [FT exp (—/ 0ds> ‘]—}] — Eqy [FT‘E}
s=t
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In a measure under which S; evolves with a drift rf — ¢q;. Notice that this is
consistent with the classical result of future rates being martingales (irrespective
of their maturities) under the spot martingale measure.

1.3.1 Fully collateralized derivatives with exotic collateral

In this section we analyze the valuation of fully collateralized derivatives with a
collateral asset different from cash denominated in the deal’s currency.

We will assume that the amount posted as collateral coincides with the replication
value of the derivative. We will see that the asset used as collateral has an impact
in the replication cost. Hence, we assume that the amount posted as collateral
reflects this impact.

The most general situation would be using an asset as collateral (could be a
stock or bond) denominated in a currency different from that of the deal. The
deal currency will be refered to as currency D, whereas the collateral currency will
be represented by F'.

We will use the following notation:

e D will represent the OIS rate in currency D.
e ! the OIS rate in currency F.

e ¢ the REPO rate of the collateral asset.

e (), the collateral price at time t¢.

e X, the FX rate expressed in D/F.

We will assume V; to be the time ¢ derivative’s value from the investor’s standpoint
measured in D.

Assuming that V; is positive, the hedger would have a positive amount V; in cash
in currency D available as a byproduct of the dynamic replication strategy.

V; should be posted by the hedger to the investor in the form of the collateral
asset denominated in currency F. Therefore the hedger will have to buy the
collateral asset. By doing so, the hedger will be left with a long position in an
asset denominated in currency F. Both the FX risk and the exposure to the
collateral asset price changes will have to be hedged by the derivatives hedger.

Therefore, the hedger will have to enter into these transactions at a generic time
step t:

e Exchange V; in cash denominated in D for cash denominated in F' in the
spot FX market.
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e With the cash obtained from the FX spot transaction, the hedger will buy
the collateral asset spot and sell it forward (with maturity ¢ 4+ dt) through
a REPO transaction. Under the REPO transaction the hedger will deliver
at time ¢ % in cash denominated in F' in exchange of collateral asset shares
with the same value .

e These shares in the collateral asset will be posted as collateral to the investor.

e At time ¢t +dt the investor will give the collateral back (with a value of %
measured in currency F') to the hedger, who will give it back to the REPO

counterparty.

e At time t + dt the hedger will receive % (1 + 7€ dt) from the REPO coun-
terparty in cash denominated in F.

e In order to hedge the FX risk of the last amount, since it is denominated
in F, at time t the hedger should sell this amount forward (with maturity
t + dt) receiving at time ¢ + dt cash in currency D with a value equal to the
amount to be paid in currency F (% (1 + 7€ dt)) multiplied by the forward

D
FX rate Xt% seen at time t with maturity ¢ + dt.

We assume that forward rates cannot be inferred by the spot FX rate and the
OIS rates in both currencies, so that an adjustment needs to be made in the F'
rate. Notice that this adjustment represents the short term cross currency basis
and will be represented by ;.

Both cash transactions (in currencies D and F') and collateral asset transactions
occurring at times ¢t and t + dt are represented in figure 1.1. Notice that if V, was
negative, the trades will be right the opposite.

IWe assume no haircut in the REPO transaction
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Figure 1.1: Continuous lines represent cash transactions whereas discontinuous
ones represent asset transactions. Blue lines indicate amounts denominated in
currency D, whereas red ones represent cash or asset transactions denominated in
currency F. Straight lines refer to initial transactions, that take place at time t,
and curved lines to final transactions taking place at time ¢ + dt.

So that from ¢ to t 4 dt the value of the funds posted as collateral experiences a
change equal to:

Vo (rP +rf —rf —b,)dt (1.8)
Notice that the interest rate in (1.8) would be equal to:
e D if the collateral was cash in D.
e ¢ if the collateral was an asset denominated in D.
o rP — 1, if the collateral was cash in F.
o 1P +r¢ —rl — b, if the collateral was an asset denominated in F'.

We have seen that collateralizing deals in assets different from cash denominated
in the currency of the deal implies additional risks (FX and collateral price changes
risks), that once hedged imply that funds posted as collateral accrue at a rate that
differs generally from the OIS rate of the deal’s currency.

Therefore, for deals denominated in a single currency, different collateralization
schemes imply different accrual rates for funds posted as collateral, so that we
can end up with different current accounts that accrue at different rates and their
corresponding discount factors.
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1.4 Valuation of collateralized derivatives. Con-
clusions:

e The concept of a unique risk free rate per currency is both theoretical and invalid.

e Under the spot martingale measure, each self financing portfolio accrues at the
interest rate at which it is funded.

— Non dividend paying stocks/bonds accrue at their REPO rates.
— Cash collateralized derivatives accrue at the collateral rate.

— Exchange traded futures are driftless.

e Any type of non standard collateral implies an accrual rate different from the
OIS rate of the deal’s currency. The new accrual rate will have the following
components:

— The OIS rate of the deal’s currency (eg. EONIA if EUR).

— The REPO-OIS basis of the collateral asset (eg. REPO rate minus Fed Funds
if a bond denominated in USD).

— The cross currency basis.

1.5 Introduction to Funding Cost: A Case Ex-
ample

Before the credit crunch, it was common practice for banks to borrow money at
the libor rate. In this environment, the spread between libors with different tenor
were fairly small. This libor rate was used as the risk-free rate as it was the rate
at which banks too big to fail funded their business. In the post-Lehmann era, the
libor rate can not longer used as the risk-free rate. While the spread between the
libor and the overnight rate was around 10 bp before 2008, it grew up over the 364
bp in 2008. We know that in order to get today’s price for a derivative we must
discount its future’s flows, but in this new environment,

What is the rate we must use for discounting?

In order to introduce the F'V A concept, let us consider the following case: Let’s
suppose a non-collateralized European digital option with 0 strike. We are sure
the option will expiry in the money and we will receive the option’s notional at
maturity. We denote by r¥ our constant funding rate and r* will denote the
constant risk-free rate (the one we observed before 2008).
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|

Exp((re -r)(T-t))

Exp(-ri(T-t))

T

«—F-->

Exp(-r(T-t))

We next see the price of such a derivative before and after the 2008 crisis.

Before the crisis: we would price this derivative by discounting the almost sure
flow at maturity at the risk-free rate B(t,7T") = e " (Tt To be able to pay that
money to our counterparty we should borrow B(t,T) at our funding rate 7" = rt.
At maturity we would receive the money from our counterparty and pay back the
money borrowed to the market.
After the crisis: If we discount the future cash-flow at the risk-free rate (e.g the
overnight rate might be used as a proxy.) and we borrow money at our funding

rate ", where 7" > I at maturity we should face

P&L =1 — =)@

So we would end up losing money.
It seems reasonable in this case to use our funding rate for discounting, but

e is it always reasonable to do so?

e Does a collateralized derivative have the same price as a non-collateralized
one?

1.6 Pricing of non collateralized derivatives

Let us denote the price of a derivative V; written on an underlying S; that pays a
continuous dividend yield g;.

Let us assume the dynamics of such an underlying to be under the real measure
P,

ds,
?tt = /,Lipdt + O'tthP (19)

Let us assume the existence of,

e H, = H(t,S;): Derivative written on S; to hedge the sensitivity of V to S,
and fully cash-collateralized.
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e f;: The rate at which we can borrow money in the money market.
e i;: The rate at which we can lend money in the money market.

e ¢;: collateral rate paid on posted collateral.

e 7, Repo rate for underlying S;.

Let us focus on the flows that would take place in an infinitesimal time interval,
between t and t + dt, when hedging and funding the derivative.

e The Hedger must enter at ¢t into a derivative whose price is V;, as seen from
the investor point of view. The Hedger will fund the derivative at time ¢
(fund if V; < 0, invest if V; > 0), and pay the loan back plus interests at
time t + dt. The Hedger will pay f; for the money borrowed and earn i, for
the money lent.

e At time t the Hedger will pay/receive the price of the derivative whether
positive/negative and he will receive the derivative’s value at ¢ + dt.

e In order to hedge variations in V;, as the underlying S; moves, the hedger
enters into a cash-collateralized derivative H; with notional ;.

Funding e Vi
Hedger Investor
Counterparty |, . ;)0
; 3 Vitat
ﬂﬁHL'flM '\fﬂﬁ I

e o Hy (1 + eydt)

Replication

Strategy

Figure 1.2: Non-Collateralized derivative strategy P&L

If we denote by ¢, the gain process at time ¢, consequence of all the flows inter-
vening in the hedging/funding of V;, it can be seen that,

dgy = —dV, + o, [dH, — Hycrdt] + [V, fo + V,'iy] dt (1.10)

The only uncertainty in d¢; is dS;. So we will eliminate such uncertainty by
properly choosing .
By choosing the notional to be,
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Vi
9S;
& = @,
8S:
applying Ito to V; and H, in (1.10),
oV, oV, LPVi 5
dV, = —dt + —d —— dt
V= rdt+ 55,45+ 355t
OH, OH, 10°H; 5 _,
dH; = —dt + —dS; + ———0; S dt
v M s, 0t T g i
we obtain
ov, 10%V, OH, 10%*H, _ .
a—tt + 5@50}253 — O @_tt + 5%;0’5253 — HtCt = ‘/t ft -+ ‘/t+lt
*(Tt*Qt)St%
So (1.13) becomes,
oV, v, 10%V, N .
8_; + (re — @) Sta—si + 58_550353 =V fi+ Vi
If we define the funding spreads as spreads over the collateral rate,
S{:ft—Ct, Si:it_ct
We can express (1.14) as
oV, ov, 10% - i
a_tt + (7} — qt) Sta—SZ + 5%50}25}2 = Ct‘/t + ‘/,; S,{ -+ ‘/tJFSt

st. V(T) = o(T)

By the Feyman-Kac theorem, we can express the price of V; as,

T u
Vi :E? [6_ Ji exds ¢T} —/ EtQ [e_ft CsdssiVu_] du
t

Perfect Collat. price Funding Cost

T
—/ EtQ [e_ J; CSdssLVJ} du
t

Funding Benefit

CONTENTS

(1.11)

(1.12)

(1.13)

(1.14)

(1.15)

(1.16)
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Where Q is the risk neutral measure under which cash-collateralized deals grow
at the collateral rate and S; at the repo rate.

Just notice the recursive nature of (1.16) as in the funding cost/benefit adjust-
ments the full derivative’s price appears, including again the funding cost/benefit.

Notice that when i, = f; = rp(t) we can simplify (1.16) as

Vi = B [e i rrte (1) (1.17)

Conclusions:

e The FVA is either a cost or a benefit that arises by the need of funding the
derivative along its life. This cost will be a benefit when the derivative generates
a positive flow that the Hedger can use to reduce our funding needs.

e We can express the price of a non collateralized derivatives in term of the fully
collateralized price plus an Add-on (FVA). This add-on depends on the derivative’s
price itself including FVA.

e Under absence of credit risk, the FVA term is the difference between the non
collateralized price and the perfectly collateralized one.

e In order to price non-collateralized derivatives, the Hedger must discount them at
his funding rate (assuming the funding and the investment rate are the same).

1.7 Pricing of partially collateralized derivatives.

Let us suppose we want to calculate the price of a derivative with the same terminal
pay-off as the one in the previous section. Let us assume,

e The derivative is partially collateralized with a generic derivative B;.
e The collateral can be re-hypotecated.

e There exists a liquid repo market for B; with a standard haircut rate h; and
repo rate rZ.

Let us focus on the flows that would take place in an infinitesimal time interval,
between t and t + dt, when hedging and funding the derivative, V;.

e At time ¢, the Hedger will have to pay/receive the price of the derivative
whether positive/negative. In exchange, the Hedger will receive/post some
collateral, By, to face part of the derivative’s value. At time t+dt, the Hedger
will receive the value of the derivative as seen at t 4+ dt and the Hedger will
set/get back the collateral posted at t.
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e The Hedger will repo the collateral in the repo market to make some money
to fund the derivative. The Hedger will deliver/receive the collateral in
exchange for 1th cash. At ¢+ dt the Hedger will get/give back the collateral
plus the repo rate 7.

1+h: | °
will pay/receive his funding/investing rate on the amount borrowed/lent.

e The Hedger still has to fund/invest [Vt — B ] In exchange, at ¢ 4 dt he

e The Hedger will hedge the exposure of V; to S; by entering into a cash-
collateralized derivative. The Hedger will buy/sell a; units of derivative H;.

Repo
Counterparty
IR
i B t_ (1478t
Biar By T+m ¥ h,( )

Lol Ve

] B - . |
’(Vr _ I_L )— v,

Funding /
Counterparty Hedger | o B > Investar

“’H'*"“x (),H; oy a, H,y (1 + ¢gdt)

Replication
Strategy

Figure 1.3: Partially Collateralized strategy P&L

If we denote by ¢, the gain process at time ¢, consequence of all the flows inter-
vening in the hedging/funding of V;, it can be easily seen that,

do, = —d dH; — H,c,dt dt
o1 Vi + a4 [dH, crdt] + (1+ht)rt
Bt - Bt + .
— dt — dt 1.1
+ |:V;5 1+ht:| frdt + {Vi 1+ht:| (2 (1.18)

In order to eliminate the dependence on the underlying S; we choose

v
0S
OH;
0Sy

Ay =
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so the equation above becomes,

oV, 10, OH, 10°H
B TaagETis o [a_tt+2052t QSQ_HtCt]

_("'t_Qt)StTS:
B g B, 1 B 1",
= v, — v, —
1+htrt+{t 1+hj f”L[t T+ h| "

By arranging terms,

oV, 0H, 10%*V, 5252
Si—— ioh
T e Sigg T 5 GgE
_ B g B, |” B 1"
Tignt T {VZ 1+hj Jot {Vt 1+ht} i
If we define the funding spreads as spreads over the collateral rate,
S{:ft_cta Si:it—Ct, SEZTF—Ct
We can express (1.20) as
oV, 0‘/} 182‘4 9 2
S 0; 5,
B e @) Sigg T o550
B B, 1 B 1,
=V B VvV, — f V., — i
Ty { ! 1+hJ St { ! 1+ht1 K

By applying Feyman-Kac theorem, we obtain that,

Vi = B2 [em I et y(r)]

Fully Collateralized price

r Q_—fucsds Bt - f
— t B e Vt_l—i—ht sy | du

Funding Cost Adjustment

Tl e B \" ;
_1 Et e tCsS<‘/t_1+ht) Sy, du

Funding Benefit Adjustment

t t _e 1 + ht b

~~

Repo Adjustment
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(1.19)

(1.20)

(1.21)

(1.22)
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Just note, again, that in the F'VA terms appear the value of the derivative
that also accounts itself for the FVA terms (recursive term)

But we can remove such recursivity under one assumption ...!!

In order to remove the recursive term above, let us assume f; = 4;, so we can
re-express (1.20) as

oV, oV, 10%*V, 5252 B, _
ot + (1t — @) St@St B} 852 :Sy = Vifi — (1 T hy) (ft T )
s.t Vi = (T) (1.23)

And by applying Feyman-Kac theorem, we obtain that,

T T u
Vi = ER [ i 1t (1] + /t EQ [e—ft Fods ufum (fu—rB)|du|  (1.24)

Uncollateralized price Collateral deustment

That is, by assuming f; = ¢; we have simplified the price of a partially collateral-
ized derivative, removing the recursive dependence on the value of the derivative.
Conclusions:

e In partially collateralized derivatives the funding cost/benefit arises from the need
to fund part of the derivative (the excess of the derivatives value over the collat-
eral).

e In the case the collateral is an asset (no cash), we should incorporate an extra
term as seen in equation (1.22). This term accounts for the extra cost of funding
the non standard collateral over cash-collateral.

e The recursive nature is avoidable in the case of imperfect collateralization, by
assuming no bid-offer in the Hedger’s funding rate. By doing so, we can decompose
the derivative’s value into the price of the same non-collateralized derivative plus
a collateral adjustment.



Chapter 2

The fundamental theorem of asset
pricing revisited

2.1 Introduction

We have seen that in the new framework, for a given currency, each asset used as
collateral implies a different accrual rate for funds posted as collateral.

In the absence of counterparty credit risk, the funding rate represents another
accrual rate.

Therefore, there will be different current accounts that accrue at different rates
with their corresponding discount factors.

Under the spot martingale measure Q, each self financing portfolio has to be
deflated by the current account that accrues at the rate at which the self financing
portfolio is funded.

The fundamental theorem of asset pricing has to be revisited.

2.2 Model Assumptions

We assume that for a particular currency there are two different collateralization
schemes (two different assets accepted as collateral). We will refer to one of them
as the standard one and to the other as the non standard.

Notice that establishing what collateral scheme is the standard one is completely
arbitrary, although for developed currencies (USD, GBP, CHF, JPY, EUR), stan-
dard collateral refers to cash denominated in the deal’s currency.

In the remaining of the section, every equation will be in matrix form. Sometimes
we will point out the dimensions of the different matrices involved. In the equations
where this is done, variables with no indication are scalar variables (1 x 1 matrices).

25
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B(t,T) represents the discount factor curve used to discount cash flows collater-
alized under the standard scheme. Therefore, B(t,T) represents the value at time
t of receiving one currency unit at time 7" but collateralized with the standard
collateral.

B(t,T) = exp (— : f(t, s)ds) (2.1)

s=t
Where f(t,7') is the instantaneous forward curve for the standard collateral.
Similarly B(t,T') represents the discount factor curve used to discount cash flows

collateralized under the non standard scheme and f(¢,7T) its instantaneous forward
curve.

T
B(t,T) = exp (—/ f(t, s)ds) (2.2)
s=t
So that r, = f(t,t) and 7, = f(¢,¢) are the short term interest rates at which
funds posted as collateral accrue under each collateralization scheme.
We assume that under the real world measure P, the evolutions of f(t,7") and

f(t,T) follow

df(t,T) = p! (t, T)dt + o (¢, T) dW}
N e N~
1xn nx1
N ) ) ) (2.3)
df(t,T) = p/ (t, T)dt + o/ (t,T) dW} + 57 (t,T) dZ}
1x nx1 1x mx1

Where WF and Z} represent vectors of independent Wiener processes under P of
dimensions n and m respectively. p/(¢t,T) and p/ (¢, T) are real world drifts of the
two processes and o/ (¢t,T), o/ (t,T), a/(t,T) their volatilities. W and Z; are
also independent of each other.

The evolutions of the current accounts that accrue at r; and 7; are governed by
the following differential equations:

d(% ::7}C%dt
_ _ (2.4)
dCt — ’Ftctdt
In this section we will only analyze the effect of multiple discounting curves,

letting aside the tenor basis !. Therefore we assume that the tenor basis is non
stochastic.

!Basis due to different tenors of floating references.
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In the following sections we will try to price derivatives with standard and non
standard collateral. F; will represent the time ¢ value of a derivative with standard
collateral and E; the value of a derivative with non standard collateral. We will also
assume that the cashflows of £; only depend on interest rate indexes referenced to
B(t,T), therefore E; will only depend on W. On the other hand, E; will depend
on both W} and Z7.

Hence, 1t6’s Lemma, together with (2.3) imply

dE, = pPdt + of dW}
N~ =
Ixn nx1
. ) ) (2.5)
dE, = pPdt + of aw} + cF dz;
A N

Ixn nx1 Ixm mx1

pl and pF are the real world drifts of both processes and o, of and oF their
volatilities.

In order to replicate F;, we will use a set of n interest rate derivatives collateralized
under the standard scheme and whose cashflows only depend on B(t,T). H; will be
a n x 1 vector representing the prices at time ¢ of these. The stochastic differential
equation followed by H, under the real world measure will be given by:

dH; = p' dt + off dW} (2.6)
nx1 nx1 nxn mnxl

Where the size of the different matrices has been pointed out.

In order to replicate Et we will use H; plus m additional instruments collateralized
under the non standard collateral ? due to the dependence of E; on B(¢,T). H,
represents the ¢ price of this set of additional hedging instruments. The stochastic
differential equation followed by H; under the real world measure will be given by:

di, = p! dt+ off aw?+ 1 az? (2.7)
~—  —~— NN NN
mx1 mx1 mxn nx1 mxm mx1

We would like to point out that uZ, uZ, uf and pf! are real world drifts.

2We could have assumed that Et is hedged with n + m derivatives collateralized with non
standard collateral obtaining the same conclusions. We have chosen this alternative for didactic
reasons.
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2.3 Valuing derivatives under the spot martin-
gale measure

In this section we will deal with the valuation of both F; and Et under the spot
martingale measure, that is the measure associated with current accounts as nu-
meraire.

2.3.1 Derivatives with standard collateral

The hedging formula will be the following.

Et = Oy Ht +Ct (28)
~— "~

1xn nx1

C, represents funds posted as collateral by the hedger 3.

The risk hedger trades oy H; with interbank counterparties paying its value and
receiving it as collateral from the same interbank counterparties. H; represents the
value of the hedging instruments from the hedger’s perspective, oy is a vector that
contains the amounts to invest in each one of the components of H; in order to
hedge the risks of F;. E; represents the value of the derivative to be replicated from
the risk taker’s perspective (which implies that the value from the risk hedger’s
perspective is — ;).

Taking into account the stochastic differential equations followed by E, and Hy,
the replication equation in differential form will be given by

pldt + o AW, — Egrdt = oy (' dt + o' dW[ — Hyrydt) (2.9)

Where we have taken into account that fact that C; accrues at r, and that C}; =
Ey — o Hy

In order to be hedged a; must be chosen so that the terms in dW} in both sides
of (2.8) are canceled. For this to happen, oy must be the solution of the following
system of linear equations:

of = a0l (2.10)

So that the real world drifts must follow:

/,LtE — Eﬂ’t = O (/JJfI — Htrt) (211)

3If E; > 0, the hedger receives E; from the risk taker and posts it as collateral (and the
opposite if E; < 0) to the risk taker
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Being in a complete market * together with the absence of arbitrage opportunities
® implies both (2.10) and (2.11).

On the other hand, Girsanov theorem guarantees that when we perform a change
of measure from real world measure P to an equivalent measure QQ, P and Q Wiener
processes are related through

AWR = dwF — ~, dt
N—— N~ =~

nx1 nx1 nx1

(2.12)
dz2 = dzF — 7, dt
~— =~ =~
mx1 mx1 mx1
Where 7, and 4; are non anticipative processes of dimensions n and m that

describe the change of measure.
Girsanov Theorem also implies that under Q the drift of H; will be given by

H H
e — Oy Tt
nx1 nxn nx1

If we wanted to change to a measure Q where the drift of H; was given by H;ry,
v; will be the solution to:

H H
W — oy o = Hyry 2.13
t t ( )
nx1 nxn nx1 nx1

Up to this point we will have no condition for 7;, although it will be revealed in
the next subsection.
Now we will explore what the drift of E; is under Q. Girsanov theorem implies:

WE = oF o (214)
—
1x1 1xn nx1
Plugging (2.10) and (2.11) into (2.14) and taking into account (2.13)
ILLtE — O'tE Y = Oy (ILLI{_I — Htrt) + Etrt — CYtO'tI—I"}/t = Etrt (215)
Ix1 1 x1
X Xn n

So that under Q any interest rate derivative with standard collateral follows

dE, = Eyrdt + oPdw 2
Which implies that

4The value of a derivative can be replicated with a set of hedging instruments.
5The value of a derivative must coincide with the value of the replicating portfolio.
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4 E E
E, = Ey {ET exp (—/ 7’st> ‘E} = = Eq {—T‘}}]
s=t 515 BT

Where Sy = exp fsT:o rsd:;) represents the current account that accrues at the

standard collateral rate r,.

Notice that nothing new has been obtained in this section. We have just confirmed
the fundamental theorem of asset pricing in a collateralization framework as was
already obtained in [3].

2.3.2 Derivatives with non standard collateral

In this case, the hedging equation will be

Et = Oy Ht + €& ﬁ—t +Ct + ét (216)
~ N~
Ixn nx1 Ixm mx1

Hy and f[t are the values of the hedging instruments from the hedger’s perspective.
—FE} is the value of the derivative to be replicated also from the hedger’s point
of view. «a; and ¢ are the amounts to invest in each component of H; and H;
respectively. C}; and C} represent amounts posted as collateral by the hedger in
the standard and non standard collateralization schemes respectively.

Notice that due to the fact that only H; is collateralized under the standard
scheme and both H; and E; under the non standard the following must hold:

Ct = —O{th
L N (2.17)
Ct == Et — Eth

The hedging equation under P in differential form will be:

u?dt + atEthP + 5§de’ — Eiry = oy (' dt + o' AW — Hyrydt)
et (Mff dt + o dW?F + G dzZF — f{rtﬁdt)
(2.18)

In order to be hedged, terms in dWF and dZf in (2.18) should be canceled.
Therefore a;; and ¢; must be the solution to the following system of linear equations:

of = ol + ;o

(2.19)
~E _ _~H
of = ¢!

So that the condition followed by the drifts under the real world measure is
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,U/f — E{?rt = Ot (,uf{ — Hﬂ”t) + € (Mz{{ — ﬁgf}) (220)

In the previous section we imposed a change of measure from real world measure
P to the spot martingale measure Q by imposing that the Q drift of H; becomes
Hiry. B

In this section we are analyzing the hedge of E;, which carries a collateralization
scheme different from the standard one. Since we find ourselves in unexplored
territory, let’s leave the drift of H; under Q as H,;z;, where z; will be determined
thereon. So that once z; is known, 7; will be given by the solution to the following
system of linear equations (notice that 7, was obtained in the last subsection):

H H ~H =~ 7
we —op v o— o v = Hy oz (2.21)
mx1 mxn nx1 mxm mx1 mx1 1x1

So that the change of measure performed on E, implies a new drift that is equal
to

pe — ol = (2.22)

Plugging (2.19) and (2.20) into (2.22) and taking into account both (2.13) and
(2.21) imply

Mf - UF% - 5?% = Et;:t + oy (NtH - Htrt) + & (Mf — ﬁtﬁ,)
- <OétUtH + EtO'g{> Yt — et/&{{’it (223>

= Et?t + Etﬁt (2t — T¢)

Notice that if z; = 7; the drift of Et becomes Et?t. Any other value of z; will imply
a drift of £y under Q that depends on the particular characteristics of the contract
being replicated (which are reflected in €;) and is therefore useless from a pricing
perspective. Hence, under Q the growth rate of every derivative with standard
collateral (either H; or E;) becomes r, and the growth rate of any derivative with
non standard collateral (either fIt or Et) becomes ;.

dEt = Etrtdt + O'tEthQ
dE, = Edt + oFdWR + 5Fdz2

That are equivalent to
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E, = Ey [ET exp (— fsit 7”st> ‘ft] = % = Ey [%’ft]
(2.24)
E, = Eq [ET exp (_ o ?Sds) “Ft] = % = [%’ft]

Where 6y = exp < fsT:o rsds> represents the current account that accrues at the

standard collateral rate r; and ET = exp ( fio ?Sds> represents the current account

that accrues at the non standard collateral rate r;.

Notice that under measure Q there seems to be two different numeraires: the
standard collateral current account 3; used to deflate derivatives with standard
collateral and the non standard collateral current account (; used to deflate deriva-
tives with non standard collateral. This result was obtained, for example, in [4].

We could also have written

o (700
(2.25)
% = Eq [exp <fsT:t (s —7s) d3> g_; «Ft}

This last expression will be analyzed in subsection 2.4.4.
In the next section we will generalize the results obtained so far to a numeraire
different from current accounts (such as discount factors, annuities...)

2.4 Change of numeraire

In this section we assume that we use as numeraire a derivative with standard
collateral whose cash flows are referenced to the curve B(t,T). Therefore we will
assume that any of the components of H, whose value cannot vanish is used as
numeraire, so that under the real world measure P the evolution of the numeraire
N, will be governed by

dN; = p’ Nydt + Ny o dw)
1 1
Xn nx

N, could, for example, be annuities or discount factors collateralized under the
standard scheme.

2.4.1 Derivatives with standard collateral agreement

Again, the hedging equation will be
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Et = O Ht +Ct (226)
—~— "~
Ixn nx1

We divide every term by the numeraire V;, so that we define

FE.
€t = F’i
1
h, = H; —
- =~ N, (2.27)

nx1 nxl SN~~~
o 1x1

Cy = F’;

So that the hedging equation, once every term has been divided by the numeraire,
is

€ = thht =+ ¢ (228)

And in differential form

pedt + of dWE = ap | pl dt+ o dWF | +pldt + of dW;  (2.29)
N~ =~ |~~~ N~ = N~ =~
1xn nx1 1xn nx1 nxn nx1 1xn nxl1
pé, uland p§ are the P drifts of the deflated processes and of, ol and o¢ their
volatilities.
Notice that ¢; has a diffusion different from 0 since C; has been divided by a

numeraire with non zero diffusion.
In order to be hedged, a; must be the solution to

ol = ool + ot (2.30)

So that the real world drifts must follow in this complete market / no arbitrage
environment

py = aupy + pug (2.31)

Let’s now apply a change of measure from P to an equivalent martingale measure
N associated with N; that vanishes the drift of every component of A,

h

h
pe —op =210
—~ =
nx1 nxn nx1

(2.32)

1x1 Ixn nxl Ix1
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Notice that the first equation in (2.32) will not be enough to determine 7;, since
N, will be a component of H;, so that % will have null drift under every measure.
We must also impose that the current account that accrues at the collateral rate
ry divided by the numeraire has also zero drift. This is reflected in the second
equation in (2.32), so that both expressions help us determine ~,.

The drift of e; under N will be given by

[i = ;e (2.33)
Plugging (2.30) and (2.31) into (2.33) and taking into account (2.32) implies

py — o = gy + pg — (ol +07) 7 =0 (2.34)
So that pf has also zero drift under N. This implies that

Ly

Er
Nt = FEy {N—T‘Ft] (2.35)

Notice that in this subsection we have just confirmed the change of numeraire
result in a collateralization framework. In the next subsection we analyze the effect
of the change of measure introduced in this section in derivatives collateralized with
the non standard collateral.

2.4.2 Derivatives with non standard collateral agreement

The hedging equation will be given by

Et = O Ht + € f[t +Ct + 515 (236)
N
1xn nx1 Ixm mx1

We divide every component in (2.36) by Ny, so that we define the following terms

gt = %
1
hy = H;, —
\L/ v Ny
nx1 \/
1x1
~ -1
P b L (2.37)
~— \,./ Ny
mx1 \/"
Ct 1= ]C\;i
G =5t

So that once it has been divided by Ny, the hedging equation becomes
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gt = Oétht + Gt%t + ¢+ EL‘ (238)

And in differential form

~e

pedt + of dWP+ ¢ dZf = ap | pl dt+ ol awf
N~ = = N~ |~~~ N~ =~

Ixn nx1 1xm mx1 1xn nx1 nxn nxl1

+ & | urdt+ o AW/ + G dZ;
AV B N~

1Ixm mx1 mxn nx1 mxm mx1

fpsdt + ot AWE fpuldt + of dWY
A N~ =
Ixn nx1 Ixn nx1

Again, the drifts in the last equation are the real world measure drifts of the
deflated processes. Notice that both ¢; and ¢; have non zero diffusions. Also notice
that due to the fact that N, solely depends on th, neither ¢; nore ¢; depend on
Zy.

In order to be hedged, a; and ¢ must be obtained from

¢ _ h h ¢4 40
Oy = 0y + €0y + o) + 0y

(2.39)

5;5 = €tah
So that terms in dW} and dZ} are canceled, which yields a relationship between
the real world drifts

py = gy + €y + 4+ pf (2.40)

Now let’s assume that we perform the same change of measure that was discussed
in the last subsection and that produced zero drifts for both h; and e;. B
Since we are again in an unexplored territory, due to the fact that both F; and
Hy are collateralized with the non standard collateral, we assume that N implies
a drift of h;z; in hy, where z; will again be determined thereon.
= oty — 1% = iz (2.41)
Notice that (2.41) will help us determine 7, once z; is known (7; has already been
determined in subsection 2.4.1).

Let’s analyze the relationship between the drifts of ¢; and ¢, under N. If we apply
It6’s Lemma to ¢; under N
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C
(=t = de=c (rtdt — Nt — o Naw 1 (0N )2dt> (2.42)
t
Where ,uiv N is the N drift of N,.
Doing the same to ¢
(ﬁdt — 1MNdt — oNaw + (o )%zt) (2.43)

C N
Ct — ﬁi = dEt = Ct

So that if ™ = 0 (as imposed in 2.4.1), ,utE’N will be given by
pet =0 = = () = o =G (R - ) (2.44)

If we apply Girsanov’s theorem to €, its drift under N is given by
/ll;/ev — Uf’}/t — 5;5% (245)

Plugging (2.39) and (2.40) in the last equation and taking into account (2.32)

and (2.41)
[ — 0fy — GEAy = aupl + el 4 p§ + 1l

_ (O{tO{L + EtUth + Utc + Uf) Yt — Etgth&/t (2 46)
= Mf - Uf% +€t%tzt
¢,N
Hy
(2.47)

And taking into account (2.44)
py — o5y — 017 = & (Ty — 1) + €huzy

Since ét = Et — etflt, then ¢, = ¢; — etﬁt, so that
(2.48)

Notice that unless z; = 7; — 74, the drift of ¢; would depend on the particular

Hi = i — G = & (7 — 1) + €y (2 — (7 — 1)
characteristics of Et, so that the only valid drift for valuation purposes would be
(2.49)

. ~ew o~
Wy — Ot — 04t = € (Tt - Tt)

Which implies
(2.50)

(/ST (rs—mds)%\ﬂ
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2.4.3 Using numeraires with non standard collateral

In subsections 2.4.1 and 2.4.2 we chose as numeraire a derivative whose payments
depend on the standard collateral discounting curve B(t, T'), that was collateralized
with the standard collateral and whose price cannot vanish.

Notice that if we had assumed that the numeraire is collateralized under the non
standard scheme and that its cashflows just depended on B(t,T), the situation
would be exactly symmetrical as the one analyzed in 2.4.1 and 2.4.2, so that we
would have obtained:

E E
Ny Nr
& m[oe ([ o) 21
— = Fx |exp rs —Ts)ds ~—}]—" 2.52
7, = b s:t( ) 7l (2.52)
2.4.4 The zero vol FX analogy
So far, we have obtained the following
) - ) . B _ ]
% = Eg % ]-"t_ % = Fgp exp (fs:t (7, Ts)d8> % ]-"t_
~t [E ] A— [ T~ ]
%:E@_%]—}_ %—E@_exp(j;:t(rs—rs)d,S)%}}_
) ] ) ) (2.53)
% = FEj ﬁ—; ]-t_ % = FEy exp (fST:t (rs —Ts) ds) ﬁ—; ]-t_

L = Fy Er .7-}- L = Fy -exp (fsT:t (s —7s) ds) Ir .7-}-

Notice that the expressions in (2.53) would appear in a cross currency setting
where deals with standard collateral were denominated in the local currency and
deals with non standard collateral in a foreign currency, such that r; is the domestic
short rate, 7; the foreign short rate and the spot FX rate ¢, expressed in D/F
followed under any measure ¢ the following stochastic differential equation:

T

d¢; = (ry — 1) Gdt = (r = G exp </ (rs —75) ds)

s=t
In such a framework, the change of measure between the two spot martingale
measures Q (domestic) and Q (foreign) would be innocuous, since the Radon-

Nikodym derivative would be given by:

5Having zero diffusion implies no drift change due to a measure change.
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d o T
Q( T) _ /BTgT ,\/ﬁt ﬁTﬁt exp (/ (Ts f?’\:s) dS) 1
dQ Br B Bibr s=t
So that we could rewrite (2.53)
] o . N ~ ]
% = Eg % ]-"t_ % = Eg exp (fszt (rs —7s) ds) % ]-"t_
B _ 1 -E_ ] E _ . T o= _ Er ]
B= g |B|R] B = mg o (JL G- ds) 2| .
2.54
% = By % ]—"t_ % = Ex exp (fSTt (rs —7s) ds) f,—; }"t_
_ - - - .o -
% = Ex ]%—; ]-"t_ % = By exp (fs:t (75 — 1) ds) % ]:t_

And if we take into account that

current accounts are particular cases of nu-

meraires with standard and non standard collaterals:

B— By |2|R] B =B
~t — E t —
%= E[%lR] f =t

For generic numeraires, the
tained from either

E ~
E = M%[TV4=M%
Ny
or
E; = N;Exy

T
exXp (/
s=t

and would be given by

dN Nrlr N

foxp (J7, (- 7 ds) &
lexp ([, (s = r,) ds) £

7

]

(2.55)

Radon-Nikodym derivative expression can be ob-

T _ ET
{exp (/ (s —75) ds) — ]-"t} (2.56)
s=t NT
E E
(rs —75) ds) L7 NtE~ —T‘]—"t (2.57)
Nrp g

NTNt

—(t,T) = -
dN( ) Ny N,

(/.

(rs —75) ds)
NNy

The zero volatility FX analogy has already been found in [11] using other argu-

ments.
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2.5 Practical example

Assume that in the EUR economy, we have deals collateralized:
e In EUR.
e In USD.
e In X (asset denominated in GBP).

We have 3 different current accounts that accrue at different rates:

apFe = F5FCat
458 = (c;@ + bt€$> 5841

dﬁ?x = <ct€ +rX —cf + bt€£> Bﬁxdt
Where ¢/ is the OIS rate for currency H, bf! the short term cross currency basis

between currencies H and I and r¥ the REPO rate for asset X.
With their corresponding discount factors:

€€, 1), B® 1, 1), BEX(1,T)
The situation would be similar to having 3 sub currencies:
e EUR collateralized in EUR.

e EUR collateralized in USD.

e EUR collateralized in X (denominated in GBP).

€€ . €€ T e
€—$(T) = €—$(t) exp (— /S_t b ds)

€€ €€ r
€_X(T) = €—X(t) exp (—/ t (T;X —cf+ bt€£> ds>

With FX rates:
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2.6 Stochastic funding curve modeling

In this section we assume that we want to price a non collateralized interest rate
transaction. Its value at time ¢ from the investor’s (risk taker) perspective will be
denoted by E,.

In pricing the non collateralized deal, we will make the following assumptions:

e The non collateralized derivative is closed with a counterparty with no default
risk, so that funding issues are analyzed in isolation from counterparty credit
risk.

e As assumed in [9], the hedger is not concerned about the changes in the
derivative upon his own default, but is concerned about the changes experi-
enced by the derivative due to changes in his own funding curve.

~

B(t, T) represents the value at time ¢ of a zero coupon bond issued by the deriva-
tive’s hedger.

A~

T
B(t,T) = 1{74 exp (—/ f(t, s)ds) + R(t,T) 1<y (2.58)
s=t

T represents the default time of the derivative’s hedger, f (t,T) the instantaneous
forward curve associated to the hedger’s funding curve and R(t,7") the recovery
rate for a zero coupon bond maturing at 7'

We assume that under the real world measure P, the evolution of f (t,T) is given
by

~

df(t,T) =yl (¢, T)dt + o (t, T) dAWE + 67 (¢, T) dZP (2.59)
1x nx1 1x mx1

Obviously, after 7, f (t,T) is no longer meaningful. Therefore, (2.59) only makes
sense before default.

Regarding the short term financing of the derivative’s hedger, its evolution will
be given by

dC, = #1Cydt + (1 — Ry)C,dNY (2.60)

Where 7; is the short term funding rate, R; is the recovery rate for short term
debt and N} = 1{7<1y a Poisson counting process with real world intensity A

As hedging instruments the hedger will use the set of vanilla instruments H; since
the product cash flows could depend on B(¢,T') and also a set of discount factors
associated with his funding curve. The set of funding discount factors will be
denoted by H,. The set of funding discount factors is necessary for the hedger to
become immune to changes in his funding curve.
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E, = a,H, + C, + ¢,H, + C,

Notice that ay H; + Cy = 0 since every component in H; is collateralized.

The fact that £, = ¢, H, + C; is what in [9] is called the self financing condition.
That is, incoming funds from uncollateralized derivatives are used to buy back
issued debt and outgoing funds from uncollateralized derivatives need to be funded.
In either case, the net issuance or buy back is such that the spread sensitivity of
the uncollateralized derivative matches the sensitivities with respect to the funding
curve of the debt issuance / buy back.

So that in every path in which the hedger remains not defaulted

pEdt + oFdWE + 6FdZF — By = oy (pfldt + ol dWF — Hyrodt)
et (u{f dt + o dW?F + 61dzF — Htftdt)
(2.61)
Notice that (2.61) is equivalent to the hedging formula obtained is previous sec-
tions for derivatives with non standard collateral. Therefore, 3; (funding current

account) and B(t, T) can also be seen as self financing portfolios denominated in a
fictitious foreign currency with the spot FX rate ((;) expressed in D/F following

dct = (7} — ?Qt) Ctdt
Notice that under the assumption of the hedger not being concerned to what

happens upon his own default, B(t,T) and B, behave as risk free (there is no
default dependence in their risk neutral dynamics) and can be used as numeraires.

2.7 Conclusions

e Multiple collateral schemes for deal denominated in a given currency imply mul-
tiple discounting curves (and their corresponding current accounts) for that cur-
rency.

e Current accounts, annuities and discount factors belonging to any collateral scheme
can be used as numeraires.

e From a pricing perspective, having N different collateral schemes for the same
currency is equivalent to having N — 1 additional currencies with zero volatilities
and whose drift is equal to the difference between the collateral rate chosen as the
standard one and the collateral rate of each of the other schemes.

e Assuming that the derivatives hedger is not concerned with his own default while
hedging derivatives, the hedger’s funding curve represents an additional discount-
ing curve that can be modeled the same way as the other discounting curves.
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Chapter 3

Interest rate curve calibration
and non arbitrage

3.1 OIS Curve Construction

An overnight indexed swap, OIS,is a contract between two parties in which one
party pays a fixed rate (the OIS rate) against receiving the compounded overnight
rate over the term of the contract. OIS indexed swaps are traded with maturities
ranging from 1 week up to 30 years. In the USD market from one week to twelve
months, an OIS swap has a single floating payment. For two years onwards OIS
swaps have annual coupons. OIS indexed swaps are traded with maturities ranging
from 1 week up to 40 or even 60 years.

There is a strong tendency in the market, to use an OIS curve to price (cash)
collateralized derivatives transactions.

Let us assume a swaplet within a OIS swap that accrues between dates t; and
tj+1. The payment of such a swaplet at ¢;;; will be

i+l

V(ti) =[] (1 +6ic) =1 — Kéju (3.1)
i=t;
N———’

t.
ft '.7+1 csds
~e J

where, ¢; is normally one day-length , (¢;1; — t;) is the number of days in the
accrual period and N the number of days in a year. K is the strike of such a
swaplet and 9,4, is the day count fraction for the swaplet.

In the post credit-crunch world, swaps are generally collateralized under the a
ISDA Master Agreement, with collateral rates being Fed Funds (USD), Eonia
(EUR), Sonia (GBP), etc.

43
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Let us define C(¢t,T) = e~ J"esds a5 the stochastic discount factor that accrues
at the collateral rate and let us assume a collateralized OIS swap with maturity
Ty that pays at times {¢;},;-1, . a the compounded overnight rate against a fixed
rate K. Its price today is

.....

tj

M
Vi(t) =D ER|C(tty) | [ (1+dicr) = 1= Kus; (3.2)
=t ;

j:l 1=tj—1

M t;
~ Z EtQ C(t, t]) (eftjl ceds _ 1-— KM(SJ):|

= Z [B(t7tj_1) — B(t,tj) - KM(SjB(tv tj)]

= B(t,ty) — Bt,tar) — KAy, (t) (3.3)

where B(t, tg) is the discount factor to the effective date and can be determined
by the overnight rate.

We have denoted by Q the risk neutral measure associated to the bank account
that accrues at the collateral rate. And,

EtQ (6 . csds)

j=M
Apin () =Y B(t,t
j=1
By solving for the last discount factor in equation (3.3),

Bt to) — K; Y2021 6;B(t,t;)
1+m@

If we would observe in the market N consecutive OIS swaps (each IRS only has an
additional payment respect the previous one), by using (3.4), we might calculate
iteratively the discount factors intervening in the N OIS swaps.

In general terms, this will not be the case and we will observe N interest rate
swaps in the market that will depend on M different discount factors. These N
IRS can be expressed as a linear combination of the M discount factors at different
maturities.

B(t,t;) = (3.4)

M
= ZCLJ'B(t;tj) Vi = 1,...,N
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Let T1,T5, ... Ty denote the maturities of the NV market IRS. In this case we must
have t; > T; (that is 7; indicates the OIS Swap start date).

In general, M > N so we will need to solve an undetermined linear system of
equations on discount factors such as

V =cB (3.5)
In general, in order to solve for (3.5) we have several options:

e Raise the number of equations by introducing synthetically more instru-
ments. (Interpolation on market instruments ..7)

e Lower the number of equations by choosing some pillar dates and inter-
polate in between.

e Parametrization of the interest rate curve.

e We might add constraints to the problem and look for a feasible solution
(Least Square problem).

What should we ask to the constructed OIS Curve ?

The discount curve extracted from the OIS market will be mainly used for dis-
counting future cash-flows. We will not estimate forward rates with such curve,
so the requirements for the construction of the OIS curve will be lower than those
for the estimation curve, as we will see later on.

We will require to the constructed OIS discount factor curve,

e Completeness: Reproduce all the relevant market instrument prices.

e The constructed discount factor curve to be both continuous and differ-
entiable.

e Local curve: If an input is changed, does the constructed curve only changes
nearby...?

e Local Hedges: Does most of the delta risk get assigned to the hedging
instruments that have maturities close to the given tenors, or does a material
amount leak into other regions of the curve?

A general bootstrapping algorithm might be,

Algorithm
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Let B(t,t;) be known for ¢; <T;_;.

Make a guess for B(t, T;).

Use an interpolation method to fill B(t,t;), T;,_1 < t; < T;.

Compute V; from the values of B(t,t;), t; < T;.

If v; equals the value observed in the market, stop. Otherwise return to step 2.
If i < N, set i =i+ 1 and repeat.

ARl o S e

Just remains to choose the interpolation rule ... !!!

Built Discount Factor Curve

— LINEAR DF  — LOG LINEAR DF

0.8

0.6 A

0.4+

0.2+

[=]

=)
& F & FF F T F

Figure 3.1: Discount Factor curve built up from Call Money Swaps.

3.2 Dynamics for the OIS rate

Let us set the non arbitrage dynamics for the OIS curve in a HJM framework. Let
us denote the instantaneous forward rate,

_Olog B(t,T)
oT

Since B(t,T') is a continuous function, it seems reasonable the following approx-
imation,

c(t,T) =

C9log B, T) 1 <B(t,T—A)) 1 (B@T—A) _1>

e, T) = o aAmles\ Tpa ) A\ e
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That is, ¢(t,T) is a martingale under the forward measure Qr
c(t,T) = EX"(c(T,T)) (3.6)
Let us assume the dynamics for ¢(¢,7") under Q to be,
de(t,T) = p®(t, T)dt 4+ o(t,T) - dAW(t)

where o(t, T) is a N-dimensional adapted process, and dW<(t) is a N-dimensional
Brownian motion under Q.

We look for the non arbitrage u®(¢,T'). By (3.6) we can express the dynamics for
the OIS rate under Qr as,

de(t,T) = o(t,T) - AW ()

And we know from the Cameron-Girsanov theorem, the relationship between Q
and Qr is

AW () = dW(t) + ( /t Ta(t, u)du) dt (3.7)

WO T) = ot T) - /t o (t, w)du

what defines the dynamics for ¢(¢,T) under Q to be,

de(t,T) = <a(t,T) : /tTJ(t, u)du) dt +o(t,T) - dWQ(t) (3.8)

3.3 Tenor Swaps Curves

A consequence of the 2007 credit crunch was the divergence of rates that until then
closely chased each other. We observe in the market, a set of IRS with different
maturities that pays a floating reference with different tenors. This swaps may
have either fixed/floating or floating/floating legs.
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From these market instruments, we should be able to estimate the different for-
ward curves for the different tenors (e.g 1m, 3m, 6m, ly).

To set notation, let us define a pseudo discount curve built from these instru-
ments by B, (t,T) ¥Ym = 0,..., M, where B)(t,T) is reserved to the discount
curve taken from the OIS market.

Let us assume all these instruments to be cash-collateralized in the currency in
which the instrument is denominated. Let us focus on a fixed/floating swap with
floating reference Fj(m) and maturity Ty.

Its price today will be given by,

N

Vi) =S ER [C ) (F ) - K§7)] (3.9)

j=1

Let us zoom in the price of the j-th floating payment.
That is,

m QTj m m
ER (Ot 1) F™ (t50)) = BOWG)E™ (F™(t50)) = BOw 1) F™ (1)

J

Where Fj(m) (t) is the strike that makes the value of the j-th FRA, that pays at

t; the libor with tenor m (that fixed at t;_;), to be worth zero. That is, Fj(m) (t) is
the j-th forward with tenor m, that will be defined later.
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So that we may express (3.9) as,

N
V() =D BO ) F™ ()8, — KR ALY, (t) (3.10)

=1

In order to solve for (3.10) the only unknown are Fj(m) (t) as BO(¢,t;) has been
previously obtained from the OIS market calibration.

Just notice that we may arbitrary define the pseudo discount factor curve B (¢, t;)
through the relationship

B (t,t; ) } 1 (3.11)

FMy = [ 2=t g~
0 {BW(t,tj) 5\

Just notice that equation (3.11) is an arbitrary definition not resting on repli-
cating arguments, as it was the case in the mono-curve world where we might
replicate the floating payment by going long and short in two deposits with differ-
ent maturities.

As in the case of the OIS construction, we might find the tenor curve, by solving
a either a non-linear system of equations on discount factors or a linear one in
forwards.

What should we ask to the constructed Tenor-Basis Curve 7

e Completeness: Reproduce all the relevant market instrument prices.
e Smooth forward curve.

e Local curve: If an input is changed, does the constructed curve only changes
nearby...?

e Stable forward curve: We can quantify the degree of stability by looking
for the maximum basis point change in the forward curve given some basis
point change (up or down) in one of the inputs.

e Local Hedges: Does most of the delta risk get assigned to the hedging
instruments that have maturities close to the given tenors, or does a material
amount leak into other regions of the curve?

Fixed Point iteration algorithm

Let’s explicitly denote the dependence of the N-th IRS price on the different
rates!' by,

'We talk about rates in an abstract way. These might be Zero coupon rates, libor rates, etc.
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Table 3.1: Zero coupon and instantaneous forward rates for different interpolations.
From top to bottom and left to right: Linear in DF, Log-Linear in DF, Hyman
Cubic Splines in DF interpolation, Hyman Local Cubic Splines in Libor.

Vv = f(R1,...,Rn)

Where {t;}{i=1,...n} denotes the pillar dates in the calibration.

Guess {R;}{—1,. n} to start the iteration
K=1
Do {
For Each IRS; Vj=1,...,N
Find RX such that V; = f (Rf,...,Rf)
R = RK
K=K+1

2
}While <}V S R - RE] < e>
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3.4 Dynamics for the Forward Curve

Let us introduce the instantaneous forward rate f™(¢,T) defined by the pseudo
discount factor curve B™ (¢, T)

B(m) (t,T) =e" I (tu)du
Let us define the instantaneous forward spread over the OIS rate as
st T) = f™(t,T) — FO1T)
Let us assume the dynamics for the spread under Q to be,
ds"™ (t,T) = pQ(t, T)dt + ™ (t,T) - AW (t)
We aim at obtaining pQ(t,T).

For this, let us focus on some non-arbitrage condition. We know from the previous
section that,

fOWT) = EX (fOT.T)), fOT) = EF (fONT,T)) (7)
what implies that the spread is also martingale,
s™(t,T) = E27 (s"™(T,T))

What means that we can express the dynamics for the spread under the forward

measure as,
ds™ (t,T) = o™ (¢, T) - AW (t)
And by (3.7),

T
ds'"™(t,T) = <o<m’(t,T> : / a“”(t,u)du) dt + o™ (¢, T) - dWQ(t)
t

Proof: fU"(t,T) = ER" (f")(T,T))
We have seen that,

B (t,t;1)
Bm)(t,t;)
—_———
&(t)

(m) ) _ -
F™(t) = —1 | 6! (3.12)

2This will be demonstrated below.
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must be a martingale under Q; (the measure associated to B (¢,¢;)). This will
imply that also,

&5(t) = el I s
must be also be a martingale. So we can express the dynamcis for ;(t) as,

dg; (1)

_ 4 Q;
S = oIV

So by applying Ito to

dlog§;(t)
(m) N — 2555\
df (tvtj) - d ( atjj )

we obtain,

dfU™(t, 1) = ¢;()dW Y (2)

3.5 Cross Currency interest rate curves

Let us imagine two economies denominated in currencies A and B. We have
seen, so far, two particular type of derivatives denominated in both currencies
and perfectly collateralized in the deal’s currency: Call money swaps, and tenor
interest rate swaps

From these instruments we have extracted the following information,

e OIS IRS Market: Discount factors for cash-collateralized derivatives BE?)’)A(t, T)

and Bg”(t,T)

e Tenor TRS Market: Pseudo Discount factors for estimation of floating
reference for cash-collateralized contracts Bé;‘;‘(t, T) and Bf ))B(t, T).

)
m

Where in Bé’)c(t, T), A denotes the currency in which By(-,-) is denominated,
C' denotes the currency of collateralization and (m) denotes the tenor from which
the pseudo-discount factor curve has been built up.

What happens when a derivative is cash-collateralized in other cur-
rency than that of the derivative ...7

Let us assume a derivative denominated in currency A, that pays at T" an uncer-
tain amount % of currency A, to be perfectly collateralized in currency B.

The price of such a derivative at time ¢ is
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VA = B e i ] (3.13)

where b,‘f‘ "% is the cross currency basis.

Is there any market instrument providing us with such an information
(derivatives denominated is currency A and collateralized in currency
B) so that we can infer both curves Bé’)B(t, T) and Bé’f(t, T)?

The answer is yes ..!. The cross currency market gives us prices for cross
currency swaps that are cash-collateralized in only one currency.

Let’s denote a par floating/floating cross currency Swap to swap flows in currency
A plus a spread s, in exchange for flows in currency B with maturity 7y and
collateralized (both legs) in currency B by CCSAP(t, Ty).

The price today, at t, of the B-denominated leg (collateralized in B), can be
expressed as,

ZE (CB (t,t;) Fj(m)’B(tj_l)> o8

= Z BEB(t,4,)F"™P (t)6F (3.14)
j=1

Where in the last equation everything is known as B%5 (¢, t;) has been boot-

strapped from the OIS IRS market and Fj(m)’B(t) has been calculated from B-
denominated tenor IRS, liquidly quoted in the market.

What happens to the A-denominated leg ...?7

The price today of the A-denominated leg (collateralized in B), can be expressed
as,

VB (1) ZEQA[ et (pA ) 4s) | o
- 27 (A
Z 0 kY (ij’ (tj—1)> +s| 6 (3.15)
- Fim;g’B(t)

J

where use has been made of the Radon-Nikodyn derivative in moving to the
forward measure,
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aQ* oI (elt+bu)du

—Ag(tj ~ LAB AB
thj B(O) (tjvtj)/B(o) (tatj)

Where the measure Qé’B is the one associated to the Zero Coupon Bond denom-
inated in A and collateralized in B.

Fj(m)’A’B(t) denotes the strike that makes zero the price of a FRA denominated in

A and collateralized in B. That is, the A-denominated forward with tenor m of a
FRA contract collateralized in currency B.

Notice that in (3.15), we have 2 unknowns, neither B((‘]SB(t, t;) nor Fj(m)’A’B(t)
are known and we must find them.

But we just have only one equation ...!!!

Let us reduce the dimensionality by assuming independence ...!!!

3.6 Independence between bf 5 and c

If btA B and ¢ are independent,

BAB(t,t,) = B2 (6_ IS (C“bf’B)d“) = B2 (6_ IS cfd“) ER (e_ IS bfﬁdu)

N J/

¢A’§?t»tj)
= By (t,1;)¢™ P (1, 15) (3.16)
And
foB m),A Qf-ﬂA m),A dQSVB
B, [Fj( ) (tjfl)} =B | F"M ) dQ—A’A(tj)
tj

AA
ML) Qe "
i e Bt A )] = F )

Where both BA44(¢,t;) and Fj(m)’A’A(tj_l) have been calculated from the Call
Money Swap Market and the Tenor IRS, and the only unknown is ¢*5(¢,¢;).

As in the case of (3.5) we should solve for a linear system of equations in ¢.

Notice that under the assumption of independence between bf B and
¢, the only unknown is qbf ’TB as the forward tenor becomes independent
of the collateralization scheme.

Conclusions:
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e The Cross currency market provides information about the cross currency
basis, once the OIS and tenor basis has been constructed in both currencies.

e Under independence, the forward libor does not depend on the collateraliza-
tion currency, and all the Xccy basis information lies on one of the discount
curves. The Xccy basis information is easily separable from this discount
factor curve (term gbf D).

CCY BASIS 1Y

What should we ask to the constructed Xccy Curve gzﬁf EFB ?
The Xccy curve will be used for discounting purposes, so the requirements for the
construction of such a curve will be the same as those required to the OIS curve.

We will require to the constructed OIS Xccy curve,

Completeness: Reproduce all the relevant market instrument prices.

The constructed Xccy Curve should be both continuous and differen-
tiable.

Local curve

Local Hedges
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3.7 What happens when we want to price deriva-
tives denominated in B but collateralized in

A?
So far, we have been able to find from market instruments,

e OIS Market: B44(¢,T) and BPB(¢,T)

e Tenor Market: B%A(t,T) and B&?(t,T)

(m)

A,B m),A,B m),A,A
S, 1), PP = pim)

e XCcy Market: B( ) i

° Bg’)A(t,T) .. 7 is there any any Market to retrieve it from ..7:

Imagine we would want to calculate Bf)’)A(t,T ). For this, we would need an
instrument denominated in currency B and collateralized in A in order to recover,

B(?)v)A(t’ T) e E?B <€7 ftT<CSB+bB’A(S))dS>

As there might not be such an instrument, we will be forced to take some
assumptions.
Before exploring this, we formulate the question:
is there any relation between st’A and bf’B 7.
The answer is yes. For this, let us think of an over-night FX forward. The price
at inception of this contract is zero, so there is not need for posting collateral along

the life of such contract (i.e one day). This will imply that the forward of such
contract will be independent of the collateralization mechanism and hence,

bioP = —pPA (3.17)

The easiest assumption we might take to infer Bf :’FA in a illiquid market where

the only input available is Bf :’FB is to assume that the price of a Cross currency
instrument is independent of the collateralization currency (i.e the FX
forwards are independent of the collateralization scheme).

Under this assumption, how would ¢f ’TA look like ..?7

To see this, let us think of a FX forward to exchange 1 unit of currency A in
exchange of K units of currency B at a future time, 7. (Just note that K is the
forward rate B/A)

Collateralization in currency A:
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Assuming that the collateralization is made in currency A, the forward rate be-
comes,

BAA(,T)
KB/AA — x P20l 3.18
t BB’A<t, T) ( )
Collateralization in currency B:

Assuming that the collateralization is made in currency B, the forward rate be-

comes,

B/A BA’B<t7 T)

KBAE - x2S 2 3.19
t BB’B(t, T) ( )
Under the assumption K(B/4)4 = [B/A)B e have the equality
B4, T)  BAB(t,T)
BBA(t,T)  BBB(t,T)
Which implies,
[ [e—fthf‘BdS} ! (3.20)
N | Qr’ [ 7fTbSB’Ads]
~ E, e Ji
(z);:’TB N ~ _
i

Where, @?’A and Q2" are the measures associated to the numeraires B4 (¢, T)
and BPB(t,T) respectively.

As we have seen, bf -
true when,

P A what implies that equation (3.20) will only be

AB _ (TAB
oo =€ Je v s

B,A TbA’B
b1 = ele " ds

Or what is the same,

as long as b;"" IS DETERMINISTIC ..!!

Proof:
We will see under which assumptions equation (3.20) is true. For this, let us
expand
QP [ — [T bBAds By Q[ GA/B — [TbBAds
EtT [6 t oe :|: mEtT XT e Jt 7% (321)
X Bt,T
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Where )_(7;4 /% is a non-standard FX such as,

dx;M?

A/B
W = (C?—Cf) dt+0t/ dWQA(t)
t

By substituting into (3.20),

BA’A A,A ’ AA )
e BT [e_ I Bds} B [X;‘/ B J] b7 “‘ds} 1=
X Bt,T
B:‘jﬂA QAA S A/B AA T A B S A/B T,BA,
m [Et T <XT ) — Cov™ (eift s SXT ,efft s s)} (3.22)
X Bt,:’F

By taking into account that,

B () = xp
identity (3.22) is fulfilled as long as
Cov®4 <e* I b?’BdSX?/B, eI bE’AdS> —

But this covariance is zero only in the case the volatility for the Xccy
basis is zero. So the Xccy basis must be deterministic in order to make the FX
forward independent of the collateralization scheme.

Under non-zero volatility, the different FX forward will depend on the collateral-
ization currency and will be related by,

K (B/A),B

AA
— T = [1 — —Bt’T Cov™4 (e_ ST v Pds g AIB o)) bSB’AdS)] (3.23)
K (B/A),A — o T '

A/B »B.,B
Xi Bt,T

That is, the FX forward under collateralization in currency B is equal to
the FX forward under collateralization in currency A plus a convexity
adjustment.

3.7.1 Summary:

e In general terms, we will not observe market instruments that give
information about Bf 7’1’4. So in order to recover these prices we will be
forced to take some assumptions.
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e One simple assumption is to consider market FX forwards to be inde-
pendent of the collateral currency. Under this assumption, we recover
prices for BtB gpA very easily.

BA BB 1
Bt,T = Bt,T AB
b1

e This assumption is only consistent with deterministic Xccy basis spreads.

e Under non-deterministic Xccy spreads forwards will depend on the col-
lateralization strategy, through a convexity adjustment.

3.8 What happens when we want to price deriva-
tives denominated in A but collateralized in

C from BAP(t,T) and BY5(t,T) ?

It is common to see different cross currency swaps to be collateralized in
the same currency (usually the USD). In our case, imagine we observe in the
market, cross currency swaps on (A, B) and on (C, B) both collateralized in B.

These cross currencies give us information about BE?)’)B(t, T) and B(%’)B(t T).

Is it possible to infer a relationship for bf’c ?
The answer is a clear yes in the Over-night FX market. We know that an
overnight market /' X forward is independent of the collateralization scheme.
This will imply that the following relationship between forwards must be fulfilled:

A/B

A/C t,t+dt
Xt,t/ert = C/B (3.24)
X vt

Where X, ;14 denotes the over-night market FX forward.
Expanding terms in (3.24),

A,C A,B

sarcl+ (et + b )dt _ ALt (et +b7)dt
! 1+ cfdt ! 1+ cPdt

1 1+¢f

x4 (ctc + bf’B) dt

(3.25)

What implies that
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AC _ ;AB C,B
by =b — b

Note, that this identity must be fulfilled in order to preclude arbitrage opportu-
nities in the over-night FX forward market.

In order to get a relationship between long-term cross currency basis, let us
imagine a FX forward to exchange currencies A and C where both legs are perfectly
collateralized in currency B.

In this case, the identity

A/B
A/C t,T
XM = <7 (3.26)
t,T

is true as long as every FX forward is collateralized in currency B. As we
did before, if we make the FX forward independent of the collateralization scheme,
equation (3.26) will be true always.

So let us make the following assumption,

Let us assume the FX Forward to be independent of the
collateralization scheme ...!

Under this assumption, we obtain the following relationship between the different
Xccy basis spreads,

A,B

A,C T

LT = B (3.27)
t T

X, X
X,Y Q ’ _ T XY
Where ¢; 7 = E,’" [e Je b5 ds}

Under this relationship we can triangulate discount factors by the identity,

(3.28)

But we should notice that,

relationship (3.27) will only be satisfied for deterministic XCcy basis
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3.8.1 Summary:

e In general terms, we will not observe market instruments that give
information about BZ1 " So in order to recover these prices we will be
forced to take some assumptions.

e One simple assumption is to consider market FX forwards to be inde-
pendent of the collateral currency. Under this assumption, we recover
prices for Bt’i‘ :’FC very easily.

A,B
AC _ pocur
Bt,T _Bt,T BC’B

tT

e This assumption is only consistent with deterministic Xccy basis spreads.

Call Money Swap Market Tenor Basis Swap Market

BAMW,T), B22(t,T), BO(t,T) Bl (6 T): BL(4.T), BES(t,T)

‘ INDEPENDENCE ‘

I

‘ Xccy Swap Market ‘

BASH.T), BECQ.T)

i INDEPENDENCE l

| Assumption ‘ | Assumption |

B4 1), B5B@, 1) BAB(t,T), BBA(L,T)

Figure 3.2: Xccy Curve Calibration Diagram.

3.9 Dynamics for the cross currency basis spread.

It this section we derive the non arbitrage dynamics for the instantaneous forward
cross currency basis. For this, let us remind the price of Zero Coupon Bonds
denominated in A-currency and collateralized in both A and B to be,
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BM(t,T) = E2 (Ca(t,T))
BYP(t,T) = B (OA(t,T> = bst) = BM\(t, T)ER" (e—ff bsds)
= Bt TP (¢, T) (3.29)

Just notice that no independence assumption has been made in the last expres-

sion.
On the other hand, we have seen that we can define the dynamics of B44(t,T)
and B4B,

AA
dBBAA—((tf’jz;) = CA(t)dt — 2A7A(t,T) . dWQ<t)
Cf:f—(%f)) = (ca(t)dt + b)) dt — XA p(t,T) - dWR(t) (3.30)

for arbitrary N-dimensional adapted processes ¥4 4(¢,T") and ¥4 5(t,T).
Let us assume the dynamcis of cbfpr to be under Q,
dgyy”
o
By taking differentials to both sides of (3.29), and taking into account (3.30), we
obtain

= p2dt + Sy, T) - dW2

B (e 4+ be) dt = Sap(t,T) - W] =

B (et + nd () + Taa(t,T) - Dg(t, T)) dt = (Saalt, T) + Ty(t, 7)) - a2 |

(3.31)
what forces the dynamcis of ¢ (t,T) to be,
d¢A7B(ta T) Q

where we have denoted

Yp(t,T) = (Zaat,T)—2aptT))

if we express ¢B (¢, T) in terms of the instantaneous cross currency basis forward
b5 (t,T) by,
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9log MB(1,T)
or

bVAB (L, T) =

it can be seen that,

A (t,T) =[(04(t, T) + oan(t,T)) - Sp(t, T) + op(t, T) - Laa(t, T)] dt
+0u(t, T) - dAWR(2) (3.33)

where we have denoted ox (t,T) = az’gﬁm
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Chapter 4

Review of dynamic credit
modeling: CDSs and Bonds

4.1 Introduction

Counterparty credit risk (CVA) and funding (FVA) imply the management of the
credit risk of our counterparties and also of our own credit risk *. Therefore, a
section reviewing credit risk modeling and management is crucial.

In the following chapters, we will deal with credit default swaps and bonds of our
counterparties, but also bonds issued by ourselves (derivatives hedger). We tackle
each of these.

Derivatives hedgers replicate non collateralized derivatives in different currencies.
Therefore it is also mandatory to analyze the relationships of funding spreads for
a given debt issuer in different currencies.

4.2 Collateralized credit derivatives

In this section our aim is to derive the PDE followed by collateralized credit deriva-
tives written on a generic credit reference.
We assume that under the real world measure P the short term CDS spread h;
follows
dh, = p;dt + o, dWF Short term CDS spread

We will explore the hedging of both components of credit risk (spread risk and
jump to default risk).

E; will represent the value of the collateralized credit derivative from the investor
perspective.

! Assuming that we are in the position of a derivatives hedger.

65
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Obviously Ey(t, hy, N})

N = 1{;<s represents the default indicator function where 7 is the default time
of the underlying reference credit.

We assume N} to have a real world default intensity A} (will it be relevant?).

Therefore

OE; 1 ,0%F; OE, P
Ey=— = AFEdN,
d t at dt Ut ahQ dt t+ 8h dht —+ td

Theta Spread risk

Jump to default risk

Where AFE; represents the change in E; on default.

The two sources of randomness (dh; and dNF) will have to be hedged with two
different credit derivatives.

* One of them will be a short term credit default CDS(¢,t + dt). h; will be such
that CDS(t,t + dt) = 0. Tts differential change will be given by:

dCDS(t,t + dt) = hydt — (1 — R)dN;}

R will represent the recovery rate.

* The hedger should also trade on another cash collateralized credit derivative
(such as a CDS) H; (NPV as seen by the hedger) such that

0H, 1 ,0*H,

H
0 Ldt + —Ldh, + O't a2 dt-l—AthNP

ity = i+ 5

Where AH, represents the change in H; on default.
The hedging equation will be

Et = Oéth + 'thDS(t,t -+ dt) + 5t
Where 3; represents cash held in collateral accounts. «; and +; the amounts to

trade on each one of the hedging instruments.
We assume both E; and H; to be collateralized in cash, so that:

dp; = ¢ Bydt — cyay Hydt  ¢; represents the collateral accrual rate

¢; is typically the OIS rate.
So that the hedging equation in differential form is
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Biedt + Gtdhy + S0 hedt + AEANY =

o (Ledt + Yhedn, + S0P Sl dt + AHANY)
+7¢ (hedt — (1 = R)dNY)

—f—CtEtdt - CtOéthdt

In order to be hedged, the random terms dh; and dN} should be canceled. In
order to do so

OF;
o = Ohy -« AHt o AEt
t= oH, Ve = 11 R )
Oht
So that
2 2
12N - oHy ’
Ohyt Ohyt

Adding 4 and dividing by o; both sides of the last equation we obtain what could
be interpreted as the expected excess return of the derivative over the collateral
rate divided by the the derivatives volatility factor, therefore

OBy | pOE; , 1 20%E; | hy _ 0H; |, pOH; , 1 _20%Hy | hy .
i theon, T30 Gz TToRABale Tt gy a0t G g Atl—adh
OE; - OHy = M(t7 ht)
Tt Bhy 9t Bhy

(4.3)
Since the ratio must be valid for any credit derivative (H; and E; are two generic
payoffs), then it must be just a function of ¢ and h;. M; = M (¢, h;) will be called
the market price of credit risk.
Therefore, the PDE followed by any credit derivative must be

oF OF;, 1 ,0°E h
T U M) G i g AP o B0
Drift ' ! ~— Discounting

Default intensity

Notice that A has disappeared from (4.4).

That equation implies that the cash flows of cash collateralized credit derivatives
should be discounted at the OIS rate ¢;. This reflects the fact that we can finance
the purchase of cash collateralized credit derivatives at the OIS rate.

In the case of a credit default swap, the NPV would be given by:
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n tj
S R
=1 s=t
ti’remium leg . (45)
—(1—R) Ey [/ exp (—/ c(u)du) Lire(s,s+ds]} ft]
s=t u=t
Defa:lrlt leg

In a measure Q under which the default intensity is given by 1litR and the drift
of hy is yf — oy M.

The last equation is used to obtain risk neutral default intensities from CDS
quotes.

4.3 Bonds

When dealing with bonds, things are a little bit different. First we have to establish
a relationship between the short term financing rate f; and the short term CDS
rate hy. In order to do so, we compare two different strategies:

e Selling protection at time ¢ with maturity ¢ + dt.

e Buying a bond at ¢ maturing at time ¢ + dt through a REPO transaction
maturing also at time t 4 dt.

Both strategies imply a net cash flow at time ¢ equal to 0. At time ¢ + dt, the net
cash flows are (assuming 7 > ¢):

CDS: htdt - (1 — R)l{T§t+dt}

REPO: (1 + ftdt)1{7>t+dt} + Rl{TSt—f—dt} - (1 + Ttdt) =
= (1 + ftdt) - (1 + Ttdt) - (1 - R+ ftdt)l{rgtert} =
= (ft - Tt)dt - (1 - R)l{TStert}

Where 7, is a short term REPO rate on a short term bond maturing at time
t + dt. Therefore:

\h/t/ = ft — Ty (4.6)

Short term CDS spread Short term financing rate ~ Short term REPO rate

Which yields
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2= fi— o = hy +  (r—c)
—— ~— ——r
Short term funding spread over Eonia Short term CDS spread  REPO / OIS basis

So that the bond CDS basis is determined by the difference in the rates at which
credit derivatives and bonds can be financed.

— Iy = Tt — C
Bond / CDS basis REPO / OIS basis

Therefore, in order to obtain the PDE followed by defaultable bonds we should
keep in mind that collateralized credit derivatives are financed at the collateral rate,
whereas bonds purchases are financed at REPO rates that might differ between
different bonds.

So that if we wanted to replicate a cash collateralized credit derivative (E;) with
a coupon paying bond (B¢(t,T)) and with a short term bond (B(t,t + dt)), the
hedging equation will be given by:

Ey = a,BC(t,T) +vB(t,t +dt) + B

B¢ will be comprised of:
e [, due to the cash collateralized derivative accruing at c;.

o —a;BY(t,T) due to the short term REPO to finance the bond purchase that
accrues at rl (short term REPO rate on bond BE(t,T)).

e —B(t,t + dt) due to the short term REPO to finance the bond purchase
that accrues at 7, := r; " (short term REPO rate on bond B(t,t + dt)).

In order to simplify the algebra, we assume that the only stochastic factor affect-
ing the price of bonds is h;, although changes in REPO rates will also affect those
prices. We assume that both ¢; and r] are deterministic. Therefore, the hedging
equation will be given by:

Ot + Gt dhy + S0 B dt + AEANY =

(4.7)
+yB(t,t + dt) (fidt — (1 — R)dNY)

e Bydt — rT oy BE(t, T)dt — 1y B(t,t + dt)dt

Where we have taken into account that dB(Ef tfit fidt — (1 — R)dNY
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ABC(t,T) is the jump on B(¢,T) on default.
In order to be hedged

Oy c
o = =2 __ B(tt+dt)—ozAB t.T7)_ AE (4.8)
t= apouny  P\b T 1R 1-R ‘
Ohs
Plugging (4.8) into (4.7) and taking into account (4.6)
%+;Lf%+%at2%+l—ﬁ%AEt—cﬂst aBgit’T) +ul 332,5?”4—%0? BQBOC;L(;’T)+1—}itﬁABC(t,T)—r;TBC(t,T)
UtLEtL - 550 (1.7) = M(t, ht)
Ohy ot Ohy
(4.9)
So that the PDE followed by bonds is:
dBC (t,T) P aBC(t,T) 1 ,8?B(L,T) hy c T c
o5& 1) oM ) - ’ ABC(t,T) — BC(t, T)=0
ot "F(Nt o ) Ohy 5 on? — R (t.T) lt/’ t.T)
g — Discounting
Drift Default intensity &
(4.10)

(4.10) implies that the cash flows of bonds should be discounted at the particular
bond short term REPO rate r]. This reflects the fact that we can finance the
purchase of bonds at REPO rates.

So that the price of a bond would be given by

n tj tn
02%1{7>t1} exp (—/ TSTds) + exp (—/ TSTds) 1{T>tn}‘]—"t]
s=t s=t

Jj=1 -
7

/

BE(t,T) = Eg

(&

~
Bond coupons & notional

tn S
+ Eg {/ R(s,T)exp (—/ rgdu) Lire(s,s+ds]}
s=t u=t

g

Recovery leg

(4.11)
In a measure Q under which the default intensity is given by -t and the drift

1-R
of ht is ILL]EJ — O'tMt.
R(s,T) is the recovery rate of the bond maturing at time 7" if 7 = s.

4.3.1 Implied REPO curve calibration

If we assume that the short term REPO rate for a given bond issuer does not
depend on the particular bond, the implied REPO curve for a given issuer could
be obtained in the following way.

e Obtain the risk neutral default intensity through OIS quotes and CDS quotes
with the help of the CDS pricing equation, assuming a given recovery and a
given interpolation assumption.
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e Use the risk neutral default intensity curve together with bond quotes and the
bond pricing formula to bootstrap the implied REPO curve. An interpolation
assumption would also be needed.

The implied REPO curve:

e Should be used to discount bond cash flows (after adjusting the survival and
default cashflows by their corresponding risk neutral probabilities).

e Should be used to discount cash flows of derivatives collateralized in bonds
(taking into account the probability of default of the bond issuer and the
implications in the collateral scheme ?).

e Help us to model the bond-cds basis in a possibly dynamic pricing framework.

4.4 Own debt

The results obtained in section 4.3 are valid when we are trading on someone else’s
debt.
When trading on our own debt:

e We will have no access to the CDS market written on our debt (We won’t
be able to sell protection on ourselves).

e We will have no access to the REPO market (We won’t be able to get fi-
nancing leaving our own bonds as collateral.)

e We will have no access to the recovery lock market written on our debt.

Therefore the risk neutral dynamics imposed by (4.10), that depend on magni-
tudes implied by markets to which we do not have access, seem not to work when
we are managing our own debt.

What do we mean by managing our own debt?

Cash flow matching of our assets and liabilities such that the bank meets its
current and future cash-flow obligations and collateral needs (assets / liabilities
management).

Let’s assume that a bank has issued debt with both short term maturity (B(t,t+
dt)) and long term maturity B (¢, T).

Let’s assume that we needed to issue (or buy back) debt with a given coupon and
maturity S with a notional N.

2What happens with collateral if the asset used as collateral defaults
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Can we dynamically replicate the issuance (or buy back) of a bond with maturity
S # T with a net issuance (or bay back) in B(t,t + dt) and BY(¢,T)?

In a one factor world, yes. In a n factor world, we will have to trade on n + 1
issued bonds.

The hedging equation would be:

NBC(t,S) = N (wB(t,t + dt) + QB (t,T)) (4.12)

In (4.12), N > 0 represents a buy back and N < 0 an issuance.
The differential change of both sides of the hedging equation under the real world
measure would be given by

dBC(t,S) ,  OBC(t,S) 1 ,0°B(t,5) c P
g dt + o, dhy + 3 t—ah3 dt + AB%(t,S)dN,
and
weB(t, t +dt) (fedt — (1 — R)dNy) +
OBC(t,T) ., 9BC(t,T) 1 LB, T) ¢ P
9 ? ? T N
Qt< ot + ah dhy + 507 o7 dt + ABC(t,T)d t>

Notice that in (4.12) there is only one free parameter. Therefore we won’t be
able to hedge both the spread and the jump to default risks simultaneously.

In addition, the jump to default risk will not be experienced by ourselves. There-
fore, leaving the d N} term unhedged is not a concern.

We will remain hedged on every path under which we remain not defaulted.

SNt 4 25 0S) g, + Lo TS gy
(4.13)
= wB(t,t + dt) fudt + Q (BB 1) gt 4 252 LD dhy + 1 faBa—th)dt)
In order to hedge the spread risk:
dBC (t,5)
_ oh
Q= OBC(t,T)
dhy
Which together with (4.12) and (4.13) imply
aBC (t,1) u]pBBC(t.T) 142 2B (¢, 1) L BC (4T 63(:;(6,5) P@Bc(t 3) 1 29 Bcét S) 1,55
ot Moy T2 Ohy feen = - 8+Bc(t S) o R — MOP (¢, y)

oBC (¢+,T)
7t T Bhy 9t T Bhy

(4.14)
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Where MOP(t, h,) represents the market price of risk of our own debt. So that the
PDE followed by our bonds is:

OB(t,T) 4 OBC(t,T) 1 ,0°BC(t,T)

: MPP) —— " 4 o] —— 1 — BE(t,T) =0

T AL i LT Jo BT
Drift Discounting

(4.15)
Notice that the risk free dynamics of our own debt reflected in (4.15) do not
depend on REPO rates, recovery rates and has no default indicators.
So that the price of a particular bond would be given by

Ci’yj exp (— /:t fsds) T exp (_ /s: fst) ‘}—t] (4.16)

j=1

B(t,T) = Eq

Bond coupons & notional

Equation that can be used in order to bootstrap the derivatives hedger’s funding
curve.

4.5 Funding rates in different currencies

In this section we will establish a relationship between the funding rates of a credit
reference in different currencies.

Let’s assume that the short term funding rate in a given currency D is represented
by fP. ¢P will represent the short term OIS rate in D. Therefore, the spread over
the OIS rate in currency D will be given by

D D D
s, =f —¢

4.5.1 Quanto CDSs

Before exploring the relationship of funding rates of a credit reference in different
currencies we will tackle the relationship of CDS spreads.

Let’s assume that there are short term CDSs written on the credit reference
and denominated in currencies D and F with short term premiums h” and hl".
CDSP(t,t+dt) and CDS* (t,t+dt) represent the net present values of both trades
in their respective currencies D and F. hP” and h!" are such that both NPVs are
0 at 7.

We will analyze the most general situation under which the default of the credit
reference has an impact on the FX rate between currencies D and F'. If X; repre-
sents the FX rate expressed in D/F.
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We will assume that under the real world measure IP the evolution of X, follows

dX, = ST Xydt + o X, dWF +(JF — 1) X, dNF

dXy
Where £, is the real world drift, o the FX volatility, NF = 1{7<¢ the default

indicator of the credit reference and JF — 1 the jump experienced by the FX rate
upon default of the reference credit. Therefore:

X, =X, J.

Notice that J; is uncertain (an additional risk factor). Let’s see how we can
hedge this risk factor.
The changes in both CDSP(t,T) and CDS* (t,T) measured in D and F respec-

tively are given by

dCDSP(t,t +dt) = hPdt — (1 — R)dN;
dCDST(t,t +dt) = hf'dt — (1 — R)dNY

The NPV of CDS*(t,T) measured in D is given by X,CDS¥(¢,T). Therefore
the differential change of CDS* (t,T) measured in D can be obtained applying
[to6’s Lemma for jump diffusion processes:

d (X,CDS"(t,t +dt)) = X;hy dt — (1 — R)X,J; AN}

If we sold protection with a notional of D 1 in the short term CDS denominated
in D and bought protection with a notional of F' 1/X; (D 1) in the short term
CDS denominated in F', the differential change of the whole portfolio expressed in
D would be:

dr, = (hf — hf)dt — (1 — J7)(1 — R)dN; (4.17)

Therefore, with opposite trades (and equal notional) in short term CDSs denomi-
nated in the two different currencies, we can hedge the sudden change experienced
by the FX trade upon default of the credit reference.

Let’s now explore the relationship between CDS premiums in both currencies.
In order to do so, we will assume that we want to replicate a cash collateralized
credit derivative written on a reference credit and denominated in the foreign
currency F' with credit derivatives denominated in the domestic currency D. FE;,
will represent the NPV of the derivative to replicate in currency F'. Therefore, the
NPV expressed in D will be given by

X By
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So that its differential change will be given by (applying It6’s Lemma for jump
diffusion processes)

Where dX,; and dE, represent the continuous change of X; and F; respectively.
A (X E;) represents the jump of X;E; upon default.

Again, in order to simplify the algebra, we will assume a one factor world, that is,
we assume that the dynamics of the CDSs curves in both currencies are governed
by a single factor, the short term CDS spread in currency D. Nevertheless, the
results obtained also apply in a more general setting. In this one factor world,
we must assume that the short term CDS spread h! is a deterministic function of
both t and h”, that is

hy = G(t,h)

The most simple form of G would be hl' = Jt(@htD , where J? is a non negative
deterministic function of time.
So that the differential change of X, F, would be given by

d(X.E,) = X, ( OB dnp + EhEtdt> + EdX, + pol X0 2B dt + A (X, E,) AN}
(4.19)
Where £, = 2 + 1 8(i;)2 (012 and p; the instantaneous correlation between hP
and X;.
Let’s assume that we just used as hedging portfolio two cash collateralized credit
derivatives denominated in D (one of them being a short term CDS). The hedging
portfolio would be:

EtXt = O[th + "}/tODSD(t, t + dt) + ﬂtD =+ XtﬁtF

Where H; is the NPV of the credit derivative denominated in D and used as a
hedging instrument, «; the notional to trade on H,, C DSP(t,t+dt) the short term
CDS denominated also in D, ~; the notional to trade on CDS(t,t + dt), fP and
B amounts posted by the hedger as collateral in both currencies.

The values of the amounts posted as collateral by the hedger in currencies D and
F are given by

ﬁtD = —o M,
(4.20)
Bl = E,

Notice that we assume CDSP (¢, t + dt) = 0.
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The differential change of H, is given by

H,
dH; = %dhf’ + L, Hydt + AH,dN; (4.21)
t

Where AH;dN} is the change in H; upon default of the underlying credit refer-
ence.

The differential changes in CDSP(t,t + dt) and S are

dBtD = CtD Bedt

(4.22)
dCDSP(t,t +dt) = hPdt — (1 — R)dN}
And the differential change in X;3}
d(Bf Xe) = BFdX, + XdB] + AXB])
(4.23)

= BFdX, + I X, BFdt + (JF — 1)X,8FdNE

So that the hedging equation in differential form would be given by

Xi ( g;gs dhp + £hEtdt) + EidX; + prof X0 g;i,g dt + (X:(J} — 1)(E, + AE,) + X, AEy) dNF

- o ( 25 dhp + Ly Hydt + AthNF) —cP oy Hydt +v, (hPdt — (1 — R)dNT)

agP dCDSD (t,t+dt)

+ EdX, + cf Xy Bydt + (JF — 1) X, EydNY

d(X:Bf)

(4.24)
In the last expression there are 4 different risk factors (dhP, e JE, dNY).
Notice that dX; is canceled since the FX risks of the derivative F, and the money
posted in the collateral account in F' are matched. There are 3 risk factors re-
maining and just two degrees of freedom «; and 7;, so that we will not be hedged.
We need an additional hedging instrument that also has exposure to JI. This
additional instrument could be a short term credit default swap denominated in
F, so that the hedging equation would be

E,X; = a,Hy, +CDSP(t,t +dt) + ¢ X,CDS" (t,t + dt) + P + X, B

And in differential form:
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X, ( gff,; dhP + EhEtdt) + EidX; + prof X0 g}gg dt + (Xi(Jf — 1)(E + AEy) + X, AE,) dNY

. ( Sl dhp + Ly Hydt + AthNF) —cPoyHydt +v, (hPdt — (1 — R)dNT)

agp dCDSP (t,t+dt)

+e (Xihi dt — (1 — R) X, J{dNY)

d(X;CDSF (t,t+dt))

+ EydX, + cf X Bydt + (JF — 1) X, E,dN}

d(XB])

(4.25)
Canceling and rearranging terms:

X, ( i dh + LrEudt — cf Etdt) + prof Xeof* G dt + XoJf AENF

= oy ( g{ig dhP + Ly Hidt + AHdNF — ctDtht> + ¢ (hPdt — (1 — R)dNF)  (4:26)

—+€4 (Xthfdt — (1 — R)XtJFdNF)
In order to be hedged:

OB, _ . OH,
Xegnb = Qb

AEt = —(1 - R)Et
Which implies

P
LhE; — o B+ AE G + polol 55 £,H, + AH, 2 — P H,

o (1.28)
ohP ohy
Adding the real world drift of 2P to both sides of the equation and dividing both
sides by ol

F
OBy | hPOE; | 1, p\2 0°E; hi h X 9B _F
2t TH: ah?+§(0t) a(hP)g'*‘AEtl,R'*‘PtUtUt onD G Eq
h OEt
Tt onp
OH, , hPOH; , 1 o 0%2H; ht D
ot gD Pt g pp TR A e MP(t. hD
- h OHy - (tv t)

ag
t D
Ohy
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Where M (t, hP) is the market price of credit risk in D.
Therefore, the PDE followed by collateralized credit derivatives denominated in
F' is given by

OE, 1 ,., 0°F e
1 AE B -
anp T2 gt Ak e B =0

OF
attWL(M — MP(t,hi)ot + proo; >

The solution to the last PDE for a credit default swap with the corresponding
terminal condition is

> il oxp <— / cx dS) ’E]
]:1 s=t

g

Premium leg (430)

tn s
_(1 - R) EQ |:/ eXp <_/ qujdu) 1{T€(s,s+ds}} th:|
s=t u=t

Defatlrlt leg
In a measure Q/ under which the drift of h? 1s given by " — MP(t, hP)ol +

Ptat Ut
that compared to Q, under Q7:

(&

R. It is important to emphasize

e The drift of hP changes by the regular Quanto adjustment.

e The default intensity changes from % to %.

At this point it is convenient to gain some intuition relative to the meaning of
the difference between h!" and hP. In order to do so, we go back to the portfolio
consistent on selling protection in currency D and buying protection in currency
F with equal notional measured in D. The NPV at time ¢ of this portfolio is
0, therefore the expected value of its change under measure Q must also be 0.
Therefore

0= Eq [(h? — hFYdt — (1= J,) (1 - R)dN,

dl

ED(l_R)lh—tDR

Where we have taken into account that under Q the default intensity is given by

= (P = nf)dt— (1= Eg | dt
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hF

I = Eg |, W

-

That is, the ratio 3 b is related with the expected value of the jump experienced

by the FX rate upon default of the credit reference.
Under measure Q, the following ratio should behave as a martingale

B Xy
By

Therefore, the risk neutral drift y, * of X, is obtained by imposing the martingale
condition

Eq {d (ﬁt Xt) \ft} = Vg? (e = @ +uP™ + (i - DaNE) \ft}

Which implies

pX =P — el (1 - JH)—— he
t t t 1—R

4.5.2 Spread and REPO rates under different currencies

In order to explore the relationship, we compare the following alternatives to get
short term financing in currency F":

e Fund in currency F.

e Fund in currency D, change the received amount to D through a spot FX
transaction and hedge the FX risk through a forward transaction.

Under the first option the reference credit bears a funding cost of f£.

Under the second option, we assume that the market discounts and relative ap-
preciation of the foreign currency with respect to the domestic upon default of the
counterparty. This reflects the fact that the reference credit plays a key role in the
D economy. Therefore J! > 1 although with an uncertain value.

Therefore, the counterparty of the forward transaction will be left with wrong
way risk. The way this risk can be hedged is by trading in CDSs denominated in
both currencies with equal notionals measured in the same currency and opposite
signs. The trades are represented in figures 4.1, 4.2.

Therefore the funding rate through the second alternative (and for no arbitrage
opportunities to exist, it must be the same under both alternatives) is:
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fE=rP 4+ =) +b+ (b —h)
Therefore
s; = f—c =P+ b+ (b —h{)

With the help of the last equation we can also establish the relationship between
REPO rates in both currencies: rf" = rP + (¢f' — cP) + b,

Quanto CDS
g (¢ +)a
(5 X+ £ Py )
H X, l+cdt
(F) () = np ar /
P T T, |le——(F)1
Forward Reference Spot
FX with jump Credit FX
] - weni(D) X, (1+ £, dt) wen ] (D) X, e
by 11+ +.b,)dr Yo :
) x,(i+7, dt)YW (u)x,_(1+f, dr) ) x,(1+ 1 ar) D)X,
; : ; |
Forward .
FX with no Funding
. inD
jump

Figure 4.1: Continuous lines represent cash flows at time ¢t whereas discontinuous
ones represent cash flows at time ¢ 4 dt. Blue lines indicate amounts denominated
in currency D, whereas red ones represent amounts denominated in currency F

4.6 Conclussions:

e Hedging credit risk of a reference credit implies hedging 2 different compo-
nents (spread risk and default risk).

e Cash collateralized credit derivatives should be discounted at OIS rates.
e Bonds should be discounted at REPO rates.
e Implied REPO rates could be obtained from both bond and CDS quotes.

e Funding spreads in different currencies are related through the cross currency
basis and quanto CDSs.
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Quanto CDS

Forward
FX with jump

(/)

Y

Forward
FX with no
jump

Reference
Credit

Figure 4.2: Cash flows upon default
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Chapter 5

PDE for risky derivatives

5.1 Replicating portfolio for risky derivatives

We have seen how the price of a derivative depends on the credit of the counterparty
(we assume the hedger is default-free). If we want to hedge the derivative, we will
have to hedge both the market risk due to variations on the underlying and also

the credit risk.
Let us consider for instance an equity derivative. The risks to hedge are:

e Equity movements
e Counterparty credit spread movements

e Counterparty default

Since we have three risks we will need three instruments in our hedging portfolio.
We will chose these instruments to be the equity spot, a CDS C; of maturity T
on the counterparty, and a CDS of differential maturity (denoted by ©;) on the
counterparty.

The hedging portfolio is:

Vi = oSy + 7C + €0, + By

where [3; is a bank account. Matching the sensitivities of the risky derivative with
those of the hedging portfolio, we get:

LoV e _ AV
o5, 'T & T T(A-R)

Differentiating the hedging equation and having these equalities in mind, we get:

83
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8V 1 282V 1 82V 0*V oV h
8t St 052 2 h ahQ + pop, SStGSt(?ht + (Tt - %)Sta_st + mAV} — Vi

[ed%
e (0C 1 ,0°C h
Oht
gif (875 + = 9 hah2 + RACt _Tt0t>

where ¢; is the dividend yield of the underlying equity. It is important to remember
that C} is a CDS, and therefore it should fulfill the PDE of a credit derivative.
With this in mind, we can write:

oc 1 ,0°C h oCy
E + = 5 hahQ + ACt - T’tCt ( Mt) aht

We can finally write the PDE for the risky derivative as:

Ve o Vi oV 1, 0V
M _
o + (uy — t)(?ht + (1 Qt)Stast B 085St =<5 952
1 ,0°V 02V hy
_ A —
T3z T rosSigean T IR &% =k
SN—— Jump to default
inst. default prob.
s.t V(T A 7’) = VT1{7->T} + 7T71{T§T} (51)

Where 7, = (V)= + R(V"/)T is the amount to exchange at counterparty’s
default (Note that we have chosen a risk-free close-out).

We can see how the CVA appears naturally when we express the solution of this
PDE in the form of expected value.

To avoid working with too long expressions, we will define:

OV 1, LV 1 OV Pe%
LV = 5 + 5955 50 o5z T3 T on?2 +p"h"55tastaht *
v, Y%
+ (ﬂ Mt)@ht + (Tt - qt)s’*a_&

X, =e" I 7"SdSVu]_{T>u}
Applying Ito to X, we get:

aV1S2

_ ft reds
AXu = g Kau va57 T 2% ame

oV oV
+ —dS + —dh —r,V, — VudNu] (5.2)

0*V 1 ,0°V 0*V
+ ponosSy 5,00, )du

S Ooh
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Now, under the measure Q where the drift of the equity is (r;, — ¢;)S; and the
drift of the credit spread is u® — oM, we can write:

dX, = e ' B0 (LVedu — 1, Vedu — V,dN, + 05S,dWS + o, d W)
From the PDE for the risky derivative we know that:

h
|V4 —_ V = —— AV
L udu Ty Va, 1 R u

and from here, if we take expected values and integrate:

e[l ax,

F| =
= BQ [T Ly (AN, - igdu) AV, - (V, + AV,)aN,) | 7]

t

The term dN, — %% vanishes because it is nothing but the integral of a Cox

process less its compensator. We arrive to:

T
EQ Xy | F] - X, = —E® { / eIt 5] o ouy (Vi + AV,)dN, ;ft]
t
and from here:
V= B e i vy | B - BQ [ il ey | B +
T
1+ E9 [/ e Ji 1 g (Vi + AV, )dN, ]-"t} (5.3)
t

where the second term in the left hand side of the equation is:

rpT
BR [ i vl gy | | = BV / e TV L sy,
LJ t

-

r T
= E?|EQ { / e i Tedsy ‘]—"u] 1¢ouydN,
L t

;

;

r rT
= EQ / e s rsdsVJfl{T>u}dNu
LJ t

With this, and taking into account that:

AV, = (V"o + RV -V,
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T
Vi= B [ i v | F] - (1~ R)E® U e fe i Ly (V) N,
N |, ¢

7|

~
Risk-Free price C\\yA

In former chapters we have obtained the former expression for CVA by discounting
flows on default. Here we have obtained the same expression from replication
arguments.

Conclusions:

e As long as we can hedge all risks, the price for the risky derivative derived
from replicating arguments, coincide with the one resting on discounting
flows.

e The price of a risky derivative can be express as a sum of two terms: One
that is the risk-free price of the derivative, assuming a non-defaultable coun-
terparty, and other term that uniquely accounts for the counterparty credit
risk.



Chapter 6
Hedging CVA

CVA can be seen as a derivative. In fact, derivatives paying the NPV of another
derivative if an entity defaults exist and are called contingent CDS. Therefore we
can build a replicating portfolio to hedge CVA. That is the usual way of working:
rather than hedging the risky derivative, the corresponding desk hedges the risk-
free derivative, while the CVA desk hedges CVA.

The motivation to hedge CVA is:

e Mitigate losses in default of a counterparty

e Lowering the volatility of the bank’s results
e Diminishing capital requirements

Let’s consider a stand-alone swap. We will also assume that both the interest rate
curve and counterparty’s credit spread curve are driven by one stochastic factor
each one.

The hedging portfolio should contain:

e Market risks: movements of the IR curve. Hedged with «; units of a IR
derivative B,

e Movements of counterparty’s credit spread curve. Hedged with +; units of a
CDS of maturity 17, C}.

e Counterparty default. Hedged with 7, units of a CDS of maturity 75, C,.
e A bank account [,

We will be able to hedge all these risks if there is liquidity in the CDS with the
counterparty as credit reference (complete market). If there are no CDS on the
counterparty, we have built a credit curve by means of a proxy (CDS index, etc).
We will be able to hedge the credit spread movements, but not the jump to default.
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6.1 Hedging CVA in complete markets
To get the amount of each of the hedging instruments to be bought, we only need

to match CVA sensitivities to those of the hedging portfolio.

ICV A, OB, oc, _ 9C,
=y +n + %

37‘,5 37} aTt (97}
oCV A, oCc,  _ 0C;
=Yg+ A
ast (3st aSt
AOVAt = ’)/tACt + &tAOt
From here we obtain :
dCV Ay
85} o AC‘{At
9Cy AC
__ _ 9s¢
Tt = aCy
B‘it _ Aqt
9Ct AC’t
Isy
aCcv A,
Os¢ _ ACVAt
oCt AC
~ Osy
fYt - aét R
ds¢y AC}
9C¢ ACY
Osy
OCVA; . 9C; _ 7 9C;
o or Vi orp Tt or
= 9By
Brt

Here we have studied the case of a stand-alone deal, but CVA is managed for the
whole bank’s portfolio.

6.2 Illustration: CVA Hedge in complete mar-
kets

To better understand the concepts we will have a look at a FX forward. We show
the evolution of unhedged CVA Desk position (initial CVA changed accrued at the
OIS rate minus CVA at every future date) conditional on no default
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—Series1
—Series2
Series3
Series4
—Series5

4 T T T A T T T T 1
0,5 1 1 2 5 3 3,5 4 4,5 5

Evolution of unhedged CVA Desk position (Initial CVA changed accrued at the OIS rate minus
CVA at every future date) conditional on no default. Five paths plotted.

e Under no default, initial CVA charged will turn into a profit (accrued), so
that P&L will not depend on spreads and credit exposures throughout time
(Is this good news?).

e Before maturity, the CVA desk is exposed to P&L variance. Increases in
spreads and increases in credit exposures will imply losses before maturity.

If we hedge all risks, we get (for path #5):

4 -

357 —Hedge
34 —CVA
25 1
2]
151
14
05 -
0 :
0 0.5 1 15 2 25 3 35 4 45 5

Time

We stress here that a complete credit spread hedge is not possible since in general
we will have as many stochastic factors as liquid CDS maturities. If that number
is N, we need N +1 CDS to hedge the N factors plus the jump to default. But in
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the market there are only N CDS, so the N — th principal component will always
be open.

6.3 Hedging CVA in incomplete markets

If there is no liquid CDS market for the counterparty, we relate its credit to a proxy.
We can buy CDS on that proxy, but with that we only get protection to spread
movements. The jump to default cannot be hedged. To get rid of uncertainty in
the event of default, we can force our hedging portfolio to be insensitive to default
of the underlying credit name for the CDS. That is, we require:

OCVA, OHedge, O0CVA, OHedge,

CVA
t
0S5, 0S5, Ohy Ohy L
A g ~ NG Jump to default hedge
Market hedge Spread hedge
4,5
4 4
— Hedge
3,5 4 —CVA
3 4
2,5 A
2 4
1,54
1 i
0,5 -
0 ‘
0 0,5 1 1,5 2 2,5 3 3,5 4 4,5 5
Time

Figure 6.1: Evolution of CVA and its hedge (assuming spread and market hedge)
for path #5

Conditional on no default, for the particular path, there seems to be a positive
carry of the spread and market hedge over CVA. This positive carry can also be
seen by analyzing weekly changes.
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<
te, *

Hedge weekly increment
o

o

Hedge weekly increment

."

005
06 CVA weekly increment
CVA weekly increment

Figure 6.2: Scatter plot of weekly changes of CVA (x-axis) vs Hedge (y-axis).

6.3.1 No hedge and spread and market hedge compared

From the former study for path #5 it seems that there is a positive carry when we
do not hedge jump to default leaving our hedging portfolio insensitive to default.
Let us see what happens with the different paths:

—Series1 3
—Series2
Series3

—Series1
—Series2

4 Series3
2 Series4 2

-3 3

Evolution of unhedged (left) and spread & market hedged (right) CVA desk position

e Scenarios that underperform (conversely outperform) before maturity un-
der no hedge outperform (underperform) before maturity under spread and
market hedge.

e Spread and market hedge smooths the evolution of P&L with a positive carry
under most market conditions.

e We can end up with a higher P&L at maturity by hedging spread and market
risk that under no hedge (but we can also end up with a smaller P&L).

It seems that the proposed hedge helps to smooth the results while keeping on
average a positive carry. We are left with the following question: What is the main
driver of spread and market hedge P&L?. To answer this question, let’s have a
look to the full CVA hedge equation:

d (Hedge,™ — CVA;) =0



92 CONTENTS

So that

d (Hedgefpdw‘t + Hedge!™® — CVAt> — 0

J
d (Hedgeflf’d&Mkt - CVAt> — —d(Hedge!™)

So the difference between CVA and the hedge portfolio when we leave the hedging
portfolio insensitive to jump to default is precisely the jump to default hedge. To
hedge this JtD we need an overnight CDS (that is not sensitive to spread changes)
with a notional such that its jump to default offsets that of CVA:

JTDCVA
N(1 - R) = JTDEVA = N="""1
——— —— (1 — R)
Notional times JTD of o/n CDS JTD of CVA
Where JTDEYA = (1 — R)NPV, — CVA,-

If the counterparty survives to time ¢, that is if 7 > ¢:

o/n
—d(Hedge]'P) = ht—JTDSVA
1-R

Where hto/ " is the short term CDS spread of the counterparty.

We see that the carry of the spread and market hedged position is due to the
short term CDS premium that we are not paying while being unhedged to the
jump experienced by CVA upon default of the counterparty.

So that the carry of the spread and market hedged position is greater under:

e High spreads.
e Hight credit exposures.

That is, the scenarios where defaults are more probable (high spreads) and more
harmful (high exposures). One could argue that this carry is not always positive,
since JTDYY* can become negative if CVA,~ > (1 — R)NPV,". This happens, for
example, always that NPV, < 0.

However, the magnitude of negative JTD in CVA is quite limited whereas the
magnitude of positive JTD in CVA can become huge. To illustrate that, in the
next figure we show the evolution of CVA position (hedging portfolio minus CVA)
hedged to both spread and market risks for scenario #5 as a function of the clean
spread curve level (left plot), and the histogram of partial hedge P&L at maturity
of the forward contract (right).

The positive carry is given by the integral of the overnight CDS spread times the
JtD of CVA. We can see this by looking at the CVA PDE. To find what’s the PDE
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Left: Evolution of CVA position (hedging portfolio minus CVA) hedged to both spread and
market risks for scenario #5 as a function of the clean spread curve level.
Right: Histogram of partial hedge P&L at maturity of the forward contract.

that CVA must satisfy, we only need to take the CVA for the risky derivative and
express:

V=V +ova,

By doing that, and taking into account that the risk-free equity derivative satis-
fies:

v/t ovrl 1
a; + (Tt — qt)Sta—St + 50'?95152

82 Vrf
552

= Tt ‘/;Tf

We get that:

0CV A,
ot

IOV A, ICVA 1,
o, +(re — @) S, a5, + ZUSSt
1 LO2CV A, PCVA ok
g2l Tt ACV A, = A
+20'h 8}7% + pUhUSSt 8Staht + 1-R cVv t T'tCV t

which is not surprising since it is the PDE of a hybrid equity-credit derivative.
The portfolio we have is:

O2CV A,
05?2

+ (M? - U?Mt)

Ty = CVAt — OétCVASt — ’}/tCDSt — ﬁt

where v,C' DS} stands for a linear combination of N different CDS instruments.
The number N = is equal to M + 1, where M is the number of factors of the credit
spread that we are hedging. We need one more CDS to ensure that the hedging
portfolio is not sensitive to default.

dﬂ't = £ShCVAt -+ ACVAtht — EhCDSt — (Tt — qt)@tCVASt — Tt’}/tCDSt — TtCVAt
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where we have defined:

OCDS(t, M) 1, ,.20*CDS(t,M)
DS(t, M) = — =22/ 4 — AN s
ChC S( ) ) ot + 2 (Ut) ath
v, 107, 1%, 92V,
LanCVA = 5 + 5557 5100 + 5 5pa (00 + g g, Sioioin

Taking into account the PDEs for CVA and CDS, we get:

h
dm, = ACV A, <1 tht — dNF) + cpmdt
But we have already seen that )\9 = l}fR. Therefore, conditional on the default

time of the counterparty being greater than the maturity 7" of the longer derivative
for the counterparty

drg|{T > T} = ACV AN2dt + c;mydt

If we define X; as the discounted P&L conditional on survival

X =e” Jizo cdsp{r > T}

Differentiating the last expression

dX; = —ce” Jizo csdsp {1 > Thdt4e™ Jizo cdsdm|{r > T} = e~ Jizo csds ACV A N2t

Which yields

T T
Xr— Xo =e Jmo®donp|{r > T} = / dX, = / e Iz rdh AC AN\ Yds
~ s=0 s=0

To conclude, when we do not have a liquid market of CDS for the counterparty
we can hedge by building a hedging portfolio insensitive to jump to default. This
implies the following:

e CVA will be marked to market reflecting in a more accurate way the price of
liquidating the positions before maturity and avoiding cumbersome situations in
which illiquid and liquid CVA positions are handled in a meaningless asymmetrical
way.
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e Under the CVA spread and market hedge, the CVA position will evolve smoothly
and with a positive carry whenever the jump to default of CVA is positive (CVA
increases upon default of the counterparty). Although possible, the probability
and magnitude of a negative carry is quite limited.

e The CVA spread and market hedge does not have a negative carry compared to
leaving non liquid CVA positions completely unhedged.

e Under high spread and high credit exposures environments the carry of the CVA
market hedge will increase, compensating the default events that the hedger will
more likely be exposed to in such environments.

e There’s no need to be too sophisticated in the curve mapping methodology. Our
target is to maximize the carry experienced by the partially hedged CVA position
under scenarios with a high number of defaults. A good alternative is to map
illiquid CDS curves to volatile indexes whose spread might most likely be affected
by the default events of illiquid CVA counterparties.
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Chapter 7
CVA, DVA and FVA

7.1 Introduction

In former sections we have studied CVA hedge on complete and incomplete mar-
kets. But we already now that the risky price of the derivative also has corrections
due to FVA and DVA. In this section we will see how can we hedge these contri-
butions, paying special attention to the link between DVA and FVA.

In traditional regulation and also in classical valuation, the concept of fair price
is always present. A derivative has a unique value, so that hedger and investor
can agree on its price. This has been one of the arguments to include DVA in
the price, since otherwise we can never agree on it. But the price of a derivative
should reflect all its hedging costs, and this costs are different for each entity. For
instance, a corporate has different capital requirements to those of a bank, each
entity has its own funding spread, etc. So it does not seem illogical that each
entity has its own cost and therefore its own price. Deals are closed because the
investor has appetite for the risk, and it is willing to pay a fee for it, while the
hedger may not have appetite for that risk.

We will make the following assumptions in order to find the price of a derivative
taking into account default risk of both hedger and investor:

e The price of a derivative should reflect all of its hedging costs.

e Since nowadays a very high percentage (if not all) of uncollateralized trans-
actions imply a counterparty acting as an investor (risk taker) and a hedger
(risk hedger), the derivative’s price should just reflect the hedging costs borne
by the hedger.

e The hedger will only be willing to hedge the fluctuations in the derivative’s
price that he will experience while being alive, that is, while not having
defaulted.

97
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e There is neither CVA nor FVA to be made to fully collateralized deriva-

tives (with continuous collateral margining in cash, symmetrical collateral
mechanisms and no thresholds, minimum transfer amounts, ...).

Market assumptions:

e There is a liquid CDS (credit default swap) curve for the investor.

There is a liquid curve of bonds issued by the hedger.

There is a liquid market of cash collateralized derivatives written on the same
underlying asset as that of the uncollateralized derivative being priced.

Continuous hedging is possible, unlimited liquidity, no bid-offer spreads, no
trading costs.

Recovery rates are either deterministic or there are recovery locks available
so that recovery risk is not a concern.

Model assumptions:

Both the hedger and the investor are defaultable. Simultaneous default is
not possible.

The underlying asset follows a diffusion process under the real world measure.

The derivative’s underlying asset is unaffected by the default event of any of
the counterparties.

Both the credit spreads of the investor and of the hedger are stochastic
following correlated diffusion processes under the real world measure.

Funding costs arise due to asymmetries between the collateral characteristics of
derivatives traded with investors (that could be non collateralized or partially col-
lateralized) and those of the hedging instruments (usually traded in the interbank
market, where deals are fully collateralized). Hence, we will assume that market
risk is hedged with a fully collateralized derivative.
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7.2 The hedgeable risks while managing uncol-
lateralized derivatives

We will assume that under the real world measure P, the evolution of the relevant
market variables are governed by:

dS; = Stdt + Jf StthS’P Underlying asset
dh! = ut Tdt + crtIthIP Investor’s short term CDS spread (7.1)
dhf = pldt + o dW/™"  Hedger’s short term CDS spread

With time dependent correlations

plat = awFaw !t ptlat = awEaw]E pi e = aw P awE

The other two sources on uncertainty are the default indicator processes:

NIE = lir,<¢y with real world default intensity ALF

7.2
NP = L{7,<¢p with real world default intensity AE (7.2)

77 and 7y will represent the default times of the investor and the hedger.
The derivatives price will depend on every risk factor:

V, = V(t, Sy, bl nE NIF N

V, represents the derivative’s value from the investor’s perspective
Therefore

oVy oVy o Vi n IFINIA: H j\HP
dVy = —-dS, —dh; —dh; AV,"dN;" AV dN;> O(dt
=950t on o T T o)
~—— W Default risk to I Default rlsk to H Theta
Delta risk  Spread risk to I ~ Spread risk to H
(7.3)

AV,! Jump in the value of the derivative if the investor defaults at ¢.
AV Jump in the value of the derivative if the hedger defaults at .
The hedger will only be exposed to:

® 8\/} dSt

oV, I
° ah} dh

V4 H
® onl dh;

o AVIAN/®
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Which of the components of (7.3) can actually be hedged?

° g—g’;dSt: Yes. With either a REPO or a cash collateralized derivative on S;.

) %dht] and AV/dN/": Yes. In a one factor world, with two CDSs written

on the investor and with different maturities (two sensitivities to cancel, two

CDSs to trade).

o ggﬁ’} dh and AVFAN/"" altogether: No. Should trade on two CDSs writ-

ten on the hedger (to kill both sensitivities). In general terms, the hedger
will benefit from his default. The hedge should have a negative JtD. No
counterparty will be willing to act as a counterparty under the deal is over-
collateralized. Is trying to hedge the JtD the real problem?

Vi

® onft

dhi: Yes, as we will see.

The same source of risk that the hedger will not be able to hedge is
the same source of risk whose cash flow will never be paid or received
by the hedger since he will already be defaulted.

Is there really an incentive to hedge AV, dNtH o
e Employees working for the hedger: No. They will have lost their jobs after

the default event.

e Equity holders: No. They will have lost their investment after the default
event.

e Bond holders: No. Trying to hedge this component will imply posting extra
collateral that will reduce the recovery rate left for the bond holders. In
addition, this extra collateral can accelerate the default.

7.3 The replication strategy

As we have already seen, the hedger will hedge the risk factors that he is exposed
to on every path under which he finds himself not defaulted (that are in fact the
only ones that are hedgeable). These risk factors are:

e Market risk due to changes in S;.

e Investor’s spread risk due to changes in hl.
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e [nvestor’s default event.

e Hedger’s spread risk due to changes in hl.

We explore how to hedge the different risk factors.

7.4 Hedging the market risk due to changes in
Stt

We will hedge the market risk by trading in a cash collateralized derivative written
on S;. H; will represent the value of this derivative from the hedger’s perspective.

* Hedging the spread and jump to default risks of the investor:

Notice that regarding counterparty credit risk, the hedger is exposed to two dif-
ferent sources of uncertainty (default risk and credit spread risk). Therefore the
hedger will have to trade on two CDSs written on the investor with different ma-
turities.

Had we assumed an n factor model for the dynamic of the hedger’s credit curve,
the hedger would have to trade on n + 1 CDSs.

CDS(t,t+dt) is the value of an overnight credit default swap (with unit notional)
under which the protection buyer pays a premium at time ¢ + dt equal to h!dt.
We will assume that hldt is such that CDS(t,t + dt) = 0.

CDS(t,T) is a credit default swap maturing on a later date 7" > ¢. In general
CDS(t,T) # 0. CDS(t,T) will be collateralized in cash.

*» Hedging spread risks of the hedger (hedging liquidity risk):

If V; > 0, the hedger will have excess cash with which he will be able to buy back
his own debt. If V; < 0, the hedger will have to issue new debt.

In either case the hedger will have to decide the spread duration (sensitivity to
spread changes) of the debt issued /bought back.

When a new uncollateralized derivative is replicated, the hedger will see that the
spread duration of his debt is altered unless he imposes that the spread duration
of the incoming uncollateralized derivative is perfectly matched with the spread
duration of the bonds issued/bought back.

Notice that the hedger can match the spread duration of the uncollateralized
derivative by trading on bonds with two different maturities while imposing that
the net buyback is equal to V; (issuance if V; is negative).

We will assume that the hedger trades on bonds that mature on a future date T’
(B(t,T)) and also on short term bonds that mature on t + dt (B(t,t + dt)). Had
we assumed an n factor model for the dynamic of the hedger’s credit curve, the
hedger would have to trade on n 4+ 1 bonds issued by himself.
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), and w,; will represent the amounts to purchase (or issue if negative) in B(¢,1+
dt) and B(t,T) respectively.
In order to ensure that the self financing condition holds:

Which implies

V, — wB(t,T)

= B(t,t + dt)

The hedging equation will be

_ Vi
‘/t = Oéth + ﬁt + ’YtCDS(t, T) + € CDS(t, t+ dt) +m3(t,t+ dt) +
=0
B(t,T)

N J/
e

=0

B¢ represents cash held in collateral accounts.
The change in 3; will be given by:

dﬁt = —ctathdt — Ct’YtCDS(t, T)dt

In every path in which the hedger has not defaulted before ¢ 4 dt and conditional
on both the investor and the hedger being alive at time ¢ the change in V; will be
given by

Vi

o, d
Sy Wit

dVy = LorpVidt + = onl o 8htH

—S0fdWe + cBdwH + AVIANDF

Where

IV 5o OV; o OV OV 10%V, , , 10%V
ESIHW_E+#tSt£+Mt W+Mta_h{+§as25t(at) 28hH2(0 )?

LIV ot OV ottt Ve 0ol 1 ottt O
Oy

2 0nP? ShfT §Sh] VTP PO T
The differential change in H,
H, = LgH,dt + ot —LS, 03 dW S

S,
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where

0H, oH, 1
ESHt = 8_tt + MfSta_Stt + §St2 (O’f)

2 82Ht
05?2

The differential change in CDS(t,t + dt) and in B(t,t + dt)
dCDS(t,t +dt) = hldt — (1 — R;)dN]"

dB(t,t +dt) = fEB(t, t + dt)dt

Notice that the jump to default component of B(t,¢+ dt) has been omitted since
it will not be experienced by the hedger. f/’ represents the hedger’s funding rate.

The differential change of CDS(t,T)

acps(t,1) = 2,008 Ty + "0 uaws - acps(e myan;*
i
with
L,ODS(ET) = aODgt(t,T) +Mtlac%i§t,T) % (o!)? 82C§]th,T)
And finally
dB(t,T) = Ly B(t,T)dt + %o’{{dﬂ/f]
:
where

OB(t, T oB(t, T) 1 2 O?B(t, T
t

Again, we have omitted the jump component in B(t,T) since it will not be expe-
rienced by the hedger.

So that the hedging equation in differential form will be given by
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LsrnVidt + §g-S,oPdWE + FhofdW + ShoftdW/[ + AVIAN!F =
= Vit fHdt + Vo fEdE — oo Hydt — ¢, CDS(t, T)dt

oy (LsHydt + 5,05 aws)

(7.4)
30 (£1CDS(L, Tyt + 224D olaw! + ACDS(t, T)an;* )
e (h{ dt — (1 - RI)de’P>
(LB T)dt + S5l aw — [ B(t, T)dt )
In order to be hedged
av,
oy = %
95,
v,
onl
Ve = GCDS(E.T)
(7.5)
__ACDST) AV
& =M"1-Ry ~ I-R;
OV
onfl
Wy = aB(t T)
anll

So that every risk factor disappears from the hedging equation

LsigVi = ViR + v R

oy <£NSHt - cth>

+7 (£:CDS(,T) - «CDS(,T))
+ehl

o (ZHB(t, T) - fEB(t, T))
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Where

~ _ W 19%V, @2/ -.5\2 1 9%Vy [~ H\2 102V, [ H\2
LsnVi = G + 3555 (07)* + 2 oni? (o) + Sontt (/")

2 H 2 I 2 I,.H

dS:hH dS:hT t W‘T t Ot Py
@ﬂfz%?+%$@ff%§f
EﬁDS@T%:g2%¥£2+30ﬁfa%gng)
£usm - 20 P2

Substituting ¢, by its value and grouping terms

~ I
LonVi+ 2 AV = Vi [P+ Vo [

aen (ZSHt - Cth>

+y (£:CDS(,T) + £ ACDS(t,T) — €CDS(t,T))

+wy (ZHB(t, T)— fEB(t,t + dt))

H, is a cash collateralized derivative written on S;, therefore it must meet the
following PDE as seen in [15]

~ OH
LsH; + (ry — q) Sta—stt —cH; =0

CDS(t,T) is a collateralized credit derivative written on I, therefore it must
follow

LiCDS(t, T)+ (u! — Mol

dCDS(t,T) hl
ACDS(t,T)—c,CDS(t,T) =
ol T ACDS(LT) = CDS (1 T) = 0

And B(t,T) must follow

OB(t.T)

EuB(t,T) + (uff — Mfolt) 2
t

- ftHB<t7T> =0

So that the hedging equation is given by
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ﬁSIHVt t AV[ Vit + v i

v,

954 OH:
+8Ht ( ( )Stast>
a5,
AV

onl I 11\ 9CDS(t,T)
+ acpsu ) <_ (Nt — M Ut) on!

8h

oV,
H

+amttry (- (uff — MPol) 260)
ahH

Simplifying terms

< I
LounVe+ g AV/ = V=l + Vool 4+ eVi = £V,

Where 2T = fH — ¢; represents the short term funding spread of the hedger over
the OIS rate and

LsinVy = %—i—(Tt—Qt>Stg_I§/i+(/~LtH_MtHUﬁ)%+( — Mo )g}‘ﬁ

2 2 2
+5 558 51 (07)2 + 5o (0f)? + 3 5 (o)’ (7.6)

H SH ax/tSttO_[SI+6\/t [HIH

2%V,
t35; i Stat 0Pt s, hT t Pt anTnT It Ot P’

The solution to (7.6) with terminal condition given by Vi = ¢(Sr) is equal to
calculating the following expected value

T
Vi = Eg [VT exp (—/ csds) ‘]—}}
s=t

N

~
Fully collateralized price

T s
—Ey { / 1154 €Xp (— / chdh) IV 4+ 20v)) ds‘]—"t]
N s=t h=t (77)

~
Funding value adjustment

T s
+ Eq [/ Lizrsgy exp (—/ chdh) (Rr—1) (V)™ dNSLQ‘]—“t}
s h=t

CVA
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In a measure Q in which the drifts of S;, hf’ and h! are given by (r; — ¢;)S;,

pll — Mol and u!f — Mol respectively. Under this measure, the default intensity
I

of the default event of the investor is 1221'

We have assumed a risk free close out, that is Vor = R(V'/)~ + (V)H)*. v/
represents the NPV of the derivative if it was fully collateralized with cash.

2l represents the short term funding spread for the hedger.

Notice that the last formula is recursive.

V; can also be expressed in a non recursive way

T
V, = Eg {VT exp (—/ fSHds) ‘]—}]
s=t

~
Price with funding adjustment and no counterparty credit risk

T S
e {/ Lirr>sp oxp (_/ f,fldh) (VIR + (V)T = V) dN;,@‘]_-t]
s=t het

/

~
CVA over price with funding

T
V5= Eq lVT exp (—/ ffds) ‘fs}
s=t

f# is the short term funding rate for the hedger.

(7.8)

7.5 DVA hedging vs FVA hedging: a simplified
example

In this section we explore DVA vs FVA hedging in a simplified framework. We
will assume:

e We want to replicate a forward on a particular underlying asset (S;) such
that at maturity (5 years) the investor (risk taker) receives Sp — K.

The underlying asset pays no dividends.

Interest rates are assumed to be zero (OIS and REPO rates).

The investor is default free.

The hedger is defaultable with a short term funding spread z;.

The recovery rate for the hedger is 0.
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e The underlying asset follows Black-Scholes.
e /7 follows an Ornstein-Uhlenbeck process.
e We assume no correlation between S; and z;.
So that the SDEs of the two processes under the real world measure are:
dS, = 1k Sydt + o2dW "
dzy =k (0] — ) dt + oZdWiT
AW Faw " =0

We have chosen the following set of parameters:

wy | 10%
oy | 20%
o | 4%
K 0.5
of | 1%
So 1

20 3%
K 1

We assume that at ¢ = 0, the funding curve is flat at a level of 3%.

Before exploring the effects of hedging, we will analyze the sensitivities with
respect to spread changes of both approaches (Risk free price + FVA vs Risk free
price + DVA).

15
0,8 1
06 °
04

0,24

0 °
0j4 06 08 1 1,2 1.4 1,6
0.2

044
06 ® FVA Sensitivity °
® DVA Sensitivity

0,8

4d

Figure 7.1: Sensitivities to spread changes of both FVA and DVA adjusted price. x-
axis represents K (fix payment to be paid by the risk taker in the forward contract.)
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Notice that the sensitivity of the DVA adjusted price is always positive (the
well known effect of DVA), whereas for the case of the FVA adjusted price, the
sensitivity is positive when K < Sy and negative when K > 5.

e Under a DVA approach, the hedger always benefits from an increase in his
funding spread.

e Under a FVA approach, the hedger benefits from an increase in the spread
when the NPV is positive for the risk taker, that is, the hedger borrows funds

from the client.

e Under a FVA approach, the hedger experiences a loss from an increase in
the spread when the NPV is negative for the risk taker, that is, the hedger
lends funds to the client.

7.6 FVA Hedging

03 o
Hedging Portfolio o Hedging Portfolio Hedging Portiolio
02 — FVA Adj Price — FVA Adj Price "W—FVAM Pice — T o T T .
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T s
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e
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oo —PaL e N somne
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/ o B s s
::x]‘ TR »/»'f\wa;nwzlw D RRNE j\wfmwﬂ““xw ””"ﬂ o .'W*\/“’W*A P v

oo

We can observe the evolution of both the FVA adjusted price and the hedging
portfolio. We can see that the P&L is negligible and deviations from zero seem
noisy and due to the discrete rebalancing frequency of the hedge. This confirms
the theoretical results that we have seen in the previous sections.

7.7 DVA Hedging

Now we explore DVA hedging.

As a hedging strategy we use the same one used to try to hedge FVA. That is,
if the price for the risk taker is positive, we receive funds from the risk taker with
which we buy back our own debt.

If the price is negative, we have to issue new debt.
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In either case, we impose that the sensitivity to spread changes of the debt issued
(or bought back) matches that of the incoming derivative. In next figure we show
the adjusted price vs hedging portfolio (graphs above) and P&L (graphs below)
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02 08 04

—PaL oo —PaL w] —PaL
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We observe that the P&L becomes negative (although the evolution is smooth)
and that it depends on the path. It seems that there is a theta mismatch between
the DVA adjusted price and the hedging portfolio.

In next figure we plot many different scenarios and see that the P&L seems to be
always negative, and that it is path dependent.

Figure 7.2: P&L for DVA adjusted price hedging (various paths.)

What is the main driver of the path dependent P&L?

The hedging portfolio minus the DVA adjusted price is given by (we assume that
we are initially hedged)

Oéth + ﬁt + QtB(t, t + dt) + CdtB(t, T) — ‘/;f

The differential change is given by (assuming the hedger does not default):
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A, = oy (LoHidt + J2dS, - c,Hudt)
St (ﬁshB(t T)dt + 28LT s, 4 25T gp, ftB(t,T)dt> (7.9)
_ (cshwdt + 2445, + Wt Vdh, — fttht)

Where
Lo— 90 162 (55 2 p2
s=g 135 (7)) 5s
2
Lo+ (o) 2 (7.10)

_ 0 2 1 92 B2 52 S n
£Sh_ﬁ+28525 (O-t) +§Bht2(at) _'_msto-to-tpt

Where we have taken into account that V; = Q,B(t,t 4+ dt) + w;B(t, T). That is,
funds exchanged with the investor are matched with the issuance or buy back of
debt.

In order to be hedged to the two risk factors on every scenario under which the
hedger has not defaulted:

Vi
dll, = Gt (L Hydt — ¢ Hydt)
CER ov,
+ ooy (LpB(t, T)dt — fiB(t, T)dt) (7.11)
Ohy

— (LapVadt — fiVidt)

We assume that DVA is discounted at the Eonia rate, therefore its PDE would
be:

— — Mo + AV,——— — = 12
Lsp Vi + (1 )Stast+(u )aht Wl—R aV,=0 (7.12)
The PDEs followed by H, and B(t,T)
OH,
;CSHt -+ (Tt — qt) St—t — Cth 0 (713)
0S;
0B(t,T) e

Li,B(t,T) + (u — op M) AB(t,T) —rI'B(t, T) =0 (7.14)

Ohy 1-R

So that
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avt
dily = — 55 (re — qv) St5et 8Ht dt
U,

i (= (ol = o) D — LLAB(LT) + 1T B(T) - fiB(.T)) dt

hi

(= o= @) S8 — (i — Mpot) B — AVighis + Vi — i) at

(7.15)
Canceling terms:
vy
dll; = sy (— 25 ABT) + 1 B(t,T) — f,B(t,T)) dt (7.16)
ohy .
+ (AVil: + 2 V;) dt
Reordering terms
h Vi Vi
8ht 6ht
dll; = 5 (AV} TB(T) —L - ADB(t, T)) + (zﬂ/} —(fi —rD)B(t,T) aB(tT))
N dhy R dhy
Jump to def;:llt mismatch Funding‘;ismatch
(7.17)
If AB(t,T)=(1— R)B(t,T), r[ =
dIl, = + (Av;l _tR - tht) dt
AVi= ROV + (V)7 =Vi= VI = =RV =Ve g

=DVA, —(1-R)Vyrf=—JTDpya
U

JT'D
— +tht> dt = — (TI}%” + th;) dt

The first term is due to the jump to default component of DVA that cannot
be hedged. The second term is due to the funding adjustment not made in the
pricing.

Which is generally negative.

In our case:

R=0; rI =0; f; =2 = h;. Therefore

dll, = (AVt

dIl, = min(V;/, 0)z.dt
In figure 7.3 we compare the evolution of fst:[) exp ( fj:o zsds) min(V"/,0)z,ds
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-0,02 -

—P&L

-0,04 -
— Integral

-0,06 -

-0,08 -

0,1 -

Figure 7.3: P&L vs integral

7.8 Conclusions

We have followed a full replication approach.
The following sources of risk are eliminated:

— Market risk.

— Default risk of the investor.

Spread risk of the investor.

Spread risk of the hedger.

We got rid of the hedger’s jump to default risk. It is unhedgeable and no one
is really willing to hedge it (traders will already been fired, equity holders
will have lost all of its investment, bond holders will never want it to be
hedged).

The only components to incorporate in the price are:

— The risk free price.
— A CVA component equivalent to considering the hedger default free.
— A FVA component equivalent to considering the hedger default free.

CVA can be hedged by trading on two different CDSs (under a 1 factor
model).
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e FVA can be hedged by trading on two bonds issued by the hedger (under a
1 factor model) while maintaining the self financing condition.

e [t does not seem to make sense to pay for both funding benefit and DVA.
e In order to satisfy accountants, let’s just call DVA to funding benefit.

e We have seen that DVA | even if we made an attempt to hedge its fluctuations,
implies a negative carry (laugh today, cry tomorrow).



Chapter 8

CVA In a Multi Currency

Framework

8.1 Funding rates in different currencies

An institution might fund its activity in either domestic currency, at the instan-
taneous domestic funding rate fZ, or in foreign currency, at the foreign funding
rate fI'. Both rates must respect some relationship in order to preclude arbitrage
opportunities. We will study such a relationship by looking at the transactions
that takes place in the funding strategy. We will follow the argument line in [?].
Let us assume the hedger must fund a derivative that is denominated in the

foreign currency F. We might do so twofold,

8.1.1 Funding in Domestic currency

VXDl vE

Spot Ccy Mket Hedger

v [~ .

T

VEXPIE (14 fPd)  vFxP/

Domestic
Funding

Investor

Figure 8.1: Funding Scheme in domestic currency.
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To fund the derivative denominated in foreign currency, whose value we denote
by V., the hedger would proceed as follows: She would borrow at time ¢, from the
domestic capital market, the domestic amount V" XP/Ft that would be converted
into V,*" units of foreign currency (in the FX spot market) that would be used,
eventually, to fund the foreign derivative. As consequence of this strategy, the
hedger, at time t + dt, would return the money borrowed plus interests (that
accrues at the domestic funding rate f) and would hold a derivative worth V,%,
(consequence of the replicating portfolio). This strategy is represented in figure
(8.1).

In overall, by adding all the terms in this strategy, it can be seen that variations
in the price of the derivative, expresed in domestic currency, follow

a (VXY = VEXP fPat (8.1)

8.1.2 Funding in Foreign currency

The hedger might also have funded the foreign derivative, by borrowing V,/" units
of foreign currency at time ¢t. At time t 4+ dt she would had returned the money
borrowed plus interests (at the foreign funding rate f/'). To be able to repay
the loan, she would enter in a standard overnight FX forward to exchange at ¢ +

dt: VF (1 + fF dt) in foreign currency against V' XtD /F (1 + fF dt) 1+(1F+Ji—% in
Ct T0¢

domestic one. Note that ¢;* indicates the over-night rate denominated in currency
X, while P indicates the instantaneous cross currency basis.

1+ cPdt

VEXPIE (L4 flan) ———
CXT (AL )1+(r," + bl P)dt

Spot Ccy Mket Hedger Investor

Foreign
Funding

Figure 8.2: Funding Scheme in foreign currency.

In overall, by adding all the terms in this strategy, it can be seen that variations
in the price of the derivative, expresed in domestic currency, follow

a (VXY = VEXPI (5 = (el + 0P+ o) at (8.2)

Just note that (8.1) = (8.2), so we find the relationship between the domestic
and foreign rate to be,
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(fP = cP) = 1F = (e +01") (8.3)

8.2 Different dynamcis for the FX:

So far, we are used to think of FX as a price to translate unities of one currency
into another independently of the collateralization underlying the contract. This
is not longer the case, and we might face different FX to move from one currency
to another because of the collateraliation underneath.

Let us illustrate this by looking at a FX forward contract by which two parties
exchange one unit of currency A against K units of currency B as the figure (8.3)
illustrates.

14

|
( lT

K B

Figure 8.3: Forward FX

Under different collateralization schemes the FX forward (that K that makes the
contract to be worth zero today) will vary.

Collateralization in A

By assuming the forward contract to be collateralized in currency A, the FX
forward becomes,

BB,A
A/B,A A/BPuT

K =X = xY o (8.4)
t,T

In order to be consistent with this forward, the dynamics of the FX spot must
fulfill,

B2

X8
X;/B ] = (cf—l—bf’B—cf) dt (8.5)
t

Leg A collateralized in A and Leg B collateralized in B
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Such an instrument will not be observed in the market as multicurrency deriva-
tives are collateralized in only one currency.
By assuming this collateraliztion scheme, the FX forward becomes,

RBB.B
A/B,AB A/B T
K= X5 = x M

t,T t AA
Bt,T

So, in order to be consistent with this forward, the dynamics of the FX spot must
fulfill,

(8.6)

B2

dXA/B
;’;/B ] = (ctA—ctB) dt (8.7)
X

That is, this FX does not carry Xccy basis ..!!

There are different FX dynamcis to move from economy A into
economy B depending on the collateralization scheme ...

8.3 Risky pricing of a derivative partially collat-
eralized in cash

Let us assume a derivative with maturity 7', denominated in currency D to be a
function of an underlying denominated in D, SP, whose price we denote, at time t,
by V,P. Let us assume the existence of a perfectly collateralized derivative written
on SP whose price, at time ¢, we denote by HP.

As it can be seen in [9], we can replicate the derivative through the self-financing
portfolio,

VP = a,HP + 8P +~,CDSP(t,T)4¢, CDSP (t, t+dt)+(B(t,t + dt) + w,B(t, T))

"

(vo-cp)
(8.8)
Where,

e V.P: Price of the D-denominated derivative as seen from the counterparty
point of view.

e CUDSP(t,T): Price of a perfectly collateralize CDS (denominated in D) writ-
ten on the counterparty, as seen from the Hedger’s point of view.

o CDSP(t,t+dt): Price of an overnight CDS written on the counterparty and
denominated in D, as seen from the Hedger’s point of view.
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e B(t,T): Hedger’s bond with maturity 7', as seen from the Hedger’s point of
view.

B(t,t + dt): Hedger’s over-night bond, as seen from the Hedger’s point of
view.

CP: Cash in currency D posted as collateral (assumed a bilateral setting).

O B(t, t+dt)+w,B(t,T): Self-financing condition. (See [9] for more details.)

BP: Bank account denominated in D to finance both the derivative and the
hedging portfolio.

The bank account, at time ¢, will contain the following terms,
P = —a,HP(t) — vCDSP(t,T) + CP (8.9)
So the variation for the bank account, in a infinitesimal time interval, will be,
dB, = [cPCP — awe? HP — e CDSP (1, 1)) dt (8.10)
Where,

e cP: is the instantaneous D-denominated over-night rate.

e fP: is the instantaneous D-denominated funding/investment rate for the
hedger.

According to [9], it can be seen the price of the derivative to fulfill with the
following PDE:

hy’
(1-R)
s.t V(T N 7') = VT1{7>T} + 7T7—D1{7—§T}

VP + AVP = (VP —CP) fP + POl (8.11)
Where

e hP: is the over-night CDS rate for the Counterparty.

e R: is the expected recovery for the counterparty.

e L: is the differential operator (See [9]).

e 7: Is the first time at which the counterparty defaults.
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e m2: Net flows exchanged at the time the counterparty defaults. By assuming
a Risk-Free close-out,

- -\~ + +\~

72 = — [V (1= Re) (V)™ = (€P) )+ (1 = Rea) ()" = (€P)") }
(8.12)
Where Re,y; is the collateral recovery in case of the counterparty’sdefault,
VEE s the risk-free value of the derivative. That is, the price assuming
the derivative is perfectly collateralized under a standard collateralization

scheme (eg. an IRS denominated in EUR will be assumed to be perfectly
cash-collateralized in EUR).

e Discounting at the domestic over-night interest rate:

By applying the Feyman-Kac theorem, it can be seen that V,” can be rep-
resented in the following form
VP =E2® [6_ JEepdsyD 1{T>T}}
+ E;@D {ei J7 eds (7771-)) 1{T<T}:|

T
- / B2 [ ety (8P =) (VP - CP)]ds (813)

By adding and subtracting E” (e‘ [ eddsy D 1{T<T}>, we obtain

VtD :E;QD [6_ ir c?dsvjp}

D.cD
Vi

+ E2P [e* Ji eds (Tr? - VTD’CD> 1{r<T}}

CVA

T
- /t BEP | IRt 1y (fP = D) (VP - eP)|ds (319)

FVA

Where VtD’CD is the price of the derivative obtained by discounting its future
flows at cf.

Just note that this is a recursive formula ..!!
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e Discounting at the domestic Hedger’s funding rate :

In order to avoid the recursive nature in the price of the derivative, this can
be also represented in a more convenient way as,

VP :Efi@D [6_ 5 st{’DdSVYP]

v,

0 [ R (22 729) 1,

~
CVA adjusted for FVA

T
+/ EZP [e_ SRR g (PP — D) OSD] ds (8.15)
t

N J/

Collateral Adjustment

The formula becomes simpler ..!!

Just note, that in order to implement this formula we will need two
different pricers. One to calculate the close-out amount made up
of perfectly collateralized derivatives, and the other one needed to
price derivatives not collateralized at all and, hence, discounted at the
Hedger’s domestic funding rate.

Conclusions:

e The choice of the discount rate to use is very relevant, when pricing a

derivative. By choosing the overnight rate, we get a recursive formula difficult
to solve for. While by choosing the Hedger’s funding rate, the pricing formula
becomes simpler. There is a clear choice to take ...!!

In general terms, we will need two different pricers to calculate the CVA term.
One for the close-out and the other one that will depend on the discounting
rate chosen.

When choosing the over-night rate as discounting rate, we can disentangle
the pricing formula in a pure CVA term and FVA term, though we do not
know how to solve for this FVA term. When using the Hedger’s funding
rate, we obtain a hybrid term accounting for both CVA and FVA.
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8.4 Risky pricing of a foreign derivative partially
collateralized in cash in another currency

In this section, we will assume a derivative denominated in a foreign currency F'

and partially collateralized in currency G. We will look at the price of such a

derivative from the point of view of a domestic hedger (i.e as seen in currency D).
The replicating portfolio will be,

VEXPT =, HEXP'T 4 BP + 4CDSP(t,T) + €, CDSP (L, t + dt)

(v xPIF o8 xP/I°)

Where H/ is a foreign derivative that depends on the same foreign underlying as
the one we are exposed to in the derivative.
The bank account in domestic currency $P will be made up of,

8P = — a,HF XPI¥ — 4,cDSP (¢, T) + COXP/C (8.17)

so variations in an infinitesimal interval in the bank-account will be,

aBp? = | (eP + 0P 4) CEXPIC — oy (e +6P7) HE XD 4+ 3ePCDSP(1,T)| dt
(8.18)
Where th F th ' are the instantaneous cross currrency basis observed in the
overnight forex market. Note that both collateral accounts (the associated to both
CE and HF) are effectively remunerated to the domestic overnight rate
plus the Xccy basis spread so as to eliminate the additional FX risk.
Following the same steps as in [9], and taking into account that

o (HthD/F)
e

D/F D/F

) (HtFXt / >dt+1a2 (HtFXt / )
osExIT 2 a(sEx[Ty
= (c? + th’F) HF XP/T at (8.19)

dt + u%2 (1) [d (StFXtD/F)r

It can be seen the PDE that V;FX,”/" must fulfill is,

c(virxP") + (fDR) A(VEXPIT) = (VEXPIT = cfxPIO) f1P (P 460 ) cEx e

st VIXDE = VEXD Vo + 7P X7 P cry £ = (T AT) (8.20)
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Where

v

!

_ _YRRP (1 _ Ry [(WF;RF)_ N (CthF/G> _} _

— (1= Row) {(V;F’RFY ~ (epx!'e) T : (8.21)

The equivalent PDE as seen in F' units becomes,

hD
LV + AV = (Vi = cfXI) 5P+ (o +009) o X
s.t VEXDE = VEXD Vo + 7P X7 P ey, £ = (T AT) (8.22)

Where 7/ is the one seen in (8.21).

e Discounting at the domestic over-night rate plus the cross currency basis.

VEXP/T = BP [ (200 ) ds yiE X DT

D D,F
y P (P 4o F)

fn

T s D D,F
+ E?D |:ef J7 (D462 F)ds (ﬂ'fX.rD/F —yPileT A )> 1{7‘<T}:|

CVA

T s(.D D,F
7/ E?D [e— JE (B +bF )dul{T>S} ( f,D - (CE +b£,F)) VSFXD/F] ds
t

s

FVA

T ,
+/ B [e_ S (ed+b ) dug (ff’D — (P +bSD’G)) cfxf/c] ds  (8.23)
t

Collateral Adjustment

Again, a recursive formula ... !!

e Discounting at the domestic over-night rate.

VtFXtD/F :EPD |:e— ftT cSDds VJEX,?/F]

D,cD
Vi

B [ (AP 02 ]

CVA
_ /tT EatQD [6_ s cfdul{T>s} (fSH,D _ CE)] VSFXSD/F) ds
FVA
+ /tT EEP [emJieddun oy (F0P = (P +0D6)) cEx P9 ds (8.24)

Collateral Adjustment
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We have modified the discount rate and the FVA integrand terms.

e Discounting at the foreign over-night rate.

We might also price the derivative in the foreign currency and translate it at
the domestic currency with the help of the FX spot, by applying Feyman-Kac
to (8.22).

VtFXtD/F :XtD/F B2F [e— JE s VTF]

F,(‘.F
Vt

+ XPI7 R [o= I eEie (xF VY1, )]

CVA

T
D/F _ (s F
- X / /t E;@F |:8 Ji e du]‘{‘r>s} (sz’F - Cf) LSF] ds

FVA

T :
+XtD/F/ BEr [em S endun |y (FHF — (F +659)) cEx/%ds (8.25)
t

Collateral Adjustment

e Discounting at the domestic funding rate.

As in the last section, we can remove the recursivity in (8.23) by re-expressing,

VF XtD/F — Eor [e— ST P g VE Xf/F]

(.

~\~
DvaD
V't s

Qp |~ f7 f¥Pds (_F~D/F D,fH.D
+ Et [6 J: T XT o ‘/‘r 1{T<T}
CVA Adjusted for funding

T
- / ERe | R0y (FIP = (e 4+ 009)) CEXPIE] ds
t

. J/

~
Collateral Adjustment

(8.26)
The recursive term has vanished ...

e Discounting at the foreign funding rate.

If the derivative was funded in currecny F,
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VEXP/F —xP/F gor [67 S s Fas ng]

H,F
v

+ xP/F gor [e— S s (nf - VTF’fH’F> 1{T<T}]

CVA Adjusted for funding

T
_XtD/F/t EQF [eaﬁt A VIR (ff’F —(F +b§»G)) CSGXE/G] ds  (8.27)

Collateral Adjustment

Where we have used the non arbitrage relationship,

(£ = (] +009)) = (f77 = (2 + 7))

A question must arise,
Which dynamics should the FX follow ?

For this, just note that equations (8.26) and (8.27) are different representa-
tions of the same price, and hence they must be equal. In order for both equa-
tions to coincide, the Radon-Nikodyn’s derivative that relates both economies
is forced to be,

dQF £ XtD/FefotstdS B XtD/Fefgcfds -
QP )= XP/Tels sFds — xDIF ofj(cb+b2 as (8.28)

What implies that the non-arbitrage dynamics for the FX must be,

E2P

dXD/F
Xé/F ] = (ctD + b — cf) dt (8.29)

t

That, is

FX must be simulated with basis for all terms ... !!
But this will not be always the case ...

Conclusions:
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e The choice of the discount rate to use is very relevant, when pricing a
derivative. By choosing the overnight rate, we get a recursive formula difficult
to solve for. While by choosing the Hedger’s funding rate, the pricing formula
becomes simpler. There is a clear choice to take ...!!

e In general terms, we will need two different pricers to calculate the CVA term.
One for the close-out and the other one that will depend on the discounting
rate chosen.

e When choosing the over-night rate as discounting rate, we can disentangle
the pricing formula in a pure CVA term and FVA term, though we do not
know how to solve for this FVA term. When using the Hedger’s funding
rate, we obtain a hybrid term accounting for both CVA and FVA.

e The simulated FX will carry a Xccy basis in its drift.

8.5 Risky pricing of a portfolio of derivatives

In order to look at the whole picture, we will assume a Collateral Set made up of
a portfolio with N derivatives where each derivative is denominated in a different
currency.

We will assume the collateral to be composed of a portfolio of bonds !, Ry,
denominated in a different currency to those of the derivative.

In this set-up we will consider N +1 FX, {XPC},_, v, where we keep the
index 0 for the collateral currency.

The replicating portfolio would be made up of,

N N
STVOXPY =Nl HO XY 18P + wCDSP(t,T) + ¢ CDSP (1, + dt)
j=1 j=1 —

H,J
vy
S R T
The bank account is composed of,
N .
8P = =3 "o H X' —3,CDSP(t,T) + CEO X[ (8.31)
j=1

Iwe will assume no joint default counterparty and bond’s reference
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so variations, in an infinitesimal time interval, in the bank-account will be,
asp = | (rf 4+ 0P ) BE | XD Cat
N .
_ [Z o <c,? + bf’CJ) HY + 4 PODSP(H,T)| dt (8.32)
j=1

being 7! the instantaneous repo rate associated to the bond R.
As it can be seen in the Appendix, the pricing PDE becomes

hP D/Co\ H,D D,C D/C,
LVY + (1_tR)VtD: (V?_CtCOXt / O)ft Tt [(Tﬁ"‘bt’ O)tho} Xy /e

s.t VtD = V¥1{7—>T} + W?l{TST} , t = (T'AT) (8.33)
By applying Feyman-Kac,

e Discounting at the domestic over-night rate flat:

VP =B (em el vR)

D,cD
v

+ %P (e_ J7 cPas (,Tf 7vf”cD) 1{T<T}>
CVA

- [T (R 1y (55 D)) VP ds

t

FVA

T rs
b [ B (e TRy (£ < (P 4 4P C0)) MO0 x P/ ds
t

Collateral Adjustment

r s D
+/ EEP (emfeddnap oy (FIP = (b0 +bP:C0)) RO XD/0) ds (8.34)
t

Repo Adjustment
Where
N
DyeP _ Qo |~ [ el 1,0 xD/C;
VP = B e VX
Jj=1

rf =~ VPR (1 - Re) [(V?’RF) - (Cfoxf/%” i

(1 - Rew) [(v?”f - (of’oxf/%)*] 7 (8.35)
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N
D,RF . Cj,Cj Cj/D
VR =Y VX,

J=1

Note that the Raw price, VtD ’CD, is under the assumption that the
operative is perfectly cash-collateralized in currency D. And VtRF’Cj

is a Cj-denominated derivative with standard collateralization.

e Discounting at the Hedger’s domestic funding rate:

T .H,D
VP =B (e iR

~
p.fH,D
vl

T H,D H,D
- s d D ‘ID, ’ XD F
+ EI(SQD (6 ft d 3 <7TT - VT ! > 7'/ ]‘{T<T}>
CVA adjusted for funding

T
+ / EPP (e— JEREP oy (FIFP = (P + 0D C0)) MEOXSP/CO) ds
t

N J/

Collateral Adjustment

T
+ / B2 (e_ SR g (PP — (rP 4 pPO0)) RSCOXSD/CO> ds
t

s

J/

~
Repo Adjustment

(8.36)

8.6 Summary

e The only pricing formula we know how to calculate is when the bank-
account that accrues at the hedger’s funding rate is used as nu-
meraire.

e Under this numeraire, we know how to calculate the price of the portfolio,
though we do not know how to disentangle CVA and FVA terms.

e In order to calculate the CVA, two different pricers will be needed. One
to use in the close-out calculation and other that uses the funding curve
to discount the pay-off.

e X involved in the calculation always takes a Xccy basis spreads in its
drift.

e [t will be difficult to conciliate CVA figures across “geographies”.
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8.7 Traditional Approach to the CVA term.

In this section, we look at the traditional approach CVA/DVA, where these

metrics are accounted for by discounting the future flows in the derivative.

Let’s define a derivative that pays out at different times within the time-grid
= {to,...,t, = T} an uncertain quantity denoted by C'F(t;) in currency F'.

Let’s define the value at any instant ¢, as seen in the domestic currency, by

I(T)

CFF(t;)

IP(t,T) = XP/F(t) NF(t) Ep* NF()
i=I(t) ¢

~~

117 (t,T)

Where I(t) makes reference to the index 7 such that ¢; > ¢, and ITI”(¢,T) is as
seen from the counterparty’s point of view.

Let us assume the existence of a bilateral CSA agreement. The collateral at ¢
will be denoted by C& (cash denominated in currency G).

We next derive the general pricing formula for this derivative under the possibility
of only the counterparty being default-able.

Let’s denote the risky premium by VP (¢), and 7 the time at which the counter-
party defaults.

V() =B [1omy TP @ T)] + By (1 ry 12 (67)] +

<(nD(T, 1)~ 0EXP/O)t 4 R(i(re, T) - CEXPIO) ¢ CTGXP/GH (8.37)

NP(7)

ND(t)EiwD [1{T<T}
After straight forward algebra, it can be shown that
VP(t) =I1"(t,T) -

NP(t) (1 - R) E;”

NP(r)

L ern <<nD<T, T) - CfXP/G)) ] (5.38)

J

CVA
In order to compare this C'V A term with the others obtained before, we set as
domestic (foreign) numeraire the one associated to the domestic (foreign)risk-free

bank-account (i.e Np = Qp).
Let us think of a portfolio denominated in currency F' so that

HD(t7 T) - XtD/F‘/tF’CF = XtD/FE;@F |:€— LT cfdsvllf':|

The CVA term will become



130 CONTENTS

CVAtD = (1 — R) E;@D |:€_ ftT CEdSXf)/F <‘/TF7CF o Cfo/G>7 1{7-<T}:| (839)

Note that this term is not the same as the one in (8.34) where two
different pricers were needed.
Again a question is in order,

Which dynamics should we impose to the FX ..7

For this, we should note that the CVA term in (8.39), should be equivalent to the
one obtained by measuring the conterparty risk in currecny F' and then translate

it into currency D.
That is,

CVA? _ XtD/F(l B R) Ei@p |:€_ ftT clds <VTF’CF . C’TGXf/G)_ 1{T<T}:| (8.40)

As (8.39) = (8.40), this will imply

D/F [t.Fqg
X, elo ¢

D/F | [tcDqs
Xy elo

dQF
dQP

So in this case, XtD /T does not have the cross currency basis in its drift,

(t) = (8.41)

L] e~

B2

Notice, that under this approach the CVA figure calculated in two dif-
ferent currencies will agree ..!!

8.8 Conclusions

e When non-arbitrage arguments are applied, the dynamcis for the FX carries
a instantaneous cross currency basis in its drift. This is no the case when
calculating the CVA term by the discounting-flows approach where the FX
appearing in the CVA term does not carry Xccy basis.

e This definition of CVA is completely an arbitray choice that makes this
figure independent of the currency chosen to express the CVA.
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8.9 Appendix: Risky Pricing PDE

In this appendix we follow the route in [9] to demonstrate equation (8.33).
Let us make explicit the dependence of the portfolio’s value,

VP = VP, HP: ¢ hf NEF)

We remind the replicating portfolio to be

N
VP =3 "o H + P + nCDSP(1,T) + ¢ CDS” (1, t + dt)
j=1

+ (B(t,t + dt) +wB(t,T)) (8.42)

C.
Zj\;l‘/; JXt/ J RCOXD/CO

and the bank-account

Z o HP — 5, CDSP(t,T) + RS X[/ (8.43)

By applying differentiating to both sides in (8.42),

LHS:

oVP VP A Vo
D t

dVi =g dt+ Z asa Z ZasaaSk 51054055, (£)dt
av 10°V
ahé dhC + 290 2 hcdt+z 757 %C 05,00 ps, po (t)dt + AVPANY
8VD 1 9*°VP
ahlt{ dh,H 58( Ohcdt+ Z 8338hHUS O'thS hC(t)dt
o*VP
8h08hHUhcathhc’hc(t>dt

(8.44)
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RHS:
N .
dVP =" o dH” + 1dCDSP(t,T) + ¢, dCDSP (t,t + dt)
j=1
(VP ~CP) —wB(t.T)
dB(t,t+ dt dB(t, T
+ B(t,t—i—dt) (7 + )+wt (7 )
N . .
_ [Z oV HP (ctD + b?’f) +~%CDSP(t,T)cP | dt
j=1
[ (P 0P ) + RO (2 07 ) | at (8.45)
where,
~ 9CDS(L,T) 9CDS(t,T) , »  1*CDS(t,T) , 5
dCDS(t,T) = o dt+ hC dh{ + G olcdt + ACDS(t, T)dN:
dCDS(t,t +dt) = h¢dt — (1 — R)AN}
_0B(t,T) IB(t,T) y  10*°B(tT) ,
dB(1,T) = = —dt + ohT dh{’ + 3 S(hiT)? orndt
dB(t,t + dt) = B(t,t + dt) fdt (8.46)
and dH;”’ has been defined in (8.19).
By choosing the coefficicients,
ovb
] 8SD]‘
al) = o (8.47)
dSD;
_ __on
Tt BCDSET) (8.48)
e
wACDS(t,T) — AVP
= 8.49
Et (1 o R) ( )
_ _on
Wt = oB(t,T) (850)
ant
VP — Py —w,B(t,T
o - (VP =CP) —ape a1
B(t,t + dt)

and substituting into (8.42), the RHS becomes,
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N D, 277D,

_ G) [0HT7 19°H" , Dj (D | ;D

RHS—Zlat [ o +§8(Sj)203j_gtf<ct + b, )
J:

oCDS(t,T)  10°CDS(t,T) , b h¢
o [ ot T2 amop  one ~OPSTA + G ACDS(T)
hi OB(t,T) 10°B(t,T) ,
(1-R) ot 2 o(h)2 o — B(t,T) fi

+ (VtD - CtCOXf’/C“t) fi+ {Mfo (ctD + th’O) + RCo (rﬁ + bf”o)] x P/

AVP +w, [

(8.52)

And finally, by substituting it into (8.42), we arrive to the fundamental pricing
PDE,

D

h
LV + Vi = (VP = cooxl/o) f2 | (rft 4 P ) RO X

s.t V2 =VP1omy +7P1pery . £ =(TAT) (8.53)




134 CONTENTS



Chapter 9

CVA for Credit Derivatives

9.1 Introduction
CVA is a credit contingent option written on a set of derivatives that are written
on different assets.

If the derivatives are written on market risk instruments (equities, interest rates,
fx, commodities), the following ingredients should be in place:

e Volatilities, even if the derivatives are linear (CVA is an option).

e Correlations between the different market risk factors (will affect the variance
of the NPV of the whole portfolio).

e Volatility of the credit curve of the counterparty and correlations between
this and the market risk factors (soft wrong way risk).

e Jumps in market risk factors (FX) upon default of the counterparty (hard
wrong way risk).

If some derivatives are written on credit, there are more ingredients to be added:

e Volatilities of the different credit curves and correlations between them and
other market risk factors.

e Default correlation (underlying credit references and counterparty (and own
default for DVA supporters)).

In this section we will tackle the default correlation issue.

135
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9.2 Risky Pricing for a Credit Derivative

We will assume the existence of three agents intervening in a credit derivative
transaction: The Hedger or risk taker, the counterparty and the reference of
the credit derivative.

Let us assume the Hedger enters into a partially cash-collateralized credit deriva-
tive, written on reference R, with counterparty C'. The collateral amount at time
t will be denoted by C} (as seen from the counterparty’s point of view), we will
denote the price of such derivative !, at time t, by,

Vi = V(& b b b NS NSO (9.1)

Where, hi¥ is the over-night CDS par spread for party X. pr = 14rx<yy is the
process that counts the unique default of party X, under the historical measure
P. We omit the dependence of V; on the Hedger’s default as the Hedger will be
in charge of setting the price of such derivative and, thus, he will not be worried
about V;, once he has defaulted.

In a one dimension world,

Vi Nei IS~ PV s
dV; = dt+zah] 1+ Zahjahkdhidht

+ AVRANTT + AVthNF C L AVRECANTINE  j=R,C,H  (9.2)

Where AVX denotes the jump to default upon party X’s default.

We will assume the existence of a fully cash-collateralized CDS written on both
parties R and C', that will be used in the hedging portfolio. We will also assume
that the Hedger is able to issue debt in the Bond Market, as well as the existence of
a credit derivative with sensitivity to the (counterparty and credit reference) joint
default, whose price we denote by J(t,t + dt). We will further assume this credit
instrument to pay at t + dt (as seen from t) a premium hf Cdt against (1—-Rgre)
in case both parties, R, C' defaults.

In a one factor world, we will assume the following replicating portfolio,

2
Vi=> oW ()CDSH(t, Ty) + nCDSC (t,T) + ,CDS(t,t + dt)
j=1 5
+ ¢pJ(t,t + dt) + (QB(t, t + dt) + wB(t, T)) +5; (9.3)

=0 (Vi—Ct)

'We will assume, without loss of generality, that the derivative is denominated in the domestic
currency
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Where V, is seen from the counterparty’s point of view, while the hedging portfolio
is as seen from the Hedger’s point of view.
It can be seen that the bank-account at time ¢ is made up of,

2
B = —wCDSC(t,T) =Y oW (t)CDS™(t, 1)) + C (9.4)

i=1

N J/

~
Collateral account

And its variation in a infinitesimal time interval,

2
—nCDS(t,T) = Y oD ()CDSH(t,T)) + C,

=1

dp, = codt (9.5)

where ¢; is the domestic over-night rate at which the collateral is remunerated.
The self-financing condition will imply,

2
AV, =Y aV()dCDS(t, Tj) + %dCDSC(t,T) + e,dCDSC (¢, t + dt)
j=1

Vi—Cy) —wB(t,T)
B(t,t + dt)

dB(t,t + dt) + w dB(t,T) + dp,
(9.6)

+ Gud I (t,t + dt) + l<

By applying Ito to the different instruments, it can be seen
dCDSX n ocDsSX n 132CDSX

ot Oh¥ 2 9(hy)?
dCDSC (t,t + dt) = hCdt — (1 — R®)dN;“

dCDSX(t,T) = (dh?)? + ACDSX AN}~

OB(t,T)  OB(t,T) . 5  1*BtT) , g2
B(t,T) = 10°B(t.T)
dB(t,T) o an '+ 3 g (dhH)
dB(t,t +dt) = B(t,t +dt)fdt
dI(t,t +dt) = (hf“’cdt — (1 - Rp.c)dN ’Rdew) (9.7)

Just note again that in the last two equations in (9.7) there is not dependence on
NtP " as the hedger is not interested on the world once he is not alive to stare it.
By choosing as hedging coefficients,

1) _ AV — o ACDSR(t,Ty)

Y ACDSE(t, Ty) (98)
[av _ AVR 8CDSR(t7T1)}
R R R
a£2) _ 8ht ACDS (t,Tl) 8ht (99)

ACDSR(t,T)  CDSE(t,Ty) 9CDSR(t,T:)
OhTt ACDSE(,T1)  ohl
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oV
__ ony
Tt = 5CDSC,T)
oh¢
v ACDSC (t,T) — AVC
(1—R°)
oV
ohH
OB(t,T)
ol
AVtR,C’
(1-— RR,C)

and substituting them back into (9.6), we obtain

(9.10)

€ = (9.11)

(9.12)

Wt =

b = — (9.13)

oV 3 Vi (B, i J (s 1 3 Vi j .
S :LAVidt + ﬁAVR’Cdt = (Vs = C)) fedt + Crepdt Vi, k=R,C,H, Vi=R,C.
- (]_ _ R’L) (1 _ RR,C) t ) I} ) )

(9.14)

where M/ denotes the market price of risk for .
We will next relate the price of the derivative that fulfills with the former equation
with an expected value. For this, we define

X, = 1{Tc>t}1{7.R>t}€_f0thd8V; (915)
Yi

Applying Ito,

dX, = — ViV + ViV/PCdNFANT + Y, [dNF + dNE ]V

oV vy ;1 >V, j ! R.C ;7R jArC
+Y: Edt + Z @dht + B Jzk Bhgahfa(t hi)o(t, hi)dt + AV dNy dN;
(9.16)

By taking expected values under the risk-neutral measure,

ER[dX,) = Y,V PO\t + Y, [N+ 2] Vet

+Y, th+Z%(up(t,h{)fM30(f’hf))*%Z o

” oni onions " W) (t,hf) + AVFONET — £V dt
7 ' 7.k t t

(9.17)
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By taking into account (9.14),

ER [aX) = Y, |V + VAR + VO | dt = (fy = ) Cudt (9.18)

And, by integrating between t; and 7" and taking expected values conditioned to
the information revealed at t,

J— T N S
Vio :Ej% |:1{TC>T}1{TR>T}6 Jig F2d VT}

s

B / i [Liresny Lipnsaye” o VAR as
o
tT |
[ B [ty tpmeng e o R vIOARC] s
t
|

T
+/ ES (1 o0l presgye Jofed (fs—cs)Cs} ds (9.19)
to

Risky price of a Credit derivative (CD) by using the hedger’s funding rate to discount flows

_ [T s R <

R

. f.Surv .
Survival Payments (V’fo ) Default Payments (Vt,r(”),fo,)

e
— Eg |:1{.,.C<T}1{,,.R>,,.C}€_ Jog Tods (VTCC — (Vch’vsum - Vch’vat))]

CVA Adjusted for Funding

_ Ef% |:1{TC:TRST}67 ftTU fsds VTR,Ci|

Joint default CVA

s

T
+/ Ef% |:1{TC>S}1{TR>S}€_ Jig fudu (fs —CS)C'S} ds (9.20)
to

Collateral Adjustment

Where

VG = Ro (CDc — Cre)” + (CDe — Cre)™ + Che

VAC = —(1—Re) (CDP' — ;) + 0D 7=179 = 7"

Where C'D¢c is the price of the credit derivative at counterparty’s default by
discounting both the survival and default leg with the domestic over-night rate ¢;.
CDPJis the payment of the CD at the reference’s default.
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Just note that the sum of the first two terms in (9.20) is the price of the CD
by assuming an immortal counterparty. The third term is the CVA adjusted for
funding and accounts for the amount that the hedger might loose in the case the
counterparty defaults. In this case, there might be a contagion effect by which
the reference’s credit spread upon the counterparty’s default is pushed down. The
fourth term accounts for the event in which both the counterparty and the CD
reference jointly defaults.

Risky price of a CD by using the over-night rate to discount flows

We might use as discounting rate the domestic over-night rate. In this case
equation (9.20) would become,

T cods ™ eods
Vio ZEg [1{.,_R>T}6_ ftD Catls VT} —Eg |:1{TR§T}€_ f”O Yy R:|

TR

: f.Surv
Survival Payments (V ) Default Payments (‘/t{;th)

s o )
_ Ejf% |:1{TCST}1{7—R>TC}6 ft(] sd (VTC _ (VTé«S o VTéth))}

CVA

_ E;% |:1{TC:TR§T}€_ f,TO csds VTR’C:|

Joint default CVA

T
4 [ [Lenndipmmge™ oo (1= ) (V- Co)] ds (9.21)
to

FVA

In this case, note that the third term in equation (9.21) is a pure term of coun-
terparty credit risk that is discounted at the over-night rate. Again, in this term
there might be a contagion effect by which the CD value upon the counterparty’s
default might be pushed down. The fifth term is the FVA term that is conditional
on both counterparty and the CDS reference being alive. Just note that the Value
of the CDS in this term already includes CVA and funding terms, making this
term hard to solve.

So far, we have seen that the CVA of a CDS will be determined by mainly two
effects (apart from the credit dynamcis, etc):

e Contagion Effect: At the time the counterparty defaults, the CDS spreads
might experiment a subit rise. This fact might increase/decrease 7?7 the risky
price of a partially collateralized CDS. This effect will tend to disappear for
perfectly collateralized credit derivatives.

e Joint default: At the time both parties (the counterparty and the credit
reference) default, the hedger will face a huge loss. This effect will persist
even in the case of perfectly collateralized derivatives.
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Two of the main drivers of the risky price of a credit derivative (contagion and
joint default) will depend on the Copula chosen to relate both the Counterparty
and the CDS reference’s times to default. In the next section we get deeper into
this.

9.3 Traditional default correlation approach

Default correlation is usually modeled with the help of copulae in the following
way:

e Risk neutral survival probability curves are obtained from market instru-
ments (CDS) where available.

e Stochastic credit spreads could be considered.
e A set of uniform random variables (one for each credit reference) are sim-
ulated with a given copula (Gaussian has been a popular choice, although

there are other alternatives).

e The uniform variables are projected on the inverse of the (possibly stochastic)
survival probability curves.

Survival
Probability

Correlated with
a given copula >

»
>

Default Times Time

Figure 9.1: Default correlation under traditional copula approach.
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9.3.1 Drawbacks of the traditional default correlation ap-
proach

The traditional approach exhibits some important drawbacks (independently of
the copula being used (with one exception!!!)) that forces us to search for other
alternatives.

In order to examine these drawbacks, we will work in a simplified framework with
the following assumptions:

e We will analyze the CVA of a single CDS.

e Therefore, only 2 credit references will be considered (the CDS underlying refer-
ence and the counterparty).

e We will assume no CSA.
e The CDS is assumed to pay a continuous premium.
e Non stochastic spreads.

e Flat interest rate and credit curves.

CVA might be non monotonic wrt correlation

We compute the CVA of a single CDS. To start with, we will use the Gaussian Copula
to simulate defaults. CVA will be computed for different correlation values.
Let’s assume the following:

Underlying spread | 2.00%
Counterparty spread | 2.00%
Recoveries | 40.00%

Int. rates | 1.00%

Notional protection sold | -1
CDS Premium | 2.00%

CDS maturity (yrs) | 5

Integration points / year | 50

Copula model | Gaussian

Notice that the two spreads are the same.

Notice that CVA is increasing with respect to correlation (in line with intuition), since
the counterparty credit risk of a protection payer CDS is closely related with the joint
default probability of the underlying credit reference and the counterparty.

But what happens if the credit spreads are different? Let’s assume that the spread of
the counterparty is smaller than the spread of the CDS underlying reference (seems to
make sense):
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Figure 9.2: CVA of a single CDS (protection bought) as a function of correlation
(Gaussian Copula). Underlying reference and counterparty spreads equal to 2%.

Underlying spread | 2.00%
Counterparty spread | 0.50%
Recoveries | 40.00%
Int. rates | 1.00%
Notional protection sold | -1
CDS Premium | 2.00%
CDS maturity (yrs) | 5
Integration points / year | 50

Copula model | Gaussian
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Figure 9.3: CVA of a single CDS (protection bought) as a function of correlation
(Gaussian Copula). Underlying reference spread: 2%. Counterparty spreads:
0.5%.

Notice that the CVA is non monotonic with respect to correlation.

What is the reason behind this behavior?
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Table 9.1: Gaussian copula for different levels of correlation and the joint default

= 0.8, p = 0.95,

From top to bottom and left to right: p = 0.5, p

line (red).
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The joint default line in table of figures 9.1 is obtained by imposing 7« = 7y,
where 7o and 7y represent the default times of the counterparty and underlying
respectively, which yields:

Ac
UC = exp (_)\CTC) , UU = exp (—)\UTU) = UC = UQR

Where Ay stands for the default intensity of X € {C,U}.

Notice that due to the fact that the default intensities are different, increasing
correlation decreases the probability of joint defaults.

This feature arises several issues:

e We lose intuition with respect to the meaning (and impact) of the correlation
parameter.

e More difficult to assess whether the price is aggressive or conservative.
e Does the model cover the whole range of arbitrage free prices?

e [s the maximum CVA copula dependent?

Maximum CVA is copula dependent

Is the feature described in the previous section a drawback of the Gaussian Copula?
What happens with other copulae?
Let’s repeat the exercise with different copulae:

Underlying spread | 2.00%
Counterparty spread | 0.50%
Recoveries | 40.00%
Int. rates | 1.00%
Notional protection sold | -1
CDS Premium | 2.00%
CDS maturity (yrs) | 5
Integration points / year | 50
Copula model | Gaussian, Clayton, Frank

In table of figures 9.2 we see that the maximum CVA value depends on the copula
choice (model risk).

Once a copula model has been chosen, we are not sure that we can reach the
maximum arbitrage free CVA.
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Table 9.2: Gaussian copula for different levels of correlation and the joint default
line (red). From left to right: Gaussian copula,Clayton copula, Frank copula

Non realistic joint default probabilities and contagion

In this section we force the 3 copulae (Gaussian, Clayton and Frank) to infer the
same CVA quote (0.24569%).

Underlying spread | 2.00%
Counterparty spread | 0.50%
Recoveries | 40.00%
Int. rates | 1.00%
Notional protection sold | -1
CDS Premium | 2.00%
CDS maturity (yrs) | 5
Integration points / year | 50

Copula model & correl params

Gaussian (0.504545), Clayton (3.26795), Frank (4.78549)

We consider a time grid of 50 time steps per year. In the following picture we
plot the joint default probabilities under the 3 models.

6.00E-07 - - 1.40E-05
Frank
Clayton
5.00E-07 + Gauss -+ 1.20E-05
+ 1.00E-05
4.00E-07 A
+ 8.00E-06
3.00E-07 A
-~ 6.00E-06
2.00E-07 A
—+ 4.00E-06
1.00E-07 A L + 2.00E-06
0.00E+00 T T T T T T T T 0.00E+00
0 0.5 1 1.5 2 25 3 35 4 4.5 5

Figure 9.4: Joint default probabilities
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Notice that the joint default probability is greater in the near future. This effect

is specially abrupt for the Gaussian copula.
This modeling framework implies a spread widening of the surviving credit ref-
erences upon the default of another (default contagion), that contributes to CVA.

How can this spread widening be calculated?
The CDS NPV at a future time step ¢4, conditional on the counterparty having
defaulted in (¢;,t;41) is going to be a byproduct of the following survival proba-

bilities:

Plry > T, 7y > tjy1,70c € (t,t; + 1))
Plry > tjp, 70 € (L, t; +1)]

P [TU > T‘TU > tj+1,TC S (tj,tj + 1)} =

- C(Ug’ gﬂ) - C(Ug+1’ Ulgﬂ)

Where C(,) represents the copula and UX = exp (— I, Afds) X e{C,U}

A
(0,1) (L.1)
Ut[aj‘+1
Uy
(0,0) Ut?.H Ut(j (1,0)

Figure 9.5: P |:7'U > T‘TU > tiv1, 7o € (t, 6 + 1)] is the integral of the red region
divided by the integral surrounded in green.

The contagion effect is also greater in the near future. This effect is again specially
abrupt for the Gaussian copula.
Inconsistency between forward and future spot scenarios

At a given time t, we price the CVA of a CDS with a given copula and a given
correlation parameter. At a future time 7', we use the same copula model and
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Figure 9.6: Underlying credit spread at ¢; conditional on the counterparty default-
ing in (¢;_1,%;). Set of grid dates generated with 50 steps per year.

assume that the correlation parameter was kept constant. Are the T forward
scenarios inferred by the model at ¢ consistent with the spot scenarios implied by
the model at T'7 Again, we assume non stochastic default intensities.

Spot A Forward
Survival Survival Correlated with the same copula used in t
Probability Probability (same copula function & parameter)

Correlated with . T
a given copula \

We compare the joint default probabilities and the spread widening of the under-
lying reference credit upon default of the counterparty for two different scenarios:

e The scenarios implied the copula at time ¢t = 0 conditional on both references
having survived at time 7" = 3.

e The scenarios implied by the copula at time 7" = 3.

e Under both scenarios, we use the same copula with the same correlation
parameter.
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Table 9.3: Forward and future spot scenarios comparison in terms of joint default
probabilities and spread of the underlying upon default of the counterparty.

Top left: Gaussian Copula: Spread contagion. Top right: Gaussian Copula: Joint
default probability. Bottom left: Clayton Copula: Spread contagion. Bottom
right:Clayton Copula: Joint default probability.

We see can the forward scenarios imply a smaller joint default probability and
contagion than the future spot scenarios.

Although the copula model name and the model parameter is kept constant
throughout time, the model is being changed on a day to day basis.

We can also see this effect in the evolution if the CVA NPV: We compute the
initial NPV of a forward starting contingent CDS that starts at 7' = 2.5 with
maturity 7" =5 (same as the underlying CDS). We plot the evolution of the NPV
in time under two assumptions:

e Being consistent with the initial copula

e By naively using the original copula with the same parameter at every future
time (rolling copula).

e We perform the analysis for the Gaussian and Clayton copulae.

In table of figures 9.4 we see that time 0 copula under estimates the forward
starting CVA.

All these effects are due to the fact that the rolling copula is not consistent with
the scenarios implied by the initial copula.
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Table 9.4: Forward and future spot scenarios comparison in terms of joint de-
fault probabilities and spread of the underlying upon default of the counterparty.
Left: Gaussian Copula: Spread contagion. Right: Gaussian Copula: Joint default
probability.

9.4 The Marshall Olkin Copula

What is the problem of the traditional approach? basically that the following does
not hold for (51,5 > T > t):

P[Tc > Sy, Ty > SQ‘TC >tTy >t] =P [TC >T, 1y >T‘TC >tTy >t] P[Tc > S, 17U > SQ‘TC >T, 1y >T]

(o A 00 o 13, 2 00 oo G L AYe) (e, [S1p s - 1523V as
(9.22)
Where C; and C7 are the copulae used at times ¢ and T. Notice that under
independence C(u,v) = uv, the condition holds.
Let’s try to find the copula that meets (9.22) apart form the independence case.
Lets assume that ¢t < S; < S5 and compare the copulas at times ¢ and t + dt. By
imposing (9.22):

S1 yC S2 U dt yC dt \U S e} S U
Ct (e_ fs:t >\S dS’ e_ fs:t )\s ds) = Ct (e_ f:it ‘ >\S ds’ e_ f:if i >\s ds) (e_ fs:lt >\s (187 e_ fs:Qt >\s ds)

Citar

The term C; (e~ S Ascds, e~ JoZ A ds represents the probability of both credit

references surviving at ¢ + dt. We assume that there is a joint default intensity
A <min(AY, \Y). Notice that this assumption is the most general. Then

Ot (e_ fst:tdt /\scds’ o stitdt )\gd8> =1—= ()\tc + )\ll;] — AII;JC) dt
So that

Ct:<1_(>\tc+)‘§]_>‘tUc)dt)Ct+dt = %:()\f—l-)\?—)\,?c)dt
t
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Notice that we know that Cs, = e~ Jsif A ds

/CS1 = Z/Sl (AT + 27— AUC) ds
c, Ct s s s s

4

S S
Cp=e sy AT ds = [ (AT+AT =AY )ds

, therefore

Which can be written in the following way:

s=t
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This is a particular case of the Marshall Olkin copula.
Notice that under this approach, in the time interval (¢,t + dt):

e C will default with probability A{ dt.
e U will default with probability A\ dt.
e Both U and C will default with probability AV dt

e \VC = Kmin(\{, \Y) where 0 < K < 1.

e The probability that C defaults without U defaulting is AS'dt — AV dt.

e The probability that U defaults without C defaulting is AV dt — AV dt.

e If k =0, we have the independence case.

e There is no contagion effect (no spread widening of the surviving references upon

default of)
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Table 9.5: Marshall Olkin copula with different correlations. From top to bottom
and left to right: k=0, kK =0.25, k=0.5, k= 0.75, k = 1.

In table of figures 9.5, we see that, contrary to the traditional approach, as k increases,
the probability of a joint default also increases.
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Figure 9.7: Different copulae as a function of their correlation parameters (Gaus-
sian: 0-0.99, Clayton: 0-100, Frank: 0-30, Marshall-Olkin: 0-0.99).
In figure 9.7 we observe that:

e Under the Marshall-Olkin copula, CVA is increasing with respect to the correlation
parameters.

e Under the Marshall-Olkin copula, the maximum CVA attained is much larger than
for any of the other copulae.

9.4.1 Problem with the Marshall-Olkin copula in high di-
mensions

e When dealing with 2 credit references, we have to input the joint default intensity
A2,

e With 3 credit references, we have to input Aj2, A3, A23 \}23.
e With N credit references, we have to input 2 — 1 — N joint default intensities.

We have to somehow reduce the number of joint default parameters to input.

9.4.2 The Lévy-frailty model

In this section we introduce the Lévy-frailty model. Under this model, in order to
simulate default events, we do the following (assuming n credit references):

e Assume that the different credit references had flat default intensities Aq,..., \,.
e We consider a subordinator (increasing Lévy process) and simulate its path.

e We draw independent exponential random variables 7{,..., 7, with parameters
* )\*
1’ ceey n.
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e The default time of reference j will be given by the first time in which the subor-

dinator is greater than 7']7“.
e Obviously A}, j =1,... n will be determined so that the marginals are preserved

(15 ~ exp(})))-

Subordinator
Increasing Lévy Process

T ~exp (A])

Tiroexp(A)) @ ------mmm e e
Independent
exponential
random variables

73 ~exp (A3)

5 ~ exp (A3)
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Figure 9.8: Simulation of default events under the Lévy-frailty model

How can we preserve the marginals? By imposing:
Plrj>T]=eNT

0

P[Xp < 7] =e N7 (9.23)
But

~log(U)

Aj

Xr <

=p {U < e‘XTAﬂ =F [e_XTA;} = ®x.(A])
(9.24)

P[Xr<71]=P

Where we have taken into account that 77 ~ exp(A}).
Ox,(s) = E [e*XTﬂ is the Laplace transform of the positive random variable X7.

Notice that ®(0) =1 and that ®x,(s) is decreasing in s.
(9.23) and (9.24) imply:

e T =By, (A) = A=) (e*AJ‘T)

Obviously A will depend on the subordinator X
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9.4.3 Nested Archimedean copulae

The model described in the previous section allows us to correlate defaults obtaining
default times under flat spread curves.

What if the spread curves are non flat (or stochastic)?

Then, if we want to preserve the marginals on every time interval (¢,¢ + dt), we will
have to impose that:

—Mat j* j* —1 ~Mat
NI = @, () = N7 =gk, ()

Obtaining a different )\g* for each t.
Under this situation (which is the most realistic), the only solution is to consider a fine
time grid tq,...,t,. And proceed in the following way:

e For a given time interval ({j,%r41), obtain the default intensity of each non de-
faulted reference ), .

J*x _ q—1 ] (trr1—t)
Compute M = (I)(thHthk) (e b (Lt )

e Draw the exponential 77 for every non defaulted entity.

Draw the Lévy subordinator increment.
e Test the default condition {AX;, > 7*}.
Let’s work out the default condition:

o log(Uj) | _ [.-1 N Aty log(Uj) | _ log(U;) —\], Aty
{Ath>Tj}—{Ath>— NG = CPAth e i >_m = q:.Ath _m S>e M

ty

If we define the random variable V; := ®4 X, (—M>, let’s see how it is dis-

AXy,
tributed:

1 U _ —1 v
P <o) [ma, () <o < p [ e
k

1
_E |:6 Ath(I)Ath( ]):| = (I)Ath (@Z}X—tk (Uj)) = vj

Obviously, it is uniformly distributed.

The variables Vi,...,V, will be a set of uniform random variables correlated
through an Archimedean copula with gzﬁgﬁ(tk( ) being its generator.

We are applying nested Archimedean copulae.

Under this model:
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Figure 9.9: Simulation of default events under nested Archimedean copulas

e The default of one credit reference in (t, tx1) does not condition the surviv-
ing firms after ¢, (the Lévy subordinator is Markovian). No contagion!!!.

e The probability of joint defaults is O(dt) even if the credit references have
different default intensities. This was not the case with traditional copulae.

e Default correlation depends on the Lévy subordinator being chosen and is
reflected through joint defaults.

e [t is nothing but a n dimensional Marshall-Olkin copula with a reduced
number of parameters.

e Once a Lévy subordinator has been chosen, we just have to plug its param-

eters.

9.4.4 Correlation smile implied by the model

In order to gain some intuition with respect to effect of the Lévy subordinator, we
compute the correlation smile implied by the model.

Notice that a Lévy subordinator is the sum of a drift component plus a set of
Poisson processes.

We start by the most simple Lévy subordinator: drift plus single Poisson process:

Process | Parameter (drift/jump size) | Parameter (intensity)
Drift 1
Poisson 100 0.001
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Figure 9.10: Correlation smile and loss density

We consider an homogeneous portfolio with 125 references, a spread of 1.00% and
a b years maturity.
If we increase the jump size:

0.6
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Figure 9.11: Correlation smile with Poisson intensity of 0.001 and changing the
jump size.

Now we increase the Poisson intensity:

Process | Parameter (drift/jump size) | Parameter (intensity)
Drift 1
Poisson 100 0.1

and changing the jump size:
Now with an intensity between the last two cases:
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Figure 9.12: Correlation smile and loss density
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Figure 9.13: Correlation smile with Poisson intensity of 0.1 and changing the jump
size.

Process | Parameter (drift/jump size) | Parameter (intensity)
Drift 1
Poisson 100 0.01

And changing the jump size:
We can conclude the following:

e With low intensities, we control the correlation for high strikes.
e With high intensities, we control the correlation for low strikes.

e With intermediate intensities, we control the correlation for intermediate
strikes.
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Figure 9.14: Correlation smile and loss density
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Figure 9.15: Correlation smile with Poisson intensity of 0.01 and changing the
jump size.

e The larger the jump size, the greater the correlation.

With several processes, we can produce very rich smile shapes:

Process | Parameter (drift/jump size) | Parameter (intensity)

Drift 1
Poisson 1000 0.001
Poisson 1000 0.01

Poisson 40 0.1
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Figure 9.16: Correlation smile and loss density.

9.5 Conclusions

e Traditional copula approaches exhibit important drawbacks while calculating
the CVA of credit derivatives.

e In low dimensions, the Marshall-Olkin copula is a much better approach.

e In high dimensions we have to reduce the number of parameters under the
Marshall-Olkin model.

e Simulating defaults through Lévy subordinators while maintaining the marginals
on every time interval is equivalent to using nested archimedean copulae.

e Default correlation is imposed by choosing a given subordinator.

e The model implies rich correlation smiles even for canonical Lévy processes.



Chapter 10

Wrong/Right Way Risk

We have already seen what the Wrong/Right way risk is and the different ways
to take it into account. In this section we will get deeper into the matter and we
will see how the diferent ways affect to the CVA as well as to its hedge.

We have seen that at time ¢t the CVA for a derivative with maturity 7', whose
price at time ¢ we denote by V(t), can be expressed as,

cvaw =1 - R MwER (40 10 )

— (- R M) /T EQu (‘]/\;_((SS)) dN(s))

t

= (1—R)M(t) /t ERM (%| dN(s) = 1) ERM (dN,)  (10.1)

where N, is a stopped count process with first jump at 7 such that L,

tAT
Lt = Nt — / )\(S)dS
0

is a martingale.
In this section we will see different ways to induce correlation between the NPV
and the time to default of the counterparty so as to solve for,

EQ (—‘]/\;((j” ;((:)) |AN(s) = 1) (10.2)

10.1 Copula Approach

Without loss of generality we will assume the conditional expected value we must
solve for, is

161
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)

Vs, X, Vt(s, X
EQ ( (. X, _ 8) -/ M<(S T ), (10.3)

M(s, Xs)

Le us assume we have got the distribution for ‘;;r((ss})(i“)) by having simulated by
Monte Carlo N + 1 paths. Lets us denote the ordered distribution by

VH(s, Xs) VH(s, Xs) Vi (s, Xs)
N < -1 77 < < — =
M5, %) @Y= 3(s,x) W)= = e x) )
We might integrate (10.3) numerically as,

We need to relate the event (7 = s) with the empirical distribution of exposures.

We can make this by projecting both variables into a standard bivariate normal
random variable.

Let us assume that

(n=s5)eY, =N (Prir<s) Y,<N(0,1)
V,<V) & X, < N <)) X, AN(©0,1) (10.4)

So that, we assume X, and Y, have correlation p. Under this assumption we can
express (10.3) as,

V*(s, Xs) N Tj = YspP Tj1 = Ysp
EQM ) ‘s _ ~ + [ N J s _N J s
' (M(57X8)|T S) ZV] 1—p?

for

So the CVA would become

CVA(t) = (1 — R) MY 7+ (N <(”‘“> - N <‘“12;“>> Pr(t-1 <7 <t)
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10.2 A case Example: WWR for a FX Forward.

We will next focus on the CVA of a non-collateralized FX forward with maturity
T that pays.

Vp = (X:?/F - K> NF
The price at time ¢ of such a contract is,

V. =B, T)X, — KB”(t,T)
Where,

BF(1,T) = ERr (e I restine) - phg, ) — pe (¢ i (P thtsin)

where ¢, is the instantaneous collateral rate, b, denotes the instantaneous cross
currency basis and s’ is the spread over collateral rate to fund currency B.
In the following, we define the dynamics for the FX,

axP'r
DT = (cp(t) — cp(t) — by +mx(t)) dt + ox(t)Cx(t) - AWF ()
t
where Cx(t) - Cx(t) = 1. ¢x(t) makes reference to the instantaneous collateral
rate for £k = D, F' domestic and foreign currencies respectively. myx will denote
the market price of risk for the FX under P.

Conditioned to default we will be interested on the risk-free price of the derivative,
so we will assume s/ = b, = 0.
In order to calculate the CVA for such an instrument, we will have to solve for

(s, Z
EtQM (V (Sa s>|7‘=8)

M(s, Zy)
= BP(t, TVER" (V' (s, Z)|Ys = y7)
= BD(t,T)/QVJF(S,ZS)UZSW(,ZS)CZZS (10.5)

Where Z, is an unidimensional standard Normal random variable. And we have
mapped the default event (7 = s) to a standard normal random variable Y. So,
given a survival probability curve P,.(7 >t for our counterparty

(1=s) & Y,=y"'=N1"P(r<5s))
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We will correlate the exposure with the time to default of our counterparty by
correlating the X, Y by a one-factor Gaussian copula with parameter p

Zs:pYS+V1_p2€s

Then (10.5) reduces to,

EP (Xor — K)' |V, =)
1 o —1ly2 45, (py*Jr 17p2u> ) _1,2
= — X, pe 27ts770 — K )e 2" du 10.6
V2T /ch ( T ( )

Where !
Eit:/ o%(s)ds
¢

BE(t,T)

Xop =X, ="~
Y TUBP(LT)

ol 43— Sy
b Seay/1— 2

By a little of algebra it can be seen that the conditioned expected value above
has analytical solution equal to,

BSC(t,s,T, K, p) = >V =3%0) X, . N(d)) — KN (—dy) (10.7)

for

i _ Lo L3R+ Sy + 2212

L Seiy/1— 2

So the CVA at time ¢ can be expressed as

CVA({t)=(1-R)B(t,T) /T BSC(t,s, T, K, p)EX (dN,)

"'We will assume while pricing that interest rates are deterministic.
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Figure 10.1: WWR: Copula approach for an ATM FX forward

10.3 Hedging with the Copula

In this section we will have a look to the P& L resulting from the hedging strategy
of the CVA of the FX Forward above, when WWR is taken into account by the
Copula approach.

We briefly comment on the portfolio needed to dynamically hedge CVA’s first
order risks, (i.e market delta and credit deltas, both on survival and on default).

For this, we first introduce an economy where interest rates, FX, default inten-
sities and default times are stochastic with the following general dynamics under
the real measure, P.

ck(t) = 2x(t) + @u, (); (10.8)
dry(t) = (—Kg, a2 (t) + my, (8)) dt + 04, (1)Cy, (t) - dWE(t) Vk = D, F (10.9)

() = y(t) + @, (1) (10.10)
dy(t) = (—r,y(t) + my(t)) dt + o,(t)C,(t) - IWF(t) (10.11)

and the dynamics for the FX are the same as in (10.5).

where C;(t)-Ck(t) = pix. cx(t) makes reference to the instantaneous collateral rate
for k = D, F domestic and foreign currencies respectively and \(t) makes reference
to the instantaneous default intensity for the counterparty. my will denote the
market price of risk for risk factor k.
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We will look for a hedging portfolio that mimics the CVA at every instant, so as
to get

CVA(t) = H(t) (10.12)

where the hedge may be expressed as the self-financing portfolio,

H(t) = B(t) + a()X (t,T) +1(t)CDS(t, Ty) + e()CDS(t, Tr)  (10.13)

where X (¢,T) is the FX forward used in the hedge of the market risk.
The self-financing requirement for (10.13) is given by,

dH(t) = dB(t) + a(t)d X,z + y()dCDS(t, Ty) + e()dCDS(t,Ty)  (10.14)

where,
X (£, T) %dt b L X(ET)
DS(t, T,
dCDS(t,Ty) = Wdt + L£,,CDS(t,Ty) + ACDS(t, Ty )dN (t)
DS(t,T.
dODS(t,Ty) = acg—f’L)dt + L, CDS(t,Ty) + ACDS(t, T)dN(t)
dB(t) = cP(t) (CVA(t) — a(t) X (t,T) — v(t)CDS(t, Ty) — e(t)CDS(t, Ty)) dt
and

() 10°()

Lx,() = _(9Xtht + 5352 X202 (t)dt
t
~ () 10°(-) ,
)C)‘z(.) = a—)\td>\t + 5 8A% O-)\tdt

On the other hand, we know that,

ICV A
dCV A, = Ydt 4+ Lx,CV Ay + L3,CV A, + Lx,2,CV A, + ACV A, dN (1)
(10.15)
For (10.12) to be true along time, we must impose,
dCV A(t) = dH(t) (10.16)

what implies that in order to be dynamically hedged we should rebalance the
hedging portfolio according to the following coefficients,
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ACV A(t) ACVA(t) 0CDS(,Ty)
N ( o  ACDS(t,Ty) O )
e(t) = <8€DS(t,TL) _ ACDS(1,T1) aCDS(t,TU)>
Ot ACDS(t,Ty) Ot
(1) = ACV A(t) — e, ACDS(t,Ty)
= ACDS(t, Ty)
(8CVA(t)>
X+
X,

so we are hedged to first order movements (both market and credit sensitivities)

Under the parameterization stated above, we are are now in position to calculate
the CVA’s greeks

CVA jump to default:

ACVA() = ((1—=R) V()" = CVA({t)) (10.18)
FX forward delta: OX(1.T)
“orx, — BT (10.19)

CDS interest rate delta:

aODS<tZ7T7 xtwyt@ ft (C u)+A(u))du
axti :_KZ(SG 517 17 ] ’xtz7yti

_ LGDZG(Hx,t“t;)E ( ft P dul{ < C<t }|Itl,yt>

k=1
(10.20)

CDS credit delta:

/

t; (P (U)JW\(U))dull‘t- 7 yt)

aoDS(t“T7 xt”yti) = —sz 5 G(’i% Iz ])EQ (efti

8yti

"

" Y P (u)du
—LGD Y Glky ti ) E (e il P 1{Tcztg}lwt“yti>

l " — t;c/ P (uw)du
—LGD Zk:l G<f{y7ti,tk,1)E (6 ftl (u) 1{702tgl}|xti7yti>



168 CONTENTS

CVA vs Hedge CVA vs Hedge

——CVA  —=—Hedge
.
2 -
3 Uk f o~
I
8 e

Hedg

Figure 10.2: WWR: Hedging strategy for a 5y Mty ATM FX Forward with p = 0

CVA vs Hedge CVA vs Hedge
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Figure 10.3: WWR: Hedging strategy for a 5y Mty ATM FX Forward with p =
—50%

CDS jump to default:

[ "
o P (u)du
ACDS(t;,T) = —LGD¢ (1 - E <e Jii" e (wduy W <nosiy Tt )\ti>>

k=1
’

m n
—cy 5EY (e_ S (P FA@)du /\ti> (10.21)
j=1
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Figure 10.4: WWR: Hedging strategy for a 5y Mty ATM FX Forward with p =
+50%
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