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Abstract

We consider a bottom-up Markovian copula model of portfolio credit risk where
instantaneous contagion is possible in the form of simultaneous defaults. Due to the
Markovian copula nature of the model, calibration of marginals and dependence param-
eters can be performed separately using a two-steps procedure, much like in a standard
static copula set-up. In this sense this model solves the bottom-up top-down puzzle
which the CDO industry had been trying to do for a long time. It can be applied to
any dynamic credit issue like consistent valuation and hedging of CDSs, CDOs and
counterparty risk on credit portfolios.
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1 Introduction

The CDO market have been deeply and adversely impacted by the crisis. In particular,
CDO issuances have become quite rare. Nevertheless, there are huge notionals of CDO
contracts outstanding and market participants continue to be confronted with the task
to hedge their positions in these contracts up to maturity date. Moreover, according to
the regulation (see [2]), tranches on standard indices and their associated liquid hedging
positions continue to be charged as hedge-sets under internal VaR-based method. About
the CDO hedging issue we refer the reader to Laurent, Cousin and Fermanian [28], Frey and
Backhaus [23], Cont and Kan [I5] or Cousin, Crépey and Kan [I7]. In particular it has been
established empirically in [I5] and [I7] that a single-instrument hedge of a CDO tranche by
the corresponding credit index is often not good enough. In this and the companion paper
[5], we deal with a bottom-up Markovian copula model, in which hedging loss derivatives
by single-name instruments can be performed in a theoretically sound and practical way.
There are two major theoretical contributions of these papers:

e In this paper, we construct a Markov model where dependence between default risks
derives from the possibility of joint defaults. The Markovian structure of the model
is adequate for the problem at hand, that is for the problem of dynamic hedging of
portfolio credit risk. The (dynamic) copula property of the model allows for separa-
tion of calibration of the univariate marginals of the underlying multivariate Markov
process, from calibration of the dependence structure between the components of the
process. This is of critical importance from the practical point of view.

e We show that the conditional dependence structure of default times belongs to the
class of Marshall-Olkin copulas (see Prop [2.9). This result is exploited in [5] to
construct an equivalent conditional factor representation of our Markovian model
which relies on “common shocks”, the latter being represented by Cox processes likely
to trigger defaults simultaneously in some pre-specifed group of obligors. This is
important from the practical point of view as this interpretation underlies semi-explicit
convolution-based pricing schemes to assess the credit portfolio loss distribution at
several time horizons. Such numerical schemes play a crucial role when calibrating
credit portfolio models and in related applications such as hedging portfolio credit
derivatives by individual names, or counterparty risk valuation for portfolios (see
1, 7).

The common shock aspect of our model is related to the work by Elouerkhaoui [21] (see
also Brigo et al. [12] 13, 14]). Consequently, some results derived in this and the companion
paper are consistent with results derived in [2I]. However, there are major differences
between our study and the one presented in [21]:

e Firstly, the approach of [2I] suffers from the “curse of dimensionality” due to the
need of summation (integration) over the set denoted by II,, in [21] (see for example
equation (2.6) therein, and compare with our own result below), the set of all
subsets of the set {1,2,...,n}. By contrast, the complexity of our formula (7)) for
the generator of our Markov process, or of our common shock algorithms described
in Subsection 2.1 of the companion paper [5], are controlled by the cardinality of our
shocks set ), typically a few units in applications (see [5]).

e Secondly, as already stated, our methodology allows for separation of calibration of
idiosyncratic (marginal) laws of the underlying Markov process, from the calibration of



the dependence structure of the process. The calibration really amounts to calibrating
the infinitesimal generator of the underlying Markov process, and once this is done, the
model can be used for consistent pricing and hedging of both the underlying products,
such as CDO tranches, as well as options on such with future expiration dates (e.g.
in the context of CVA computations); this feature obviously contributes to increased
practical use of our methodology. In this sense, our Markov copula model is a genuine
dynamic model, as a model of dependence between underlying stochastic processes.
This not really the case with the model developed in [21], where the “dynamic copula”
feature is in the sense of Patton’s conditional copula [31], which is a stochastic process
itself, and as such can’t be calibrated to initial data.

e Last, but not least, the Markov copula approach of this paper is generic in the sense
that, as demonstrated in [10, [I1], it also applies to modeling of dynamics of credit
ratings. This is not the case with the approach of [21].

Comparing now our methodology to the what is done in Brigo et al. [12} 13, 14], we
see that the major differences can be summarized as follows:

e Our approach is a bottom-up approach, hence an approach applicable for hedging
basket products using individual names, whereas the approach taken in [12] [13] is a
top-down approach, and, as such, is not applicable for hedging basket products using
individual names;

— This also applies to the so-called GPCL extension of the model of [14] in which
individual names are represented of the model so that, in principle, hedging bas-
ket products using individual names could be considered in this setup. This is
not practical however because fault of a suitable decoupling property between
the dependence structure and the individual names in the model, the calibration
of the model can only be addressed through a global joint optimization proce-
dures involving all the model parameters at the same time, which is untractable
numerically.

e Again, our approach is generic in the sense that it also applies to modeling of dynamics
of credit ratings. This is not the case with the approach of [12| [13] 14].

This paper is organized as follows. In Section [2] we formulate a bottom-up Markovian
copula model, in which individual default processes for various credit names are coupled
together by means of simultaneous defaults. In Section |3| we exploit the dynamic structure
of the model to derive explicit dynamic min-variance hedging formulas. The more technical
proofs are deferred to Appendix [A] The algorithmic aspects of the model based on the
common-shock representation, as well as illustrative numerics, are provided in the compan-
ion paper [5]. Fine features of the modeling of the default marginals (single-name modeling
in different kinds of affine setups) are considered in [6]. A short announcing version of these
results can be found in [4].

In the rest of the paper we consider a risk neutral pricing model (2, F,P), for a filtration
F = (Ft)teo,r] which will be specified below and where T' > 0 is a fixed time horizon. We
denote N,, = {1,...,n} and let N,, denote the set of all subsets of N,, where n represents
the number of obligors in the underlying credit portfolio. Further, we set max () = —ooc.



2 Model of Default Times

In this section we construct a bottom-up Markovian model consisting of a multivariate
factor process X and a vector H representing the default indicator processes in a pool of n
different credit names. More specifically, H; is a vector in {0,1}"™ where the i-th entry of
H; is the indicator function for the event of a default of obligor ¢ up to time ¢. The purpose
of the factor process X is to more realistically model diffusive randomness of credit spreads.

In our model, defaults are the consequence of some “shocks” associated with groups
of obligors. We define the following pre-specified set of groups

y={{1},....{n}, I, ..., I},

where I1,. .., I, are subsets of {1,...,n}, and each group I; contains at least two obligors or
more. The shocks are divided in two categories: the “idiosyncratic” shocks associated with
singletons {1},...,{n} can only trigger the default of name 1,...,n individually, while the
“systemic” shocks associated with multi-name groups I1, ..., I,, may simultaneously trigger
the default of all names in these groups. Note that several groups I; may contain a given
name ¢, so that only the shock occurring first effectively triggers the default of that name.
As a result, when a shock associated with a specific group occurs at time ¢, it only triggers
the default of names that are still alive in that group at time ¢. In the following, the elements
Y of Y will be used to designate shocks and we let Z = (I;)1<;<pm, denote the pre-specified
set of multi-name groups of obligors.

Let v = |Y| = n + m denote the cardinality of ). Given a multivariate Brownian
motion W = (WY)YEy with independent components, we assume that the factor process
X = (XY)yey is a strong solution to

dXtY = bY(t7XtY> dt+UY(t7Xz}/) thY7 (1)

for suitable drift and diffusion functions by = by (¢, z) and oy = oy (¢, z). By application of
Theorem 32 page 100 of Protter [32], this makes X an F*-Markov process admitting the
following generator acting on functions v = v(¢,x) with x = (zy)yey

Ap(t,x) = Syey (by(t,:cy)axyv(t,x) + 3ob (t,av)0% v(t,x)). (2)

Let F := F(W.H) be the filtration generated by the Brownian motion W and the point
process H. Given the “intensity functions” of shocks, say A\y = Ay (¢, zy) for every shock

Y € ), we would like to construct a model in which the F-predictable intensity of a jump
of H= (H%)1<i<, from H;_ =k to H; = 1, with 1 # k in {0,1}", is given by

LXK D) = > Av(t, X)), (3)
{Yey; kY =1}
where, for any Z € N,,, the expression k? denotes the vector obtained from k = (k1,. .., k)

by replacing the components k;, i € Z, by numbers one (whenever k; is not equal to one
already). The intensity of a jump of H from k to 1 at time ¢ is thus equal to the sum of the
intensities of the shocks Y € ) such that, if the joint default of the survivors in group Y
occurred at time ¢, then the state of H would move from k to 1.

Example 2.1 Figure [1| shows one possible defaults path in our model with n = 5 and
Y = {{1},{2},{3}. {4}, {5},{4,5},{2,3,4},{1,2}}. The inner oval shows which common-
shock happened and caused the observed default scenarios at successive default times. At



the first instant, default of name 2 is observed as the consequence of the idiosyncratic shock
{2}. At the second instant, names 4 and 5 have defaulted simultaneously as a consequence
of the systemic shock {4,5}. At the fourth instant, the systemic shock {2,3,4} triggers
the default of name 3 alone as name 2 and 4 have already defaulted. At the fifth instant,
default of name 1 alone is observed as the consequence of the systemic shock {1,2}. Note
that the information produced by the arrival of the shock-events cannot be deduced from
the mere observation of the sequence of states followed by H;.
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Figure 1: Omne possible defaults path in a model with n = 5 and Y =

({13423 {31, {4}, {5}, {4,5},{2, 3,4}, {1, 2} }.

To achieve we follow the classical methodology: we construct H by an X-related
change of probability measure, starting from a continuous-time Markov chain with intensity
one. This construction is detailed in Appendix

2.1 Ito0 Formula

In this subsection we state the It6 formula for functions of the Markov process (X, H).

For any set Z € N, let the set-event indicator process HZ denote the indicator
process of a joint default of the names in Z and only in Z. For k = (k1,...,ky,) € {0,1}",
we introduce supp(k) = {i € N,; k; = 1} and supp®(k) = {i € N,; k; = 0}. Hence, supp(k)
denotes the obligors who have defaulted in state k and similarly supp©(k) are the survived
names in the portfolio-state k.

The following lemma provides the structure of the so called compensated set-event
martingales MZ, which we will use later as fundamental martingales to represent the pure
jump martingale components of the various price processes involved.

Lemma 2.2 For every set Z € Ny, the intensity of H? is given by £z(t, Xy, Hy), so
dM? = dH? — (5(t, X, Hy)dt

is a martingale, and the set-event intensity function €z (t,x,k) is defined as

O5(t,x,k) = > Ay (8, zy). (4)

Yey; Ynsuppe(k)=2



Proof. See Appendix

Solz(t, Xe,Hi—) =D yey.y—z Ay (t, X)), where forevery Y in Y = {{1},...,{n}, I1,...

we define
Y: =Y Nsupp®(H;-), (5)

the set-valued process representing the survived obligors in Y right before time t. Let also
Zy ={Z € N,; Z =Y, for at least one Y € Y} \ 0 denote the set of all non-empty sets of
survivors of sets Y in ) right before time t.

We now derive a version of the It6 formula, which is relevant for our model. It will be
used below for establishing the Markov properties of our set-up, as well as for deriving price
dynamics. Let o(t,x) denote the diagonal matrix with diagonal (oy (¢,2y))yecy. Given
a function v = wu(t,x,k) with x = (zy)yey and k = (k;)1<i<n in {0,1}", we denote
Vu(t,x, k) = (9zyu(t,x,k),Y € V), the (row-)gradient of u with respect to x. Let also §u?
represent the sensitivity of u to the event Z € N, so

ou? (t,x,k) = u(t,x,k?) — u(t, x, k).
Proposition 2.3 Given a reqular enough function u = u(t,x,k), one has

du(t, X, Hy) = (at +At>u(t,Xt,Ht)dt + Vu(t, X, Hy)o(t, X, ) AW,

+ > 6w’ (t, Xy, Hy )dMY, (6)
ZEZt

where

1
Awu(t, %, %) = 3 (by(toy) oy ult, x,K) + 503 (v )0 ult x ) )
Yey (7)
+ 3 Ayt ay)ou’ (£ x, k).
Yey

Proof. See Appendix

In the It6 formula @, the jump term may involve any of the 2" set-events martingales
M? for Z € N,. This suggests that the martingale dimensimﬂ of the model is v 4+ 2™,
where v = n + m corresponds to the dimension of the Brownian motion W driving the
factor process X and 2" corresponds to the jump component H. Yet by a reduction which
is due to specific structure of the intensities in our set-up, the jump term of A; in is a
sum over the set of shocks ), which has cardinality v.

Note that our model excludes direct contagion effects in which intensities of surviving
names would be affected by past defaults, as opposed to the bottom-up contagion models
treated by e.g. [16], 24, 25, 28]. To provide some understanding in this regard, we give a
simple illustrative example.

'Minimal number of fundamental martingales which can be used as integrators to represent all the
martingales in the model, see Appendix



Example 2.4 Take N,, = {1,2,3}, so that the state space of H contains 8 elements:
{(0,0,0),(1,0,0),(0,1,0),(0,0,1),(1,1,0),(1,0,1),(0,1,1),(1,1,1)}.

Now, let Y be given as Y = {{1}, {2}, {3},{1,2},{1,2,3}}. This is an example of the nested
structure of Z with I = {1,2} C I = {1,2,3}. Suppose for simplicity that Ay does not
depend either on ¢ or on x (dependence in t,x will be dealt with in Subsection . Then,
the generator A of the chain H is given in matrix-form by

[ A Mz A A{1,2) 0 0 A{1,2,3} ]
0 0 0 Mgy +Xruzy Mg O M12.3)
0 0 0 Ay +Apz 0 Ap A{1,2,3}

o0 0o 0 Ay A Apes) +Au .

0O 0 0 0 0 0 Mgy + Af12.3)
0 0 0 0 0 : 0 Apy+A123 + A1)
0 0 0 0 0 0 - Apy+Apas +Aug

L0 0 0 0 0 0 0 0 ]

where ‘-’ represents the sum of all other elements in the row multiplied with —1. Now,
consider group {1,2,3}. Suppose, that at some point of time obligor 2 is defaulted, but
obligors 1 and 3 are still alive, so that process H is in state (0,1,0). In this case the
two survivors in the group {1,2,3} may default simultaneously with intensity A(; 2 3y. Of
course, here Afq 5 31 cannot be interpreted as intensity of all three defaulting simultaneously,
as obligor 2 has already defaulted. In fact, the only state of the model in which Ag; 53y can
be interpreted as the intensity of all three defaulting, is state (0,0,0). Note that obligor
1 defaults with intensity Ag1) + Af12,3) + Ay1,2) regardless of the state of the pool, as long
company 1 is alive. Similarly, obligor 2 will default with intensity Agoy + Af1 231 + Af12)
regardless of the state of the pool, as long company 1 is alive. Also, obligors 1 and 2 will
default together with intensity A(j 931 + Ag1 2y regardless of the state of the pool, as long
as company 1 and 2 still are alive.

2.2 Markov Copula Properties

Below, for every obligor i, a real-valued marginal factor process X* will be defined as a
suitable function of the above multivariate factor process X = (XY )ycy. We shall then
state conditions on the intensities under which the marginal pair (X*, H?) is a Markov
process. Markovianity of the model marginals (X*?, H?) is crucial at the stage of calibration
of the model, so that these marginals can be calibrated independently.
Observe that in view of , the intensity of a jump of H* from H; =0 to 1 is given
by, for t € [0, T],
Z )\Y (t> XtY )a (9)

{Yey;iey}

where the sum in this expression is taken over all pre-specified shocks that can affect name 7.
We define the marginal factor X as a linear functional ¢; of the multivariate factor process
X = (XY)yey so that X} := ¢;(X;). In general the transition intensity (9) implies non-
Markovianity of the marginal (X*, H). Hence, in order to make the process (X*, H') to be



Markov, one needs to impose a more specified parametrization of @ as well as conditions
on the mapping ;. To be more specific:

Assumption 2.5 For every obligor i, there exists a linear form ¢;(x) and a real-valued
function A;(t,z) such that for every (t,x) with x = (zy)yey

Yo Avltay) = diltpi(x), (10)

{Ye)y;ieY}

where, in addition, X} := ¢;(X;) is a Markov-process with respect to the filtration F =
FWH) with the following generator acting on functions v; = vi(t,z) with x € R

. 1
Aji(t,z) = bi(t,x)0vi(t,x) + 501-2(@ )02 v;(t, x) (11)
for suitable drift and diffusion coefficients b;(t, z) and o;(t, x).

Note that under such a specification of the intensities, dependence between defaults in
the model does not only stem from the possibility of common jumps as in Example but
it can also come from the factor process X as in Example below.

In the above assumption we require that X; = ;(X;) is a Markov process. This
assumption is a non-trivial in general, as a process which is a measurable function of a
Markov process does not have to be a Markov process itself. We refer to Pitman and Rogers
[33] for some discussion of this issue. In our model set-up one, one can show that under
appropriate regularity conditions, if for every (¢,x,xz) with x = (zy)yey and z = ¢;(x),
one has

Z by (t,x)0z, pi(x) = bi(t, x)

{vey}

Y 0% (8, %)y pi(x))? = of (¢, 2)

{yey}

(12)

then X} = ¢;(X;) is an F-Markov process with generator A* in (11]). The proof follows
from Lemma (up to the reservation which is made right after the lemma regarding
technicalities about the domain of the generators) since for every regular test-function
v; = v;(t, z), one has with u(t,x) := v;(t, ¢*(x))

t
vi(t,Xti) — / (83 + Ai)vi(s,Xz)ds
0
t
=u(t,Xy) — / (35 + As)u(s,Xs)dS.
0

In the two examples given below, the F-Markov property of X} = ¢;(X;) also rigorously
follows, in case of Example[2.6]where ¢; is a coordinate projection operator, from the Markov
consistency results of [9], or, in case of Example from the semimartingale representation
of X provided by the SDE . The F-Markov property of X* in Example thus follows
from the fact that a strong solution to the Markovian SDE driven by the F-Brownian
motion W, is an F-Markov process, by application of Theorem 32 page 100 of Protter
[32]. Example is important, as it goes beyond the case of Example where the A;
are deterministic functions of time, and it provides a fully stochastic specification of the Ay
(including the Aj).



Example 2.6 (Deterministic Group Intensities) For every group I € Z, the intensity
Ar(t,zr) does not depend on z;.

Letting ¢;(x) = x(;, then and hold with

At z) = At + > At

{IeT;iel}
oi(t,z) == o (t, o).

So, X' = X1} is F-Markov with drift and diffusion coefficients b;(t, z) and generator o;(t, z)
thus specified.

Example 2.7 (Extended CIR Intensities) For every Y € ), the pre-specified group
intensities are given by Ay (t, X)) = X}, where the factor XY is an extended CIR process

dXY = a(by(t) — X))dt + c\/ X} dW}) (13)

for non-negative constants a, ¢ and non-negative functions by (t). The SDEs for the factors
XY have thus the same coefficients except for the by ().

Letting ¢;(x) = Z Ty = T(y + Z xy, and denoting likewise b;(t) =
{Yey;ieY} {IeT;iel}
> by(t)=b )+ Y br(t), then (I0) and hold with
{Ye)y;ieY} {I€Z;icl}
Ai(t,z) ==

bi(t,z) := a(b;(t) — x)
oi(t, 1) == c/z.

So, X = Z XY is an F-Markov process with drift and diffusion coefficients bi(t, )
{yey;iey}
and generator o;(t,x) thus specified.
Note that X? satisfies the following extended CIR SDE with parameters a, b;(t) and ¢
as

dX} = a(b;(t) — X})dt + c\/ XidW} (14)
for the F-Brownian motion W* such that

/Y'Y
Xidwi => /XY dw), awi=>" ﬁdwty.

icYy ey \/ ey Xi

Remark 2.8 Both the time-deterministic group intensities specification of Example
and the affine intensities specification of Example [2.7] are used for counterparty credit risk
applications in [§, [I [7] (anticipating the theoretical aspects of the model which are dealt
with in the present paper).
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The set of obligors alive (resp. in default) at time ¢ is denoted by J; = supp®(H;)
(resp. H; = supp(H;)). For every Y € ) and every set of non-negative constants t;, we
define the quantities A};t, AY and 0 as

t t
AY, :/ Ay (s, XV)ds, AY =AY, :/ Ay (s, XY)ds and 6 = max t;
’ § ’ 0 i€y nJ;

where Y N J; in 6] is the set of survivors in Y at time ¢ (and we use in #} our convention
that max ) = —o0). Let 7; denote the default time for obligor i. Since H® is the default
indicator of name 4, we have

7 =inf{t >0;H; =1}, Hj = Lir <ty
The following Proposition gathers the Markov properties of the model.

Proposition 2.9 (i) (X, H) is an F-Markov process with infinitesimal generator given by
A.

(ii) For every obligori, (X', H*) is an F-Markov processﬂ admitting the following generator
acting on functions w; = u;(t, x;, k;) with (x;,k;) € R x {0,1}

. 1
iui(t,xi,ki) = bi(t,xi)awiui(t,xi,ki) + §a§(t,xi)8§2ui(t,xi,ki)
ANty @) (wi(t, 23, 1) — wilt, 4, ki) (15)

Moreover, the F-intensity pTOC@Sﬂ of H' is given by ]l{Ti>t})\i(t,Xti). In other words, the
process M defined by

t
Mi = 1ppepy - /O 1oy ils, X0)ds, (16)

is an F-martingale[]
(iii) For any fized non-negative constants t,ty,...,t,, one has

P(r >t1,...,mn>tn | F) =P (m1 > ty,...,m0 >ty | Hy,, Xy) (17)

= ]l{ti<7'i, ith}E {exp ( - Z AZGE/) ’Xt} .

Yey

The conditional survival probability function of every obligor i is given by, for every t; > t,
P(TZ‘ >t ‘ .Ft) = P(Ti > t; ‘ Ht,Xt)

e D I
YeY,ieY (18)

t7’ . .
= 1 e (= [ x0as)
=12 Gi(t),

2And hence an F&'#) _Markov process.

3And hence, }'(Xi’Hi)—intensity process.

4And hence, an f(Xi’HiLmartingale.
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with
t;

Gi(t;) =E {exp (- Ai(s, X;)ds) |XZ} . (19)

t

Proof. See Appendix

We shall illustrate part (iii) of the above proposition using the following example.

Example 2.10 In case of two obligors and YV = {{1},{2},{1,2}}, one can easily check that

boils down to
t1Vito
Z / AY(S?XZ)) ’Xt
t

P(Tl > 11,79 > to | .Ft) = ]1{71>t}11{7'2>t}E {exp ( —
Yey

t1
Tl <n<ylin>nE {exp (- / M(s, X)ds) ‘ th}
0

to
gy cr <ty L >ty B {€Xp(—/ Xa(s, XZ)ds) ’th}
t

Fo <n<atLity<m<i)-

3 Pricing and Hedging Issues

This section treats the pricing, calibration and hedging issues in the Markov copula model
of Section [2| First, in Subsection we derive the price dynamics for CDS contracts and
for CDO tranches in this model. In Subsection we use dynamics of Subsection to
derive min-variance hedging strategies in the Markov copula model.

For notational convenience, we assume zero interest rates. The extension of all theo-
retical results to time dependent, deterministic interest rates is straightforward but more
cumbersome notationally, especially regarding hedging. Time-dependent deterministic in-
terest rates will be used in the numerical part.

3.1 Pricing Equations

In this subsection we derive price dynamics formulas for CDS contracts and CDO tranches in
the Markov model; all prices are considered from perspective of the protection buyers. These
dynamics will be useful when deriving the min-variance hedging strategies in Subsection

In a zero interest-rates environment, the (ex-dividend) price process of an asset is
simply given by the risk neutral conditional expectation of future cash flows associated
with the asset; the cumulative value process is the sum of the price process and of the
cumulative cash-flows process. The cumulative value process is a martingale, as opposed
to the price process. When it comes to hedging, the cumulative value process is the main
quantity of interest.

For a fixed maturity T, we let .S; denote the T-year CDS spread for obligor ¢, with
recovery rate R;. Similarly, we let .S denote the T-year model CDO tranche spread for the
tranche [a, b], with payoff process

LY = Lo y(Hy) = (Ly —a)t — (L — b) T, (20)
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where L, = 3™ (1 — R;)H] is the credit loss process for the underlying portfolio. The
premium legs in these products are payed at t; < t2 < ... <t, =T wheret; —t;_1 =h
and h is typically a quarter. Below, the notation is the same as in the It6 formula @

Proposition 3.1 (i) The price P’ and the cumulative value P! at time t € [0,T] of the
single-name CDS on obligor i with contractual spread S; are given by

Pt’L = Ui(t7 Xt7 Ht)

4P} = Vo,(t, X, H)o (6, X)dW, + 3 Liey (1— Ri —wi(t, X, Hy))amZ - (21)
ZEZy

for a pre-default pricing function v;(t,x,k) such that

vilt, Xe, H) = E[=Sih > Nppsey + (1= R)ler <y | Fi).

t<t; <T

(ii) The price process I and cumulative value II at time t € [0,T)] of a CDO tranche [a,b]
with contractual spread S are given by

I, = u(t, X4, Hy)
dIl, = Vu(t, Xy, Hy)o(t, X, )dW,

+ Y (Lmb(HtZ,) — Lap(H,) + 6uZ(t, Xt,Ht_))thZ
ZEZ

(22)

for a pricing function u(t,x,k) such that

u(t,Xt,Ht):E[—Sh 3 (b—a—L?j’b> 4 La - o
t<t; <T

J-"t} .

Proof. See Appendix

Regarding part (i), note that in view of the marginal Markov properties of the model:

e the pricing function v;(¢, x, k) can essentially be reduced to a “univariate” pre-default
pricing function v; (¢, x;);

e the compensated jump martingale in Pi can be reduced to a “univariate” martingale
representation based on the compensated martingale M* of H* in ({16]).

However, as will be clear from Subsection the “multivariate” representations of part (i)
are more useful in order to handle the hedging issue.

The pricing functions v; and u can be characterized as the unique solutions to the
related Kolmogorov equation in Appendix (or, in the CDS case, a “univariate”
Kolmogorov equation can be derived to characterize v;). If the pricing functions are known,
the prices at a given time are recovered by plugging the corresponding state of the model
into the right-hand-side of the first lines of or . But the pricing equation for
a CDO tranche leads to a huge system of PDEs which in practice is impossible to handle
numerically as soon as n is larger than a few units. As a remedy for this, in Subsection
2.1 of the companion paper [5], we will instead use the translation to a Marshall-Olkin
framework which allows us to derive practical recursive pricing schemes for CDO tranche
price processes (whereas in practice CDS computations will be based on exponential-affine
methodologies).
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3.2 Min-Variance Hedging

In this subsection we use the price dynamics from Subsection to derive min-variance
hedging strategies in the Markov copula model. By min-variance hedging strategies we
mean strategies that minimize the variance of the hedging error. Note that in principle
one would prefer to minimize the variance relatively to the historical probability measure,
however in this paper we minimize the risk-neutral variance for simplicity: see Schweizer
[34] for a survey about various quadratic hedging approaches. The hedging strategies are
theoretically sound due to our bottom-up Markovian framework and they will be shown
in the companion paper [5] to be computationally tractable thanks to the Marshall-Olkin
copula interpretation of the model.

Consider a CDO tranche [a,b] with pricing function w specified in Proposition
Our aim is to find explicit min-variance hedging formulas when hedging this CDO tranche
by using the savings account and d single-name CDSs with pricing functions v; given by
Proposition [3.1} First we introduce the CDS cumulative value vector-function

V(t,X7 k) = (]lkl:()vl(t,x, k) + ]lklzl(l — Rl), ceey ]lkd:()vdt,x, k) + ]lkdzl(l — Rd))T .

Let Vv denote the Jacobian matrix of v with respect to x in the sense of the d x v-matrix
such that Vv(t,x, k)Y = 0., vi(t,x,k), for every 1 <i < d and Y € Y. Let AvZ represent
the vector-function of the sensitivities of v with respect to the event Z € N,,, so

AVZ(t’ X, k) = (]IIGZ, k1=0 ((1 - Rl) - Ul(tv X, k)) PR ]ldGZ, kq=0 ((1 - Rd) - vd(ta X, k)))T
By using the vector notation P = (ﬁi)lgigd, one has in view of Proposition (1)
dPy = Vv(t, Xy, Hy)o(t, X)dW, + > AvZ(t, Xy, Hy_)dME. (23)
ZEZy

Let
Au?(t,x,k) = 6%u(t,x,k) + Lo p(k?) — Ly p(k)

represent the function of sensitivity of the CDO tranche [a, b] cumulative value process with
respect to the event Z € N,. Let ¢ be an d-dimensional row-vector process, representing
the number of units held in the first d CDSs which are used in a self—ﬁnancinéﬂ hedging
strategy for the CDO tranche [a,b]. Given and (23), the tracking error (e;) of the
hedged portfolio satisfies e, = 0 and, for ¢ € [0, T

de, = dII, — ¢,dP,

- (Vu(t,Xt,Ht) . Qth(t,Xt,Ht))a(t,Xt)th o4

+ 3 (Auz(t,xt,ﬂt,) —gtAvZ(t,xt,Ht,))thZ.
ZEZ

Since the martingale dimension of the model is v + 2", replication is typically out—of—reachlﬂ
in the Markov model. However, in view of , we can find min-variance hedging formulas.

®Using also the savings account (constant asset).
5See the comments following Proposition
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Proposition 3.2 The min-variance hedging strategy ¢ is

~ A~ ~ -1
APy, (aP)\
Ct - dt ( dt ) - C(t7 Xt7 Ht*) (25)

where ¢ = (u,v)(v,v)™t, with

(u,v) = (Vu)o*(Vv)T + Z Ay AuY (Av)T

Yey (26)
(v,v) = (Vv)o*(Vv)T + Z Ay AvY (AvY)T,

Yey

Proof. The first identity in is a classical risk neutral min-variance hedgingﬂ formula,
derived for instance in Section 4.2.3.1 of Crépey [I8]. Moreover, one has by computation of
the oblique brackets based on the second lines in and :

dIL,P) <(Vu)02(Vv)T + ) )\zAuZ(AVZ)T> (t, X4, Hy ) = (u, v)(t, X¢, Hy )

di ZeZ
' (27)

d(P),
<dt> = ((VV)O'Q(VV)T + ZGZZt AZAVZ(AVZ)T> (t, Xt, Ht_) = (V7 V)(t, Xt, Ht—)

where the second identities in both lines of use simplifications similar to those used in
the proof of the It6 formula () in Appendix O

In , the u-related terms can be computed by using the conditional convolution-
recursion procedures developed in the companion paper [5]; the v;-related terms can be
computed very quickly (actually semi-explicitly in either of the specifications of examples
and . We will illustrate in [5] the tractability of this approach for computing min-
variance hedging deltas.

We refer the reader to Elouerkhaoui [2I] for analogous formulas. A nice feature of our
set-up however is that due to the specific structure of the intensities, the sums in (26| are
over the set ) of shocks ) which is of cardinality v = n + m, as opposed to the set N, of
all set-events Z in [21].

We also refer the reader to Frey and Backhaus [23] for other related min-variance
hedging formulas.

A  Appendix

A.1 Model Construction

The point process H with intensity depending on the factor process X in , is constructed
by an X-related change of probability measure, starting from an independent continuous-
time Markov chain under an auxiliary probability measure P. So, given a factor process X
as in where W is a P-Brownian motion, let H denote a continuous-time Markov chain
with P-intensity one of transition from k to 1, for every 1 # k. Let then the @—martingal

"See Schweizer [34]
8Under suitable regularity and growth assumptions on the model coefficients, see Ethier and Kurtz [22)
or Crépey [18].
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I" be defined by I'y = 1 and, for t € [0, T,

dr
F—t = Y (Mt X Hy 1) — 1) (dNy(Hy, 1) — Tzp, _dt)
= ey
= Y (A(X,Hy 1) - 1) (dN(Hy -, 1) — dt),
1£H,_

where the functions A(t, x, k, 1) are those of , and where N;(k, 1) is the point process with
P-intensity 1 i —g1, 14k} counting the transitions of H from k to 1, for every k,1 € {0, 1}".
Defining the measure P by % = I'y, it is then standard to check?®|that the point process H
has intensity under P. To be precise the intensity of N;(k,1) is given by , with respect
to the model filtration F = FW-H) "and the probability measure P. Moreover, process W
remains a Brownian motion under P, the measure-change preserves Markov property of X
with respect to filtration F, and the generator of X under the new measure is still Ay.

Note that since martingale representation holds under @ martingale representation
also holds under the equivalent measure P.

Remark A.1 The prevailing risk neutral probability measure in the paper is P, whereas
the auxiliary measure P is only a mathematical tool used for constructing the model, with
no particular financial interpretation.

A.1.1 Proof of Lemma [2.2]

By definition of the set-event indicator process H?, where Z € N,,, one has in our model,
for t € (0,77,

dHf = > dNy(k, 1).
{k,1€{0,1}" ;supp(1)\Supp(k)=2}

So, by ,

07 = > g Y. MA(X))

{k,1e{0,1}";supp)\suppk)=2} {yey;k¥Y =1}

= Z Z )\Y(taXtY)

{1e{0,1}"; SUPP()\SUPP(H:-)=Z} {Y €Y; HY =1}

= > Ay (t, X))

{YeY;supp(H} )\supp(H;-)=2}

= Z Ay(t,XtY).

{Yey;i=2}

9See for instance the proof of Lemma 12.3.5 in Crépey [18].
°Tn virtue of standard arguments, see for instance Chapter 10 of [27].
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A.1.2 Proof of Proposition

Observe that [MY , M?] = 0 for Y # Z. One thus has the following It6 formula (see for
instance Theorem 3.89 page 109 of Jacod [26] or Crépey [18§])

du(t, Xy, Hy) = (at +At>u(t,Xt,Ht)dt +Vau(t, Xy, Hy)o (t, Xy )dW,
+ Y ou(t, Xy, Hy_)dH] (28)
ZeN,

where we write
1
Au(t,x, k) = Z (by(t,xy)ﬁmyu(t,x,k) + iag(t,xy)(?i%u(t,x, k)) (29)
Yey

Moreover, the structure of the set intensities implies that

> 0w (X, Hy )dHY = ) ou”(t, Xy, Hy)dHY,

ZeN, ZeZ;
which we may further rewrite as

Z fZ(t,Xt,Ht,)(S’LLZ(t,Xt,Ht,)dt
ZEZy
+ > (5uz(t,Xt,Ht_)dHtZ —Ez(t,Xt,Ht)éuZ(t,Xt,Ht)dt>.
ZEZy

Here the second term is Y, du?(t, Xy, H;_)dM7, whereas one has by in the first
term:

> tz(t, Xy Hy)ou” (8, X, Hy )
ZeZt

= Z Z Ay (8, X7 )ou? (£, Xy, Hy)

ZeZi YeEV; Yv=2

= Z )\Y(t,XtY)(SUY(t,Xt,Ht,)
Yey

using in the last identity that
su?(t,x,k) = ou¥ (t,x,k),

for every t,x,k,Y and Z such that Y; = Z. Thus indeed reduces to @

A.2 DMarkov Properties

Let us first recall the following local martingale characterization of a Markov process with
generator £. We work under the standing assumption that uniqueness holds for the solution
of the martingale problem defined by L.

Lemma A.2 (See, e.g., Ethier and Kurtz [22]) Let X be a right-continuous process
with Fuclidean state space E, adapted to some filtration F. For X to be an F-Markov
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process with infinitesimal generator L, it is necessary and sufficient that, for every real-
valued function ¢ in the domain of L,

t
p(t.X0) ~ [ 0.+ L)ls, X.)ds (30)
0
is an F- local martingale.

We shall use this characterization informally in this paper, ignoring the technicalities related
to the notion of domain of an operator. Furthermore, throughout the paper we work
under the standing assumption that the valuation equation associated to any infinitesimal
generator that we use, is well posed in an appropriate functional space. Finally, we assume
that uniqueness holds for the solution of the related martingale problem. The reader is
referred to Ethier and Kurtz [22] for more details and for specific conditions which can be
postulated in these regards.

A.2.1 Proof of Proposition

(i) In view of the It6 formula (), (X, H) solves the martingale problem with generator A
in the filtration F, and is thus an F-Markov process.

(ii) By application of the local martingale characterization of an F-Markov process (X, H)
with generator A to test-functions of the form wu(t,x,k) = v;(¢, x4, ki), we get the local
martingale characterization of an F- Markov process with generator A for (X*, H'). Con-
sidering v; (¢, z;, k;) = 1x,—1 therein yields that M in is an F-local martingale.

(iii) We denote ty = max;cyt;, for every Z € N,. Formula follows directly from
Lemma below since one has, for every ¢,t1,...,t, > 0,

P(Tl >t1,...,7‘n>tn’ft>: Z ]l{Jt:Z}P(Tl >t1,...,7‘n>tn‘ft)

ZeN,
= Z (H ]ltl‘<7'i§t> E {H ]17'1'>t1'\/t’ ‘B}
ZeNn \i¢Z i€z
and
ﬂ{ti<ﬁ' ,iEHt}E {eXp ( - Z AZ@}’) ‘ Xt}
Yey
= Z Lig=Lit<r; gy E {eXp (- Z AZG,Y) ‘Xt}
ZeN, Yey
= Z (H ]lti<n§t> (H ]ln->t> E {eXp ( - Z Az,/tyﬂz) ’Xt} .
ZeN, \igZ i€z Yey

Given , the other formulas of part (iii) in Proposition are straightforward.

Lemma A.3 For every t,ty,...,t, >0, and for every Z € N,,, one has,

E {Hz’eZ Lri>tive ‘ ]:t} = (Ilicz Lr>t) E {exp (- Dovey; ynz£0 Azjty) ’ Xt} - (31
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Proof. Tt is enough to prove that for ¢; > ¢ one has, for every Z € N,,,

E {H 17,54, }—t} = (H ﬂn>t> E {GXP Z Nivs ’ Xt} : (32)

i€z €7 Yey

Indeed, for general ¢;, applying to the t; V t yields

E {H 1Ti>ti\/t ft} - (H 1Ti>t> . {exp Z At smax;eynz tiVt ‘ Xt}
ez icZ Yey
- (H ]l‘ri>t) Byee |- Z Az’/maxiez ti ‘ Xi 0

i€z YeY; YNZ#D

which is . Let us thus show for t; > t, by induction on the cardinality d of Z. For
d = 0, the result is trivial. Assuming the result at rank d — 1 > 0, let us show the result at
rank d. Let us suppose, without loss of generality, that Z = Ny and t1 > t9 > --- >ty > t.
One then needs to prove that, using the notation J* =1 — H! for every | € Ny,

d d
E([71F) = (HJtZ)E{eXp > Al ‘Xt} (33)
=1 =1

Yey
To establish one first observes that
E(ITL 74 | F) = E{E{TTE 4 | 7} | ) (34)

where by the induction hypothesis at rank d — 1 the inner conditional expectation can be
represented as

d—1 d—1
(IT=) J7i,)E {eXP (—Zvey A%;,tNd,my) ‘Xtd} = (ITZ) J4,)v(ta, Xe,) (35)
for a suitable function v = v(t,x) over [0,t4_1] x RY, by the Markov property of X. Here
the upper bound t4_1 for the domain of definition of the function v follows from the fact

that t4 < t4—1 < tn, ,ny, for every Y € Y with Nyg_1 NY # (. Inserting into
yields by the Markov property of (X, H) that

d
E(] 71 F7) = { HJtd v(ta, Xe,)
=1

for a function u = u(t,x, k) over [0,t4] x RY x {0,1}" characterized by:

./_"} = U(t,Xt,Ht),

d
u(te, x,k) = ([ = k))vlta,x), x = (zy)vey, k= (k1,... kn) € {0,1}"
=1 (36)

(at + At)u(t,x, k) =0, t<tsx=/(ry)yey ke {0,1}".
One finally shows that the RHS in admits a representation of the form ( Hflzl Jtl)w(t, X4),

where the function (¢, x,k) = (Hle(l — ky))w(t, x) solves (36). By our standing assump-
tion in this paper equation has a unique solution. Thus % = u, which proves .
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Since X is Markov with generator A (cf. (i)), the conditional expectation in the RHS
of can be represented as w(t, Xy), for a deterministic function w = w(t,x) over the
domain [0,%4] x RY. In order to get the analytic characterization of w, first note that for

every Y € ), one has: . . ;
tastng iy Atd,twdny = AtdﬂdenY'

This yields the terminal condition w(t4,x) = v(t4,X), X = (zy)yey. One further has by an
application of the Feynman-Kac formula that (see, e.g., Jeanblanc et al. [27])

(+a)wex) = X MAlbo))wtx), t<tyx=(@y)yey.
YeY;YNZA0D

As a result the function w = w(t,x) is the solution on [0,%4] x RY to the following Kol-
mogorov pricing PDE:

w(ty, x) =v(tg, x), x=(xy)yey

<8t + At)w(t,x) = ( Z )\y(t,xy)>w(t,x), t <tyg,x=(xy)yey. (37)
YeY;YNZ#D

Denoting a(t, x, k) = (HleNd(l —kl))w(t, x), an application of the operator A; of (7)) yields:

(815 + At>11(t,x, k) = ( H (1—k)) (Ot + At)w(t,x) + w(t,x) x

lENy
<Y Aavtan) ((JTa-#)) - [Ta-m). 69
Yey lENy lENy

where we set, for Y € Y and | € Ny,

k?Y _ 1, Y>3l
! ki, else.

Therefore

Z Ay (t, xy)(( H (1-&")) - H (1- kl))

Yey lENg lENg

= — H (1—Fky) Z Ay (t, xy). (39)

lENy Yey; YﬂNdfw
Plugging and in the RHS of yields that (Bt + .At)ﬂ(t,x,k) = 0. Finally @
solves , which finishes the demonstration. O
A.2.2 Proof of Proposition [3.1

Given a function f = f(t,y), let f(t;—,x) be a notation for the formal limit

lim f(t,y). (40)
(ty)—(t;,x) with t<t;

In view of the Markov property of the model, the following lemma holds in virtue of the
Feynman-Kac formulaﬂ

"See, e.g., Jeanblanc et al. [27].
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Lemma A.4 Given real-valued functions ¢(k) and (k), one has E[thng ¢(Hy;) +
Y(Hr)|F] = w(t, Xy, Hy), where the function w(t,x,k) is the solution to the following
Kolmogorov pricing PDE system: w(T,x,k) = ¥(k), x = (zy)yey, k € {0,1}", and for j
decreasing from p to 1:

e At t = tj,

w(tj—, x, k) = w(tj,x, k) + ¢(k), x = (zy)yey, k € {0,1}", (41)
e On the time interval [t;_1,t;),
(at + At)w(t, x,k) = 0, x = (ry)yey, k € {0,1}". (42)
Applying this lemma with
Vi =(1—-R;), ¢i=—Sih
for part (i) and
Y =1Lap, ¢ =—-Sh(b—a— Layp)

for part (ii) establishes the first lines in identities and . Regarding the latter, note
that the ex-dividend pricing function u(t,k,x) in (22), is provided by w(t,k,x) — Lq (k)
here.

Moreover, in the filtration F =
dictable stopping times. In particular, the cumulative value processes cannot jump at the
fixed times t;. Given the first lines in and , the second lines then readily follow
using the It6 formula @

FWH 5 martingale can only jump at totally unpre-
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