MARKET MODELS FOR CDOS DRIVEN BY
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ABSTRACT. This paper considers a top-down approach for CDO valua-
tion and proposes a market model. We extend previous research on this
topic in two directions: on the one side, we use as driving process for
the interest rate dynamics a time-inhomogeneous Lévy process, and on
the other side, we do not assume that all maturities are available in the
market. Only a discrete tenor structure is considered, which is in the
spirit of the classical Libor market model. We create a general frame-
work for market models based on multidimensional semimartingales.
This framework is able to capture dependence between the default-free
and the defaultable dynamics, as well as contagion effects. Conditions
for absence of arbitrage and valuation formulas for tranches of CDOs
are given.

1. INTRODUCTION

Contrary to the single-obligor credit risk models, portfolio credit risk mod-
els consider a pool of credits with different obligors and the adequate risk
quantification for the whole portfolio becomes a challenge. The most dif-
ficult and important task is to determine the dependence structure in the
portfolio (also termed default correlation).

The main question which we consider here is the valuation of tranches
of collateralized debt obligations (CDOs) and related derivatives. CDOs are
structured asset-backed securities, whose value and payments depend on a
pool of underlying assets (such as bonds or loans) called the collateral. They
consist of different tranches representing different risk classes, ranging from
senior tranches with the lowest risk, over mezzanine tranches, to equity
tranches which carry the highest risk. If there are defaults in the collateral,
the occurring losses are transferred to investors in order of seniority, starting
by equity tranches.

Among various portfolio credit risk models, there are two main approaches
to be distinguished: the bottom-up approach where the default event of each
individual obligor is modeled, and the top-down approach where the aggre-
gate loss process of a given portfolio is modeled and the individual obligors
in the portfolio are not identified. The latter approach was investigated in
a series of recent papers, among which we mention Sidenius, Piterbarg, and
Andersen (2008), Ehlers and Schénbucher (2006), Ehlers and Schénbucher
(2009) and Filipovi¢, Overbeck, and Schmidt (2009). All these papers are
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in the spirit of the Heath—Jarrow—Morton framework for modeling of the
term structure of continuously compounded forward rates, extended to the
defaultable setting in an appropriate way.

In this paper we present a market model which studies portfolio credit
risk in a top-down setting. It generalizes the defaultable Libor market model
(see Eberlein, Kluge, and Schénbucher (2006)) to portfolio credit risk. As in
Filipovi¢, Overbeck, and Schmidt (2009) we utilize (T, x)-bonds. A (T, x)-
bond pays 1 if the aggregate losses do not exceed the level x at maturity T,
and zero otherwise. In practice not all maturities are available and hence, we
work on a discrete tenor structure 0 = Ty < 17 < ... < T,, and extend the
classical definition of (risk-free) forward Libor rates to defaultable forward
(T, x)-Libor rates defined via (T}, x)-bonds. The need for this approach is
illustrated in Carpentier (2009), and to our knowledge only Bennani and
Dahan (2004) studied market models for CDOs. In particular, Section 6.1
below shows how to extract the (T}, x)-Libor rates from traded CDOs.

The model we propose is given in a very general setting. The driving
process is a multidimensional special semimartingale consisting of two com-
ponents: a multidimensional time-inhomogeneous Lévy process representing
market fluctuations and a component which is the compensated aggregate
loss process. In this way we incorporate the influence of the aggregate loss
process on the price dynamics of defaultable assets in the portfolio, which is
known as contagion. This covers the empirical phenomenon that a default
in the market affects the credit spreads of other obligors. Moreover, we in-
clude a direct dependence of the risk-free interest rates and the aggregate
loss process.

The paper is structured as follows. In Section 2 we introduce the setting
and basic notions. In Section 3 we describe the aggregate CDO loss process
A and specify the driving process X. Section 4 is devoted to the risk-free
Libor rates and the corresponding forward measures, whereas Section 5 con-
tains the construction of the forward (T}, x)-Libor rates. Furthermore, we
derive conditions for the absence of arbitrage. As a special case, we recall the
defaultable Lévy Libor model of Eberlein, Kluge, and Schénbucher (2006),
which can be embedded in this framework by considering a portfolio con-
sisting of only one defaultable bond. In Section 6 we show how derivative
valuation can be facilitated by using appropriate defaultable forward mea-
sures and present a valuation formula for a single tranche CDO, which is
the standard instrument for investing in a CDO-pool. Finally, we discuss
the relation of CDOs and Libor rates under assumptions used in practice.

2. BASIC NOTIONS AND DEFINITIONS

Let T* > 0 be a fixed time horizon and assume that the tenor structure
0=Ty <T) <...<T, =T"is given. Set oy = Tpy1 — Ty, for k =
0,...,n—1.

We assume that default-free zero coupon bonds with maturities 11, ...,T,
are traded on the market and denote by P(t,T}) the time-t price of a default-
free zero coupon bond with maturity 7. For default-free zero coupon bonds
P(Ty,Ty) = 1 for all k. Furthermore we assume that P(¢,Ty) > 0 for any
0<t<Tyand all k.
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Definition 2.1. The (forward) Ty-Libor rate at time ¢t < Ty, is defined by

1 P(t,Ty)
10,70 = 5 (5o 1) @

Throughout we call this and similar rates Libor rates and leave ”forward”
aside. This rate is default-free as the T)-bonds are.

On the defaultable side, we consider a pool of credit risky assets. The
overall nominal is normalized to 1. We denote by A = (A;)¢>0 the increasing
aggregate CDO-loss process. Let T = [0, 1] denote the set of attainable loss
levels.! Then A takes values in Z and = € T represents the level where 1002%
of the overall nominal has defaulted.

Remark 2.2. The relation to a bottom-up approach is as follows: Denote
by 71, ..., Tm the default times of the credit risky securities in the collateral
and their (possibly random) loss given default by ¢i,. .., gn. Then

A= Z ¢il{r<t)-
i=1

Following Filipovi¢, Overbeck, and Schmidt (2009), we introduce the fol-
lowing concept. Denote 7 := {Ty,...,T,} and 7 := {T1,...,Th_1}.

Definition 2.3. If (T}, z) € 7 x Z, a security which pays 1{ATk <y at Ty is
called (T}, x)-bond. Its price at time ¢ < T}, is denoted by P(t, Tk, x).
If the market is free of arbitrage, P(t, Tk, z) is nondecreasing in z and
P(t, Ty, 1) = P(t,T}).
We postulate that the price of a (T}, z)-bond can be written as
P(t, Ty, x) = p(t, Th, ©) 14, <} (2)

where (p(t, Tk, x))o<t<T, is a strictly positive special semimartingale with
p(Ty, Tk, z) = 1. This process represents the pre-default value of the bond.

Using (7%, z)-bonds we extend the definition of the Libor rate and intro-
duce the following defaultable, simply compounded interest rate:

Definition 2.4. The (T}, z)-Libor rate at time ¢t < T}, is given by
1 ( p(t, Tk, x)
L(t,T, =1 — == -1); 3
( ) k:,f[f> {Atgcc}(sk <p(t, Tk+1,.%') ) ( )
the (Ty,x)-credit spread is defined by
L(ta Tk, $) - L(tv Tk)
1+ 0xL(t, T))

H(t, Ty, x) == 1ya,<a}

The (Tk, z)-forward price is given by

P(t, Ty, )

F(1,Tio0) = g (5)

It is straightforward to generalize to true subsets Z C [0, 1].
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Here, L(t, Ty, x) is a defaultable forward interest rate that one can con-
tract at time ¢, given that A; < x, on a defaultable forward investment of
one unit of cash from T}, to Tx+1. As A; < 1, we obtain L(t,Ty) = L(t, T, 1).
Furthermore, on the set {4; <z},

14 0, L(t, T, x)
1+5kH(t,Tk,CE) = 1—|—51€L(t Tk) .

Together with (1) and (3) we obtain, again on {4; < x},

_p(t,Tk,fE> p(taTk+17x> -
1+ 0pH(t, Ty, z) = P, Th) < P(t, Terr) > 0. (7)

(6)

By (7), on {A; < z} only,
1 F(t, Ty, x) >
Ht,Tpy,z) = —| =———=—-1].
( b ) 5k‘ (F(taTk-‘rlvx)

The following remark illustrates relation between discrete-tenor and continuous-
tenor credit spread.

Remark 2.5. The quantities H (¢, Ty, ) represent the discrete-tenor analogs
of credit spreads in the defaultable HJM models. More precisely, expressed in
terms of (T, z)-forward-rates (see Filipovi¢, Overbeck, and Schmidt (2009))
we have that -
P(t, Ty, ) = ¢ Je " Jww)du,

The risk-free case is obtained with x = 1. By the definition of the Libor rate

1 Tht1

L(t,Ty) = <eka JlbuDdu _ 1>
Ok
Tri1

1
i / f(t,u,1)du.

%

Ty

This shows that the Libor rate is approximately the average forward rate
over the time interval [T}, T;11], as expected. Furthermore, for a defaultable
(T, z)-bond we have by (7) on {A4; < x}

T
H(t,Tk,J}) — 51k<€fT:+1(f(t»U,93)f(t,u,l))du_1>
] Trt1
< & [ Utwa) - st D)
k 2

which is approximately the average forward credit spread over the time
interval [T, Tp11]-

3. THE DRIVING PROCESS

Let a complete stochastic basis (£2,G, G, Qr+) be given, where G = G-
and G = (G¢)o<t<r+ is some filtration satisfying the usual conditions. For
simplicity we write Q* for Q7«. The expectation w.r.t. Q* is denoted by E*.

Let us now describe the driving process for the model. A realistic assump-
tion is that the dynamics of defaultable quantities related to the assets in
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the given portfolio is influenced by the aggregate loss process A. This means
that when a default happens in the portfolio, the default intensities of the
other assets may be affected as well. Moreover, the risk-free interest rates
can also depend on the aggregate loss process. In order to incorporate these
features, we design a model where two sources of randomness appear:

(1) atime-inhomogeneous Lévy process X representing the market noise,
which is driving the risk-free and the pre-default dynamics
(2) the aggregate loss process A for the given pool of credits.

These two processes are, in general, not mutually independent. Therefore, we
will consider as the driving process such a multidimensional semimartingale
whose components will be (1) and (2).

The definition and main properties of time-inhomogeneous Lévy processes
can be found for example in Eberlein and Kluge (2006). For general semi-
martingale theory we refer to the book by Jacod and Shiryaev (2003), whose
notation we adopt throughout the paper.

Before giving a precise characterization of the driving process, let us de-
scribe the aggregate loss process A in more detail. It takes valuesin Z = [0, 1].
We assume that A, = Y, AA, is an Z-valued increasing marked point pro-
cess with absolutely continuous Q*-compensator

vA(dt, dy) = F(dy)dt, (8)

where F4 is a transition kernel from (9 x [0,7*],P) into (R, B(R)) and P
denotes the predictable o-algebra on Q x [0, T%].
Note that A is a semimartingale with finite variation and with canonical

representation

A A

A=xxpt =z (pt —vd) + 254,

where p denotes its random measure of jumps. Recall that A is a special
semimartingale since its jumps are bounded by 1 (cf. Lemma 1.4.24 in Jacod
and Shiryaev (2003)).

The indicator process 1f4,<,) is a cadlag, decreasing process with inten-
sity process

At, ) = vA(t, (x — Ay, 1] N T);

i.e. the process
¢

MF =14y + / 104 <) A(s, 2)ds (9)
0
is a Q*-martingale (see Filipovié¢, Overbeck, and Schmidt (2009), Lemma
3.1).
Let

X =(xt,..., x4 x4t

be an R%*1-valued special semimartingale on the stochastic basis (Q,6,G,Q")
with X¢ = 0 a.s. and canonical representation given by

th/t\/adws+/t / 2(u — v)(ds, dz), (10)
0

0 Rd+1
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hence the truncation function is the identity on R*l: W is a (d + 1)-
dimensional standard Brownian motion with respect to Q*, u is the random
measure of jumps of X and v is its Q*-compensator. Moreover,

(i) ¢s is a symmetric, non-negative definite real-valued (d+1) x (d+1)-
matrix such that (cg)"9T! = (c,)4T =0,i=1,...,d + 1;

(ii) v is absolutely continuous, i.e. v(dt,dy) = F;(dy)dt, for some transi-
tion kernel F' from (Q x [0, T*], P) into (R B(R4*1)). We assume
that for every t € [0,T*], the projection on R? is

F/(ExR)=F(E), EcB®R"\{0}), (11)

for some Lévy measure F; on R? (i.e. F,({0}) = 0 and Jpa(|z* A
1)Fy(dz) < o0). The projection on R is
F(R?x E) = F(E),  Ee€B(R\{0}), (12)
where F4 is defined in (8).
The triplet of predictable Q*-characteristics of X is given by
t
B, =0, Ci= /csds, v(dt,dy) = Fi(dy)dt, (13)
0

with the associated triplet of local characteristics given by (0, ¢, F').

Due to assumptions (i) and (ii), the first d components (X', ..., X49) of
X form a d-dimensional time-inhomogeneous Lévy process with the triplet
of local characteristics given by (0, ¢, F;) and the last component X+ is
the compensated loss process z * (u? — v4) with triplet (0,0, F/'). In the
following proposition we prove these statements.

Proposition 3.1. Let X be an R% -valued special semimartingale with
predictable characteristics (B, C,v) given by (13) and satisfying (i) and ().
Denote by X = (X1, ..., X% the semimartingale consisting of the first d
components of X. Then:
(a) X and X™ are special semimartingales,
(b) X isa time-inhomogeneous Lévy process with the Q*-local charac-
teristics (bX,cX, FX) given by

¥ =[(cs)]ij=1,...ds (14)
FXN(E) = F(E), FEeB®R\{0}),

(c) X9 is a purely discontinuous local martingale with the Q*-local

characteristics (bXdH,chH,FXdH) given by
pX" =0,
X =, (15)

FX"'(B)=FAE),  EeBR\{0}).
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Proof: The proof of the proposition relies on Proposition 2.4 and Lemma 2.5
in Eberlein, Papapantoleon, and Shiryaev (2009), where linear transforma-
tions of multidimensional semimartingales are studied. More precisely, for
a given (d + 1)-dimensional semimartingale X, semimartingales of the form
UX, where U is an nx (d+1)-dimensional real-valued matrix, are considered.
We are interested in two particular semimartingales of this form:
X =UX,
where U’ is a d x (d+1)-matrix with (u/)% = 1, fori = 1,...,d, and («/)¥ =0
otherwise, and
Xd+1 — U//X’

where U” is a 1 x (d+1)-matrix with (u”)1%* = 1 and (u”)¥ = 0 otherwise.

By virtue of Lemma 2.5 in the aforementioned paper, if X is a special
semimartingale, then U’'X and U”X are also special semimartingales and
hence, we deduce (a).

Let us now establish (b). Applying Proposition 2.4 in Eberlein, Papapan-
toleon, and Shiryaev (2009) to X = U’'X we obtain

= Uber [ 0F Uy - U R =0,
Rd‘H

since bs = 0 by assumption and the truncation function hX can be chosen
to be the identity since X is a special semimartingale by (a). Furthermore,

X =Ulcs = [(e5)]i j=1. .d
and for E € B(R?\ {0}) we have

Rd+1
_ /1E(y1,...,yd)Fs(dy)
Rd+1

= F,(ExR) = Fy(E),
by (11). Thus, we have shown (14).

It remains to prove that X isa time-inhomogeneous Lévy process. To do
so, we have to check if it satisfies the properties stated in the definition given
in Section 2.1 in Eberlein and Kluge (2006). Obviously, X is an adapted,
cadlag process such that )?0 = 0 a.s. Moreover, its triplet of local character-

istics (0,cX, FX) is deterministic, which by Theorem I1.4.15 in Jacod and
Shiryaev (2003) implies that its increments are independent. Finally, the

characteristic function of the random variable )NQ is given by
¢

T < 1 =
E*[el<u,Xt>] = eXp/ <1<U, b§> — §<U,C§ >
0

. / (€i<u,w> 1 —i(u, hY (x)>) FX (d@) ds,

R4
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which again follows directly from Theorem I1.4.15, equation (4.16), in Jacod
and Shiryaev (2003). Therefore, X is by definition a time-inhomogeneous
Lévy process.

Let us establish (c¢). Another application of Proposition 2.4 in Eberlein,
Papapantoleon, and Shiryaev (2009), this time to X! = U” X, yields

R § / (WX (U"y) = U"h(y)) Fo(dy) = 0
Ra+1

by similar arguments as in (b). Furthermore,

d+1
X — U”Cs — (Cs)d+1’d+l =0

S I

by (i). Finally, for E € B(R\ {0}) we have

FXN(E) = / 15(U"y) Fo(dy)

Rd+1

- / 15(y™ ) Fu(dy)

]Rd"'l
= F,(RYx E) = FA(E),

by (12) and therefore, we have obtained (15). It follows that the canonical
representation of X%*! is given by

Xd+1 A A)

=z (pu* —v

and it is a purely discontinuous Q*-local martingale by definition. O

4. RISK-FREE FORWARD LIBOR RATES

The essential tools in market models are forward measures. Under the
Typ-forward measures the default-free zero coupon bonds with maturity 7T}
serve as numeraires. In this section we utilize the usual backward induction
procedure to obtain the forward measures and the risk-free Libor rates. We
basically generalize Eberlein and Ozkan (2005) to our setting.

The driving process X is the (d + 1)-dimensional special semimartingale
described in the previous section. We assume that

(A1) The local characteristics (0, ¢, F') satisfy

sip | lleel + / (Iy> A1) Fi(dy) | < oo
0<t<T*,weN
Rd+1

and there exist constants C, e > 0 such that

wp | [ ewlupFa) | <
0<t<T*,weN
ly|>1

for every u € [—(1+¢)C, (1 +¢)C]¢TL.
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This assumption is needed to ensure the martingale property of the Libor
rates in the backward induction. In particular, it entails the existence of
exponential moments of X, i.e. E*[exp(u, X;)] < oo, for all ¢t € [0,7*] and u
as above (to see this note that the random variable ud*!(X4+1), = ud*ly «
(4 — v4); is bounded for every t and then apply Lemma 6 in Eberlein and
Kluge (2006) to the time-inhomogeneous Lévy process X = (X1 ..., X%
and the Lévy measures F}).
Furthermore, we impose the following assumptions:

(A2) There are deterministic, B(R )-measurable functions o (-, T) : [0, 7]
— ]Ri“, k=1,...,n, such that

n—1
> oi(s, i) < C,
k=1

for all s € [0,7*] and every coordinate j € {1,...,d+ 1}, where C
is the constant from (A1). Moreover, o(s,Ty) = 0 for s > T.
(A3) The initial bond prices satisfy

P(0,T1) > ---> P(0,T,) > 0.
The function o(-, T) represents the volatility of the risk-free Tj-Libor rate.

Remark 4.1.

(1) Note that the specification made in (A2) allows direct dependence
between the risk-free interest rates and the aggregate loss process
through the last component X! of the driving process X and the
volatility parameter 0%+ (-, T},). This means that the loss process A
of the considered portfolio affects fluctuations of the risk-free Libor
rates, thus reflecting the empirical fact that multiple defaults in the
economy will likely have an impact on the government (risk-free)
interest rates. This feature may be removed letting ¢+ (-, T}) = 0
forall 1 <k <n.

(2) The volatilities in Assumption (A2) can be generalized, i.e. o(-, T})
can be any stochastic process in L(X) such that o(-,T}) - X is expo-
nentially special and that a certain integrability condition is satisfied.

The forward measures and the risk-free forward Libor rates are con-
structed by backward induction. The measure Q* = Q7+« = Qg, plays the
role of the forward measure associated with the settlement date T, and is
called the terminal forward measure. We also write WT» for W and v for
v to emphasize the dependence on the measure Qr, .

We start by specifying the dynamics of the T;,_i-Libor rate under the
measure Qp,. Then we proceed recursively. In each step a new forward
measure Qr, ., is constructed and the next Libor rate is specified under this
measure. More precisely, the dynamics of the forward Libor rate for the time
period [Tk, Tj1] is given by

t t
L(t,Ty) = L(0,T}y) exp /bL(s,Tk)ds—l—/(I(S,Tk)dXST’“Jrl (16)
0 0
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with the initial condition

1 ( P(0,T})
L(0,T;) = 5 <P(0J’k+1) - 1) :

The process X Tk+1 is a special semimartingale obtained from X by a change
from the forward measure Qr, to the forward measure Qr,,, defined below.
Its canonical representation is given by

t

t
X = [veawt s [ et mey@sdn, an)
0

0 Rd+1

where W7Tk+1 is a standard (d+1)-dimensional Brownian motion with respect
to Qr,,, and vTr+1 is the Qr,,,,-compensator of . The drift term bl(-, )
is specified in such a way that L(-,T}) becomes a Qr,,,-local martingale,
ie.

1
bL(saTk) = —§<U(S,Tk),CsU(S,Tk)>
- / (6<0(S’Tk)’z> —1—<U(S,Tk),x>> FIe ().
Rd+1

With this drift specification, L(-,Ty) actually becomes a true martingale
with respect to Qr,,, (this can be proved using Assumptions (A1) and
(A2) similarly to the proof of Proposition 1.24 in Grbac (2010)).

The forward measure Q7 _, is defined on (€2, Gr, , | ) by its Radon-Nikodym
derivative with respect to Qr,,,. Iterating backwards, it can be expressed
via

dQr, ., ol §;L(Ths1,T;) PO, T,) "
d@Tn ]]g-l 1 +5JL(07T17) P(O,Tk+1) ]11_1( j ( k+1 ]))

(18)
Note that the process H?:_,i 11 (1+6;L(+, Tj)) is a Qr, -martingale (this follows
by virtue of Proposition II1.3.8(a) in Jacod and Shiryaev (2003) and from
the backward induction). Hence, for ¢ < Tjyq,

dQr,., P(0,T,) Yo
k) o ) 14 6,L(t,T;
W, |, = P01 AL 0T

PO, T,) P(t,Tic)
P<O7Tk+1) P(thn) ’

where the second equality follows from (1). Define

0;L(s,T;)

0(s,T;) = —2—~2"97

(S’ ]) 1+5JL($,177)’

for 1 < j <n and s <Tj. Using Girsanov’s theorem for semimartingales we
deduce that

t

n—1
Wkt = e /ﬁ( > a(s,Tj)> ds (20)
, j=k+1
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with
a(s, Tj) == U(s—, Tj)o (s, Tj), (21)

is a (d + 1)-dimensional standard Brownian motion with respect to Qr;_,,
and

v+ (ds, dy) ( H B(s,Tj,y) ) " (ds,dy) =: Fy# (dy)ds  (22)
j=k+1
with
Bs. Tyoy) = U=, 1) (7T —1) 41, (23)

is the Qg ,-compensator of p (cf. Eberlein and Ozkan (2005), Section 4,
pp. 340-341).

Remark 4.2. As we have pointed out, if the (d + 1)st-component of the
volatility o(-,Tx) in Assumption (A2) is chosen to be zero, the loss process
A does not influence the dynamics of risk-free Libor rates. More precisely,
we have

t t
L(t,Ty) = L(0, Tx) exp (/bL s, Ty ds+/\/aa(s,Tk)dek“
0 0

t
+ O/R/ o (5, Th), d(s,Tk>>,<y1,...,yd>><u—uTk+1><ds,dy>>.

d+1

Recalling (i) and (ii) of the local characteristics of X, combined with (20)
and (22), we note that the risk-free Libor rates are actually driven by the
time-inhomogeneous Lévy process X given in Proposition 3.1, i.e.

L(t,Ty) = L(0,T})exp </bL(s,Tk)ds
0

t
+ /(01(37Tk)7"'70-d(87Tk))dszk+l>v
0
where XTi+1 is obtained from X in the same way as X Tk+1 is obtained from
X. This is precisely the Lévy Libor model of Eberlein and Ozkan (2005).

For each k = 1,...,n, we denote by (O,cf(7 F)?’Tk) the Qg -local charac-
teristics of X Tk+1, where

FXT(E) = FI'(ExR), EeB®R\{0}), (24)

and by v4 Tk the Qr,-compensator of the loss process A, where v AT (dt,dy)
= F/MTe(dy)dt with

FMe(B)=F*RYx E), EecB(R\{0}). (25)
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The intensity process of the indicator process 1;4 <) under Qg is denoted
by ATk(., z), i.e.
¢

vaTk — 1{At§1‘} + / I{ASSI})\Tk(S7x)dS (26)
0
is a Qr, -martingale.
(7Tk)
gales for all j,k = 1,...,n and therefore, the model is free of arbitrage.

Moreover, the price at time ¢ of a contingent claim with payoff Y at maturity
Tj; equals P(t, Ti)Eqy, [Y|G:].

The above construction guarantees that processes are Q, -martin-

5. CONSTRUCTION OF (T}, z)-LIBOR RATES AND ABSENCE OF ARBITRAGE

The goal of market modeling is to identify a suitable quantity and to im-
pose tractable dynamics for it which is compatible with absence of arbitrage.
It turns out that in our case this quantity is the credit spread H. We assume
that for all (Ty,z) € 7 x Z and t < Ty,

H(t,Tk,JZ) = 1{At§:p}h(t7Tk7x)7 (27)

where h(-, Ty, z) is positive and is called the pre-default credit spread. From
(6) we obtain on {A; < z}

and consequently,
1
Lt D) = a5 ((1 + 66 L(t, T)) (1 + Sxh(t, Th, ) — 1). (28)

In other words, every forward (T}, x)-Libor rate can be obtained from the
risk-free forward Libor rate with the same maturity and the corresponding
pre-default credit spread. Note that

L(t, Ty, z) > L(t,T}) < h(t, T, z) >0

on {A; <z}. Hence, h(-,Tg,z) > 0 ensures that the defaultable forward
(T}, x)-Libor rates are higher than their risk-free counterparts, an important
property in practice.

The aim of the following part of this section is to present a construction
of the forward default intensities H such that the (T}, x)-bond market is
free of arbitrage. To this, we impose some assumptions, where O denotes
the optional o-algebra on (Q x [0,77]).

(A4) For all Ty, there is a deterministic, Rfl—valued function (s, Tk, x),
which as a function of (s, z) — (s, T, x) is B(R;)®B(Z)-measurable.

Moreover,
n—1

(s, Thoa) = 0 and Y (o7(s,T5) + 7 (s, T 7)) < C,
k=1

for all s € [0,7*] and every coordinate j € {1,...,d+ 1}, where C
is the constant from (A1). If s > Ty, then (s, T, x) = 0.
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(A5) For all Ty, there is an R-valued function ¢(s, T, z;y), which is called
the contagion parameter and which as a function of (s,z,y) —
c(s, Ty, z;y) is P ® B(Z) ® B(Z)-measurable. We also assume

sup e(s, Ti, 23 9)| < 00
s<Ty,x,ycZ,wed
and c(s, T, x;y) = 0 for s > Tj.
(A6) The initial term structure P(0, T}, =) is strictly positive, strictly de-
creasing in k and satisfies

P(OaTkwx) > P(Oka-l-lax)

F(0, Ty, x) = =
0T %) = 50,10 = PO, Tpyr)

= F(O,Tk+1,l').

Here ~(-,Ty,x) represents the wolatility of the credit spread H(-,T},x).
Moreover, we denote

Y(s, T, x) := (’yl(s, Tk, ), ... ,*yd(s, T, x)).

We assume that the pre-default credit spread h (see (27)) follows a semi-
martingale of the following form:

(A7) For every t < Tj,

t t
B, T, ) = h(0, Ty, ) exp ( [ o6 Tiwpds + [ 5, Ty X
0 0

t

+
0

with the initial condition

1 [ F(0,Ty,x)
h(O,Tk’ax) - 5k <F(O,Tk+17$) - 1) ‘

The drift term b(-, Tk, -) is an R-valued, O® B(Z)-measurable process
with b(s, Ty, x) = 0, for s > T}, that will be specified later.

/C(S, Te, ;) (p* — v+ (ds, dy))

A

Here XTr+1 is the special semimartingale obtained from the time-inhomo-
geneous Lévy process X in Remark 4.2 and A 7k+1 is the Qg -compensator
of uA defined via (25). Note that b(s, Ty, x) = 0, for s > T}, implies that
h(t,Tk,:L') = h(Tk,Tk,x) for t > Tk.

Remark 5.1. Specifying the dynamics of h(-, Ty, ) in this way, we allow
for two kinds of jumps: the jumps caused by market forces, represented by
the time-inhomogeneous Lévy process X, and the jumps caused by defaults
in the portfolio, represented through the aggregate loss process A, which
allows for contagion effects.

We introduce the following notation
o(s, T, 73 y) == (s, Th ), (y's -, y™) + (s, Ty 9™, (29)

for every Ty € T, x € 7 and y € R%!. Then (A7) can be equivalently
written as:
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(A7) For every t < T

¢ ¢
h(t,Ty,z) = h(0,Tk,x)exp (/b(s,Tk,x)ds+/\/a'y(s,Tk,x)dWSTk“
0 0

/t / 8, Thy w3y) (10 — VT’““)(ds,dy)>;

0 Rd+1

here W7k+1 is a Qg ,, -standard (d+1)-dimensional Brownian motion defined
in (20), and v7+1 is the Qp, ,,-compensator of 1 defined in (22).
Let us prove that (A7’) is equivalent to (A7). We have
t

¢
h(t, T, z) = h(0, Tk, z) exp </b(S,Tk,JJ)dS + / @W(S,Tk,x)dWZk+l
0

0

// Y(s, Tk, ), (y 17---,yd)>+C(S,Tkv$;yd+l))

0 Rad+1

x (1 — v (ds, dy))

t t
= h(0, Ty, z) exp (/b (s Tk,x)ds—l—/\/afy(s,Tk,w)dWSTk“
0 0

+ / / (5, T ), (1) (0% — X To0)(ds, Ay, %)

0 R4

t
+//C(S,Tk,x;y‘”1)(uA - VA’T“I)(ds,dyd“))
0 R

= h(0, T, z) exp (

t
+//C(87Tk,x;y)(uA—VA’T’““)(ds,dy)>,
0 Z

where we have used the property (i) of ¢ stated after equation (10) and
equations (24) and (25).

Remark 5.2. Note that the dynamics of the forward (T}, x)-Libor rate
under the measure Qr, can now be derived by means of stochastic calculus
for semimartingales starting from relation (28) (compare with Theorem 3.7
in Grbac (2010), where a similar calculation is done for the rating-dependent
Libor rates in the rating based Lévy Libor model).

o .

t
b(s, Ty, 2)ds + / (s, Ty, z)d X+
0

Let us now explore conditions that ensure the absence of arbitrage. It is
well-known that the model is free of arbitrage if for each i,k = 1,...,n the
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bond price process
(P(t, Ty, x)>
P(t,T;) /0<t<TiATy

is a local martingale with respect to the corresponding forward measure Q.
This is equivalent to the claim that for each k the forward bond price process

(P(t,Tk,x))
P(t,Ty) /o<t<Ty

is a Qr, -local martingale, as the following lemma shows.

Lemma 5.3. The following are equivalent:
(a) For each k =1,...,n the process
(P(t,Tk,:c))
P(t,Ty) /o<t<T

is a Qr, -local martingale.
(b) For each k,i=1,...,n the process

(P(t,Tk,x)>
P(t,T;) /0<t<TiATy

s a Qr,-local martingale.

Proof: It suffices to note that for fixed i,k € {1,...,n} such that i > k (the
other case is treated in the same way) we have

P(t,Tk,IL‘) P(t>Tk)
— = F(t,T;
P(t,T) 0T ) B 7y
where F (-, Ty, x) = W is a Qr, -local martingale by (a) and % is the

density process of the measure Qr, relative to Qr,, up to a norming constant

(cf. equation (19)). Then PP(,(T%;:) is a Qr;-local martingale by Proposition
I11.3.8 in Jacod and Shiryaev (2003). The implication (a) = (b) is thus
shown.

The implication (b) = (a) is obvious. O

Let us denote for each t <71y, k=1,...,.n—1,andxz €T

1
1 + 5kh(t, Tk, ZL')’

y(t7Tk’x) : (30)

where (7) ensures that the denominator does not vanish. In the following
lemma we deduce the connection between the forward (7%, x)-bond price
processes and y.

Lemma 5.4. Consider t € (0,Ty_1], where t € (1j—1,T;] for some | €
{1,...,k—1}. Then

k—1
=l
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Proof: The proof relies on the relation between the forward default intensities
and the bond prices given in (7). First, consider the case when A; < z. With
(30) and (7),

F(t, Ty, x) =y(t, Tx—1,2)F(t, Tx—1, ). (32)

Since t € (T;—1, T;], we deduce recursively

F(t, Ty, @ (Hy (t, T, z) > F(t,T),@),

which establishes (31) on {A4; < z}. On {4; > =z}, (31) follows trivially by
(2) and (5). O

Consequently, as soon as the pre-default intensities h(-, ), x) are speci-
fied, the forward (T}, z)-bond price process is also partially specified. More
precisely, according to the previous lemma, in order to describe completely
the dynamics of F(-,Ty,x), it remains to specify for each [ = 1,...,n the
dynamics of the process F(-,7;,x) on the interval (7;_1,7;]. This can be
done in different ways; the specification below being an obvious and simple
choice.

(A8) For every t <Tp and x € Z

tTk, T, d
P(t,T}) <Hyth,x>ef0 (s, Tivm)ds

where b (-, T}, ) is an R-valued, O ® B(Z)-measurable, locally inte-
grable process. Recall that y(t,TZ,x) y(T;, T;, x), for t > T;, by
assumption (A7).

Then the forward (T}, z)-bond price is given by

p t7T7 t s x)ds
F(t, Ty, ) = ](D(tkT)l{Atq} <H y(t, Ti,x ) efo ¥ (5. Ti,)d lia,<ay-
(33)

Remark 5.5. To ease notation we work with a continuous, finite varia-
t

tion process efo b7 (s, Ti@)ds i (A8). A more general specification with an
exponential of some special semimartingale is possible and the occurring

calculations can be done in the same way.

Before stating the main theorem of the section, which provides necessary
and sufficient conditions for the forward (T, z)-bond price process (33) to
be a Qr,-local martingale, we need some auxiliary results.

Lemma 5.6. Assume (A1)-(A7) and let Y (-, T}, z) = H?:_ol y(-, Ti, x).
Then

k—1
AV (t, Ty, ) = Y (t—, Ty, 2) | D(t, T, 2)dt — Y g(t—, T}, ) /epy(t, Ti, x)dW,*
=1

k—1
+f ( (1+g0— T@,xxe@(tﬂw—n)1—1) <u—uTk><dt,dy>],
Rd+1

i=1
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where 5.1(0. T )
7 t; iy L
t,1,x) = ———— 34
and
k—1
D(t, T, x) = =Y g(t—Tp,2)b(t, T;,x)
=1
k-1 k—1
+Zg(t_7ﬂax)<7(t7ﬂ7x)act Z O((t,Tj)>
i=1 j=i+1
k—1 1
- i(g(t_anvx) _g(t_aT%vx)Q)H\/a’V(taThx)Hz
i=1
1 k—1 9
+2H;g(t—,ﬂ,x)ﬁv(t,ﬂ,x)‘) (35)
k—1 .
+ / [ <1 +g(t—,1},x)(e'9(t’T“x;y)—1)) -1
Rd+1 i=1
k—1

i=1
k—1
X ( H ﬁ(tvz“’jay)> FtTk(dy)u
j=i+1
with o(t, T;) and B(t,T},y) defined in (21) and (23) respectively.
Note that on {A; < z}
F(t7 T%+1a :E)
t,Tix)=1— ———F—"+=.
g( ) x) F(t, ﬂ, fL‘)
Proof: The proof is deferred to the appendix. O

Lemma 5.7. Assume (A1)—(A8). The dynamics of the process %

under the forward measure Qr, is given by

d (P(t,Tk,$)> ~ p(t—, Tk, x)

<<bp(t, Ty, x) + D(t, Ty, x))dt

Pt,Ty) ) P(t—,Ty)
k—1
= g(t— Ty, x)\ /ey (t, T, x)dW,*
=1
k-1 1
+/< (1+g(t—,Tz~,x)(eQ‘t’T“x?y)—1)) —1>
Rd+1 i=1

x (p—v7)(dt, dy)>,

where g(t,T;, x) is given in (34) and D(t, Ty, z) in (35).
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Proof: The proof is deferred to the appendix. (|

Let us now state the main result of this section. It provides necessary and
sufficient conditions for the forward (T}, z)-bond price process F(-,Tj,x)
being a local martingale under the forward measure Qr,, which ensures the
absence of arbitrage in the market.

Theorem 5.8. Assume that (A1)—(A8) are in force. Then the forward bond
price process (F(t, Ty, x))o<i<t, 15 a Qr, -local martingale if and only if

D(t7Tk>$) = )‘Tk(t7x) - bp(t>Tk>x) (36)
k—1 .
+ / <H (1 + g(t—, Ty, ) (eoBTom) — 1)) - 1)
Rd+1 i=1

T
X 1{At+yd+1>x}Ft *(dy),
on the set {A; < z}, for every t € [0,T] dt x Qp, -a.s.

It has been long acknowledged? that in HJM-models with default risk es-
sentially two drift conditions appear. The first one fixes the short forward
rate to the risk-free rate plus the default intensity and the other is the clas-
sical HJM drift condition. To our knowledge, Theorem 5.8 is the first result
which allows for this distinguishing in market modeling.

Proof: Recall that F(t,Ty,x) = Ml{Ath}. Using integration by parts

yields
Pk P(t—,Tp,)  Wsed T HA-sas B Tp T
p('kaa$) :|
+d | 5~ A<z
P(,Ty) =T,

= (1) +(2)+(3).

We deal separately with each of the above three summands. For (1) recall
(26), which leads to

dlpgcy = dAMPTF = 100,y AT (8 2)dt
= 1{At7§x}thx’Tk - 1{At7§x})\Tk (t, .1‘)dt
= 14, <u) (de»Tk AT (t,a:)dt),

since thm’T’“ = 1{At,§x}th$’Tk- Hence,

pt—’T,l' r
1) = Page S o (M7 AT 1))
P(t—.T
= e (@ AT,

2See Duffie and Singleton (1999), Schénbucher (1998) or Ozkan and Schmidt (2005).
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To calculate (2') we make use of Lemma 5.7, where the expression for the

dynamics of % was derived and obtain

t—, Ty, x)
2) =1 P Ti2) (g P, T,
( ) {At—gx} P(t—,Tk) ( (t7 kax) +b <t7 k?x)>dt

k—1

=" g(t—,Ti 2) /ey (t, T, o) d W/
=1
k-1 .
+ / ( H <1 + g(t_a T, [17) (eQ(t,Ti,x;y) _ 1)) - 1) (,U, - VTk)(dta dy)) :
Rd+1 i=1

It remains to calculate the covariation part (3'). Since 1y4,<,) has finite
variation, we have

[p(wlk,x)

p(S,Tk,$)>
.1 N Al =" A1 "
P(T;) A }] 2 (P(S,Tk) (Aese)

t s<t
(see formula (26.9.4) in (Métivier 1982, Section V.26.9)). Moreover,
Alps, <o} (@) = Ta <oy (W) — 1pa,_<ap (@)

—1; if A;_(w) <z and As(w) > =

0; otherwise.

Therefore,

Alga,<ay = —L{a, <o A0} = — 1A, <o, A, +84>2}

and it follows

A]-{Asﬁx} = /Z/'LI{A'QC}({S}adZ) = - / l{As,Sm}l{As,+y>m}:U’A({S} ’dy)
R 7

Combining this with Lemma 5.7 we deduce

=1

N p(t—, Ty, x) o o(t,Ti,x;y) -
Rd+1

X 1{At_+yd+1>x}u(dt7 dy)
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Summing up the calculations, we obtain
dF(t,Ty,z) = F(t—, T}, x) (de’Tk — ATk (¢, 2)dt

+<D(t, Ty, z) + bF (¢, T, :v))dt
k—1
- Z g(t_) E) ﬂf)\/a’}/(t, ﬂv x)thTk

=1
k-1 .
o ( (14 gl T ) (e 1)) _1)
Rd+1 =1
X (p— v+ (dt, dy)
k-1 .
-/ ( (14 glo—, i) (e — 1)) _1)
porn \i=1
Tk:
X1ea, gyitisgy(p—v ) (dE, dy)
k-1 .
- /( (1+g(t—,Ti,x)<e@(t7Tivx%y>—1)) —1)
Rd+1 i=1

k
Xl{At+yd+1>x}VT (dt, dy)) .

Therefore, we conclude that F(-, Ty, x) is a Qr,-local martingale if and only
if (36) holds. O

Example 5.9 (The EKS Lévy Libor model with default risk). The
Lévy Libor model with default risk by Eberlein, Kluge, and Schénbucher
(2006) is a special case of our model when the credit portfolio consists of
only one defaultable bond. More precisely, this model is a special case of our
model in the doubly stochastic setting with no contagion, i.e. ¢(-, Ty;y) = 0,
for all T}. Note that we can suppress x from the notation since in this case
Z = {0} and
lea<oy = Loy

where 7 is the default time of the considered defaultable bond.

The doubly stochastic setting means that the filtration G is given as G =
F Vv H, where F = (F})o<t<7+ is the background filtration (or the reference
filtration) and the filtration H := (H;) is generated by the default time, i.e.
Hi = 0(1fr<s}; 0 < s < t). Moreover, the default time 7 is modeled as the
first jump of the Cox process with hazard process denoted by I, i.e. T' is
an [F-adapted, right-continuous, increasing process such that I'g = 0 and for
every t < T*

Qp, (1 > t|F) =e .

Let us assume that the hazard process has an intensity, i.e. I'y = fot Agds, for

some non-negative, integrable F-adapted process A. In the doubly stochastic
setting, A remains the F-intensity process of 7 under all forward measures
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Q7 (cf. Lemma 2 in Eberlein, Kluge, and Schénbucher (2006)). In Eber-
lein, Kluge, and Schénbucher (2006) the pre-default value B(-,T) of the
defaultable bond is specified as follows

a5 k—1
B(t,Tk) . 1 Ft
B(t,Ty) E) 1+ 6h(t,T)" (37)

where B(-,T}) is the default-free bond price process and where

t

t
h(t7Tk) = h(O,Tk)exp (/bH(s,Tk)ds—i—/@?(S,Tk)d)zg’”l),
0

0

X T+ being the d-dimensional special semimartingale obtained from the
time-inhomogeneous Lévy process X by changing from Qr, to the forward
measure Qg ,. By assumption, X is F-adapted and so is h(-, Tj).

The no-arbitrage condition of Eberlein, Kluge, and Schénbucher (2006) is
obtained as a special case of Theorem 5.8, stated in the following corollary.

Corollary 5.10. The forward defaultable bond price process %1{7.%}

with specification (37) is a (G, Qr,)-local martingale if and only if

D(t,Ty) = 0,
for almost all t € [0,T}], or equivalently, if and only if the process
k—1 k—1 1
t,T;) = _— t <1,
E)y(v Z) ;I‘:El—l-(szh(t,Tz)’ — k>

is an (IF, Qg )-local martingale.

Proof: The claim follows directly from Theorem 5.8 by inserting b% (¢, T},) =
At (cf. equation (37)) and noting that the covariation part vanishes if the
contagion parameter ¢ = 0.

For the second equivalence note that, by Lemma 5.6, D(-,T}) is exactly
the drift term in the dynamics of Hf:_ol y(-, T3). O

6. PRrICING OF STCDOs

In this section we show how derivative valuation can be facilitated by using
appropriate defaultable forward measures. We illustrate this procedure by

considering a standard instrument for investing in a credit pool, a so-called
single tranche CDO. A single tranche CDO (STCDO) is specified by:

- a collection of future dates T7 < T < -+ < T}y,
- lower and upper detachment points x1 < z2 in [0, 1]
- a fixed spread S.

The STCDO offers premium in exchanges for payments at defaults: the
premium leg (received by the investor) consists of a series of payments equal
to

S[(z2 — Apy)* — (21 — Ap) "], (38)
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received at Ty, k=1,...,m — 1. Letting

2

f(z) = (@2 —2)* — (21— 2)* = / 1acyydy,

1

we have that (38) = Sf(Ar,).
The default leg (paid by the investor) consists of a series of payments at
times Ty41, k=1,...,m — 1, given by

f(ATk) - f(ATk+1)' (39)

This payment is non-zero only if AA; # 0 for some t € (Tg, T+1]. In the

literature alternative payment schemes can be found as well (see Filipovié,

Overbeck, and Schmidt (2009), for example). For simplicity, we neglect the

interest of the default payments from a default in (T, Ti4+1] until Tjq.
We have

T2 T2
(39) = / [1{ATkSy}—1{AT,€+ISy}}dy= / Lan <y Az, >9} Y-
Tl 1

To calculate the time-t value of the payment 1; A, <w Ay, >} done at Tk
it is convenient to change from the measure Qg , to a new measure defined
below. We make the following assumption:

(A9) For every (T, x) € T x T the forward bond price process F(-, Ty, x)
is a true Qr, -martingale.

Remark 6.1. If the drift condition from Theorem 5.8 is satisfied, then
F(-,Ty,z) is a local Qg -martingale. Moreover, if [b¥ (s, Ty, x)| < B, for
every s < Tj, with some random variable B such that Eq,, (eTB) < oo,
then F'(-, Ty, x) is a true martingale. This follows from Proposition 1.1.47(c)
in Jacod and Shiryaev (2003) as F'(-, T, x) is with this condition a process
of class (D) (recall (33) and note that Hi':ol (+,T;, x) is bounded by 0 and
1).

Let z € [0,1] and k € {1,...,m —1}. We define the (Tj41,z)-forward
measure Qg ., = on (2,G7,_,) by its Radon-Nikodym derivative

dQTkJrlvl' — F(Tka Tk+17 .’I}) _ F(Tk7 Tk‘+17 l')
dQTk+1 EQTk+1 [F(Tk’ T4, x)] F(0, Ty41, .%') ’
where the last equality follows under (A9). The density process is then
d@Tk-s-wc F(t, Ty, )

dQTkJrl G B F(O,Tk.i'_l,x)'

Note that Qg ,, . is not equivalent to Qg if Qg (Ag, > ) > 0.
Let us denote by e(t, Ti+1, z) the value at time ¢ of the payment given by
1{ATk <wAr,, >v) at the tenor date Ty, 1.

Lemma 6.2. Assume (A9). Let x € T and k € {1,...,m — 1}. Then, for
every t < Ty,

e(ta Tk+17 .T}) = 5kp(t7 Tk+1, x)EQTkJrl«z (h(Tk7 Tk7 l') ’gt) .
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Proof: The price at time t of a contingent claim with payoff
(Thr1; Tioyr, 2) = Lag <o} — Lag, | <a}

at Tiy1 equals

e(ta Ty, :E) = P(t7 Tk+1)EQTk+1 (]‘{AT,C <z} — 1{ATk+1 Sx}|gt> ’ (40)
Regarding the second term, observe that

P(t7Tk+1)EQTk+1 (1{ATk+1§fC}|gt) = P(t,Ti41, ) (41)

by (A9). For the first term, (7) with t = T}, yields on {Ap, <z}

p(Tk,Tk+1,$)>
P(Ty, Ty1)

1+ 84h(Th, Ty, ) — <
and thus,
EQTk+1 (1{ATk§fE}’gt)
p(Tka Tk+17x) ‘
=K 1 ——=(1 Ty, T
QTk+1< {ATkSCC} P(Tk,Tk+1) ( +6]€h( k> kax)) gt
= IE@T,ﬁLl (F(Tkv D1, 2) (1 + 6h(T, T, x))’Qt)

Changing to the measure to Qg , . yields

Eor,.,, (L{ag <0}|Gt) = F(t. Tipr, 2)Eqy, (1 4 0xh(Ty, T, x)‘gt).

Therefore,
P(t,Thi1,x
e(t’ Tt1, x) = P(t’ Tk+1);(”—;€11)) <1 + 6kEQTk+1,z (h(Tk’ Ty, x)‘gt))
— P(t7 Tk+1, CC)

= 0 P(t, Thr1,2)Eqy, ., (h(Tx, Tk, 2)|Gt)

and the lemma is proved. [l

Proposition 6.3. Assume (A9). Then the value of the STCDO at time
t<Tj is

T2 m—1 m—1
ASTODO (4 gy / (8D PEToy) = > et Ty (42)
k=1 k=1

1

Recall that we have assumed that the interest Sf(Ag,) is paid at times
T1,...,Tmn—1, while the default payments are due at time points T, ..., Tp,.
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Proof: The value of the premium leg at time ¢ < T} equals

m—1 m—1 z2

P(t.T1)Bor, (SF(A5)IG) = > SP(T) [ oy (1ar, /000
k=1 k=1 1

1 %2

:SZ/ tTk, dy,

where we have used (41).
On the other side, the default payment at time T} is given by f(Agz,) —
J(Ar,, ). Its value at time ¢ is equal to

P(t, T 1)Eay, ., (F(A) — f(Az,.,)IG) (43)

z2

= P(t, Tk+1)EQTk+1 / 1{ATk Sy,ATk+1>y}dy

1

G

= /P(t, Tk-i-l)EQTkH (1{AT,€§Z/7AT,€+1 >y}’gt> d

x1
2

- /6(t,Tk+1,y)dy.
)
Hence, the value of the default leg at time ¢ < T} is given by

x2
m—

Z/ e(t, Trv1,y)dy.

k=1 4,

Finally, the value of the STCDO is the difference of these two values and
thus we obtain (42). O

The forward STCDO spread S} at time ¢t < T} is the spread which makes
the value of the STCDO equal to 0, i.e. one has to solve 7T¢PO (¢ S) = 0.
The previous proposition yields
f Zk» 1 et Ty, )dy

f Z? 11P t, T, )dy
6.1. The relation of STCDOs and Libor rates. In this section we de-
scribe how to extract the Libor rates from the observed STCDO prices. We

impose in addition a certain form of independence between the loss process
and the risk-free market by assuming that

P(t7 Tk:> $) = P(t¢ Tk)EQTk+1 (l{ATk Sa:}|gt)7 (45)

for all (T, z) € T x T and 0 < t < Tj. Note that (45) is equivalent to

S =

(44)

Eqr, ., (L{ag, <}1G) = Eay, (1{ag, <0} 1G2)-
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Lemma 6.4. Assume (A9) and (45). Then

P(t, Tit1
e(t7 Tk+la .’IJ) - Pg(t,]v;r))P(tv Ty, .I') - P(t7 Tk+17 .’I,')
fork=1,... m—1andx €L.
Proof: The claim follows from (40) by inserting (41) and (45). O

Assume now that risk-free Libor rates and STCDO prices at time t are
observed for maturities T1,...,T,, and levels (z;—1,z;) with i = 1,...,n
where zg = 0 and x,, = 1. We assume throughout that (45) is in force.

e Step 1 STCDOs with maturity 77 do not have any future spread

payments. Hence, the (observed) values can be expressed, by (40),
in the form

i
/ (P(t.T) = P(t. T3, y))dy.
Ti—1
This allows directly to compute
i
P(t, Tl, Ti—1, [I},) = / P(t, Tl, y)dy
Ti1
foralli=1,...,n
e j — j+1 Assume that the values P(t, Ty, x;—1,x;) are given for all

t=1,....,nand k =1,...,5 <m—1. A STCDO with maturity
Tj41 satisfies according to (44) and Lemma 6.4

S, Tjy1,xi—1,2;) =

j P(t,T,
et ( z(vt(}}:)l)P(ta T, i1, i) — P(thkH,wiq,ﬂ?i))

"7€:1 P(t7 Tk’ Ti—1, xz)

The denominator is given as a sum of quantities which have been
computed in the previous j steps. The numerator equals

Wp(tjj“’j’xil’ ;) — P(t, Tjy1, o1, %)

+ Z < ttT;;: P(t, Ty, xi—1,x;) — P(t7Tk+17xi—1axi)>
and therefore P(t,Tj41, -1, %;) equals

%Pw ) (46)
+ Z < ttT;? P(t, Ty, xi—1,2;) — P(t7Tk+17xi—1axi)>

J
- S(t7 j}—&-la Ti—1, xz) Z P(ta Tk7 Ti-1, xz)
k=1
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and this step is completed.
In this way one is able to extract (1, z)-rates from STCDO prices. A de-
tailed empirical study, however, is beyond the scope of this paper and will
be presented elsewhere.

Remark 6.5. If we assume in addition zero risk-free interest rates, we obtain
the following formula for the default leg of the STCDO:

m—1 % Zi
> [ et Ty = [ (P(t.Tiw) - Pl Ty,
k=1y, Ti_1

Moreover, in the above algorithm (46) simplifies to
P(t,Tj1,zi-1,2:) = P(t, Th, w1, ;)

J
= S, Tjt1,Ti-1, i) Z P(t, Ty, zi-1, ;).
k=1

APPENDIX A. AUXILIARY RESULTS AND PROOFS

Assume that a complete stochastic basis (€2, G, (G¢)o<t<r+, Qr+) is given
and all processes we consider are defined on this basis.

Lemma A.1. Let U be a real-valued special semimartingale such that Uy = 0
with canonical representation given by

U=U+zx (@l —vY)+ A4,

where U° is the continuous martingale part, u¥ is the random measure of
jumps of U with compensator vV and A is the predictable, finite-variation
Process.

Set Vi := VoexpU; and let 6 > 0 be a real number. Define a semimartin-
gale Z by setting

Zyi=14+6Vi=1+06Vyexp U, t>0.

Then
Zy = Zpexp ((v_ U +In(14v_(e® = 1)« (uV — V) + (v_ - A,
1
HG 0 = () - (U0 + I (Lo (F — 1)) —v-a]# o),

where SV
t

= > 0.

V¢ 1 T (ﬂ/t’ t = 0

Proof: To prove the lemma we make use of Lemma 2.6 in Kallsen and
Shiryaev (2002), which provides a link between the stochastic and the ordi-
nary exponential of a semimartingale.

First, we have

1
v, = V05<U+ S(USU) + ("= 1-2) *”U)t

1
_ VOS(UC+ ("= 1) (u = v¥) + A+ 5 (Ue, U°)

+(e" —1—x)x I/U>t. (47)
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Since Z; = 1 + §V4, it follows that dZ; = ddV; and hence
A2 _ ViV _ Ve 8V _ v
Zie Vi Ze Vi 140V Vi

where we denote

(48)

oVy
= t>0.
Ut 1+5‘/t., e

Combining (47) with (48), we obtain
1
Z = Zoé'(v_ : (Uc (e =1+ (0 =) + A+ S UF)

+(e*—1—x)x* I/U)>t.

Alternatively, an application of It6’s formula to the function f(x) =1+
0Vpe” yields the same result.
Now we apply again Lemma 2.6 in Kallsen and Shiryaev (2002) and obtain

Zy = Zypexp ((v, U 4+ v_ (e —1) % (u¥ — oY) + (v - A),

1

v (U U +v_(e* =1 —x)x )Y
1

(0 U, U

I (1 v (e = 1)) = v (e = )] )
= Zpexp ((v_ U4+ In(14+v_(e® — 1)« (uV — V) + (v_ - Ay

(0 = (0 )?) (U U+ I (14 o (e = 1)) — va] # o).
O

Lemma A.2. Denote by W a standard d-dimensional Brownian motion
and by p the random measure of jumps of some semimartingale X with
compensator v(ds,dz) = Fy(dz)ds. Fiz anm € N and let VF, k=1,...,m,
be special semimartingales given by

VE = Viexp (/tbk(s)ds+/tak(s)dws+/t/sk(s,x)(u—y)(ds,dx)>,
0

0 0 R4

for some o* € L(W) and S* € Gioe(p). Further let 5 > 0 be real numbers,
fork=1,...,m. Then

t t
i (Hmv>p - [ Xt [ 3ok o aw,
- 0 0

k=1

where



28 ERNST EBERLEIN, ZORANA GRBAC, AND THORSTEN SCHMIDT

L g

G IOy

+/ (1n (14 0k (50 — 1)) — ok_5¥(s, 2)) Fuda).

R4

ab(s) = " bF(s) +

Proof: To prove the lemma, it suffices to express each process 1 + 6V,
k =1,...,m, as an ordinary exponential. For a fixed k, we apply Lemma
A.1 to the semimartingale V* = Vok exp U* with

Uk = /tbk(s)ds+/tak(s)dws+j/Sk(s,x)(u—v)(ds,dx)
0 0 0 Rd

and obtain
t

t
1+0:VE = (1+6VF) exp (/ak(s)ds—i—/vf_ak(s)dws
0

0
t
+//ln (1 + vf_(esk(s’”) - 1)) (b —v)(ds, dx)),
0 R4
where we denote
o OV
5114 5kVSk
and
d(s) = vl bP(s) + %(Uf_ — ()" " (s)I1?
+/ (ln (1 + vf:_(esk(s’w) - 1)) - vf_Sk(s,x))Fs(dx).
R4

Now we simply calculate the product, which yields

t
1 _ 4 1 = k = k _k
T (Hw>p - [ Xt [ 3ok o aw,
0 0

m

k=1 k=1

_ //m ﬁ (1 4ok (SH6) 1)) (u— v)(ds, dz)
k=1

0 R4
O

Let us prove Lemma 5.6 and Lemma 5.7.

Proof of Lemma 5.6: For every i = 1,...,k — 1 we begin by expressing the
dynamics of h(-,T;, x) under the measure Qr, . Recall that

k-1

Wl — Wl —/\/CTL< Z a(u,Tj)> du
0

j=i+1
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with a(u,Tj) defined in (21) and

Tit1(ds, dy) = ( H B(s, Tj,y )ka(dy)ds,

Jj=i+1

with (s, Tj,y) defined in (23). Therefore, for each ¢ = 1,...,k—1 and under
the measure Qp,, (A7") becomes

t t
h(t,T;,x) = h(0,T;,z)exp (/b(s Ti,Tk,x)ds+/\/§7(s,ﬂ,x)dW5k
0

t
o
0

/ o(s, Ty, z; ) (p — VT‘“)(ds,dy)>, (49)

Rd+1
where
k—1
b(s, T;, Ty, x) := b(s,ﬂ,m)—<7(s,1},:p),cs Z a(s,Tj)> (50)
J=i+1
- / (s, i, x;y) ( H B(s, Tj,y) —1>Fg’“(dy).
Rd-+1 Jj=t+1

Applying Lemma A.2 to the special semimartingales h(-, T;, x) given by (49)
(and adapting the notation correspondingly), we obtain

k—1

k—1 k—1 ¢
H y(t, Ti,x) = (H y(O,E,x)) exp ( - / a(s, T;, Ty, x)ds
0

=1 i=1

g(S—, va)\/cisﬁY(S:ﬂa:B)dWSTk

/ In (1+ g(s—,ﬂ,x)(eg(s’Ti’xW)—1))

x(p— VT’“)(ds,dy)>,

with g(s,T;, x) defined in (34) and

G(S,E,Tk,x) = 9(8_7E7$)b(871—1i7Tk7x)
1
+§(g(5_7Ti?m) - 9(8_7Ti?x)z)H\/a’Y(SaTiax)HQ
+ (m(l+g<s—,n,m><e@<sﬁm>—1>) 61)
Rd+1

_g(s_7ﬂ>$)g(svﬂawv y)) FsTk(dy)
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Finally, using the connection between the ordinary and the stochastic expo-
nential given in (Kallsen and Shiryaev 2002, Lemma 2.6), we deduce

k—1
d (H y(t,ﬂ-,x)) = (Hy ﬂ,x) (D(t,Tk,x)dt
=1

—Zg T ) /ey (¢, T, ) AW

1

/ (lﬁ (1 +g(t ,E,x)(eg(t,Ti,a;;y) _ 1))71 - 1)
Rd+1 =1

x(p—v'*)(dt, dy)>,

where D(t, T}, x) is defined in (35) and obtained by plugging in the expres-
sions for b(t,T;, Tk, x) and a(t, T;, T, ) given in (50) and (51) respectively.
Recall that for i = 0, we have Ty = 0 and thus, y(¢, To, z) = y(To, To, ) =

o Hl( 07 = r Igc()(’)ﬁld”)c), for every t. We multiply both sides in the above
equation by this initial value and the lemma is proved. O

Proof of Lemma 5.7: Recall that by (A8)

p(t, Tk, x) 7 JE0P (5,Ty,x)ds
——= =Y(t,1 ik
PTGl |

where Y (¢, Tj,, ) = Hf;ol y(t, T;, z). Apply the integration by parts to obtain

A(Prss) = V(e T (ol )

+edo P Tea)ds qy (4 Ty, )
=Vt T w)ele ¥ TP (1 Ty 2t
+ eV Tendsqy (1 Ty, ).

Note that the covariation part in the above calculation vanishes since the
process elo b¥(sTi2)ds ig continuous and has finite variation. Finally, inserting

the expression for df/(t, Tk, z) from Lemma 5.6 delivers the desired result.
O
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