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Abstract

In this paper, we consider the hedging of portfolio loss derivatives using single-name credit default
swaps as hedging instruments. The hedging issue is investigated in a general pure jump dynamic setting
where default times are assumed to admit a joint density. In a first step, we compute default intensities
adapted to the global filtration of defaults. In particular, we stress the impact of a default event on the
price dynamics of non-defaulted names. In a two defaults setting, we also fully describe the hedging of a
loss derivative with single name instruments. The methodology can be applied recursively to the case of a
multidefault setting. We completely characterize the hedging strategies for general n-dimensional credit
portfolios when default times are assumed to be ordered. The computation of the hedging strategies does
not require any Markovian assumption.

Introduction

The hedging of loss derivatives such as CDO tranches or basket default swaps is a prominent risk-management
issue especially given the recent revisions to the Basel II market risk framework, Dec 2010. Indeed, accord-
ing to [1, “correlation trading portfolios” including tranches on standard indexes and their associated liquid
hedging positions will continue to be charged as hedge-sets under internal VaR-based method. The practice of
hedging is still recognized as a risk mitigation technics for these “correlation products” as far as computation
of trading book capital requirement is concerned. As a result, the performance and efficiency of underlying
hedging methods will have a direct impact on the amount of capital required for loss derivatives. Cousin and
Laurent (2010) discuss various issues related to the use of models in designing hedging strategies for CDO
tranches and back-testing or assessing hedging performance.

In this paper, we consider the hedging of loss derivatives using single-name credit default swaps as hedg-
ing instruments. The hedging issue is investigated in a general pure jump setting where default times are
assumed to admit a joint density which is the only input of the model — so that our results can be considered
as model independent — and we compute default intensities adapted to the global filtration of defaults. We
check that, if CDSs on each default are traded, the market is complete. The hedging strategies can be found
by identifying the terms associated with the fundamental default martingales.
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We extend some recent results by Laurent, Cousin and Fermanian (2010) and Cousin, Jeanblanc and
Laurent (2010). In particular, we stress the impact of a default event on the price dynamics of non-defaulted
names. Moreover, in a two defaults setting, we fully describe the hedging of a loss derivative with single
name instruments. The generalization to a multidefault setting can be done following the same methodology.
Furthermore, we are able to completely characterize the hedging strategies in single-name CDS for general
n-dimensional credit portfolios when default times are assumed to be ordered. The computation of the hedg-
ing strategies does not require any Markovian assumption.

The paper is organized as follows. The first section aims at presenting the general setting of the model
and it recalls the predictable representation theorem. In the second section, we investigate the case where
only one name is considered. In particular, we exhibit the intensity of the default time and the dynamics
of CDS prices. Section three is devoted to the case where the credit portfolio is composed of two names.
The extension to a multivariate setting can be done using a recursive procedure. In particular, we highlight
the contagion effect occurring at default time of one of the two names on the CDS price dynamics of the
other name. We also compute the dynamics of the hedging strategies at any time in all the possible default
situations. In Section four, we consider the hedging of a loss derivatives written on a general n-dimensional
portfolio. We stress that when default times are assumed to be ordered, i.e., CDS are kth-to-default swaps,
the hedging strategies can be simply characterized as the solutions of a linear system.

1 Mathematical tools: the general case

In what follows, we consider n default times 7;, ¢ = 1,...,n, that is, non-negative and finite random variables
constructed on the same probability space (Q, g, P). For any ¢ = 1,...,n, we denote by (H} = Tir<y,t>0)
the i-th default process, and by H: = o(H! s < t) the natural filtration of H* (after completion and
regularization on right). We introduce H, the filtration generated by the processes H',i = 1,...,n, defined
as H=H'v...VH", ie., H; = VI H} (after regularization on right).

We assume that G(ty,...,t,) :=P(r1 > t1,...,7, > t,,) is twice differentiable with respect to (¢1,...,t,) and
that G and its derivatives do not vanish. Then, as we shall prove in the next section, for any i = 1,...,n,
there exists a non-negative H-adapted process (\i,¢ > 0) such that the process

t
M} = Hg’—/ Nds
0

is an H-martingale. The process A’ is called the H-intensity of 7;. This process vanishes after 7; (otherwise,
after 7;, the martingale M® would be continuous and decreasing) and can be written \i = (1 — H})A! for
some H' v ...VH ' v H*! v.. . v H"adapted process A\'. In terms of the process A?, one has

t/\T11~v ) t o
Mg?:H;?—/O A;dSZH;—/O (1— H)\.ds.

In particular, denoting by 7¢;), ¢ = 1,...,n, the ranked sequence of default times, the process Al is a determin-
istic function on the time interval [0, 7(1)[ (i.e., Al = XL(t) where A! is deterministic), a deterministic function
evaluated at time 71y on the time interval [7(qy, 7(2)[ (i.e., X% = 5\1’2(15,7'(1)) where A2 is deterministic), and
a deterministic function evaluated at times 7(;), j < i on the time interval [7(;), 7(;+1)[. In particular, the



value of the intensity depends not only of the number of default occurred in the past, but also on the times
where the defaults have taken place, which is more realistic.
The following predictable representation theorem holds true (see Brémaud [5]).

Theorem 1.1 Let B € Hp be an integrable random variable. Then, there exist H-predictable processes
W.i=1,...,n such that

n T
B=E(B)+ Z/ 9L dM?
i=170

and E(foT [9i|\ids) < co. Moreover, if B is square integrable, these processes are unique in the class of
processes which satisfy E(fOT |92 A\ids) < oo.

Due to the integrability assumption and the predictable property of the ¥’s, the processes f(f VidM! are
H-martingales.

In what follows, for a bounded variation left-continuous process A, we denote |, tT ...dAg for f( dAs.

AR

We shall in the first part present computations for the intensity in terms of the density of 7 in the case
n = 1. Then, we shall study the case n = 2 and we determine the hedging strategy of any payoff, when
the hedging instruments are CDSs. The methodology can be easily extended to other hedging instruments,
as defaultable zero-coupons, digital CDSs. The multidefault case can be studied along the same lines. For
simplicity, we restrict our attention to the particular situation of ranked times.

2 The single default case

In this section, we present some well known results concerning the dynamics of a CDS written on a single
default, working in the filtration H'. As we shall see in the next section, the dynamics of a CDS with the
same recovery will be different in the filtration taking into account the knowledge of other defaults.

2.1 Some important martingales

We recall some well known results (see Elliott [10], Dellacherie [9] and Bielecki and Rutkowski [2]). Here, 7 is
a non-negative random variable on the probability space (2, G,P) with survival function G(t) := P(r > t) =
1—-P(r <t)=1- F(t) where F is the cumulative distribution function of 7. We assume that G(¢t) > 0, V¢,
and that G is differentiable, i.e., that 7 admits a density f, so that G’(t) = —f(t). The filtration is H = H'.

Proposition 2.1 For any (integrable) random variable X

1

IL{75<7'}IE]P’(‘XVW-Lt) = I[{t<7'} G(t)

Ep(XTgry) (1)

and for any Borelian (bounded) function h

Be(h(r) 1) = Lirenph(r) ~ Lusn g | HwdGta).



The process (M, t > 0) defined as

I A (O L (O
M, = H, /O G(s)d = H, /0(1 HS)G(S)d

is a (P,H)-martingale. In other terms, the H-intensity of T is (1 — Hy)A(t) where X\ is the deterministic
function A(t) = %

Note that the survival probability G can be expressed in terms of the deterministic function A: indeed we
have proved that
At) = f()/G(t) = =G'(t)/G(t).

Solving this ODE with initial condition G(0) =1 leads to

G(t) = P(r > t) = exp (- /Ot Aw) du> .

Note that A(t)dt = P(7 € dt|T > t). The default intensity can be interpreted as the instantaneous conditional
default probability given that default has not yet occurred.

2.2 Price of a traditional single-name CDS

We assume that P is the pricing measure.
We denote by B the savings account, henceforth the price process of any tradeable security, paying no
coupons or dividends, is a (P, H)-martingale, when discounted by B. The ex-dividend price of an asset paying

dividends is
T
B.E (/ lestmt)
t

where D represents the cumulative dividend. In that case, the discounted cumulative dividend price V,**™

is such that
T t
VMBIl = B (/ B;14D5|Ht> +/ B;'dD,
t 0

is a martingale. As usual, B is given by

t
B; = exp (/ rudu), VieRy,
0
where the short-term interest rate r is here a deterministic process.

Let us recall that a credit default swap is a bilateral contract involving a protection seller and a protection
buyer. We consider a CDS maturing at time 7. If a default event occurs at time 7 < T', then the protection
seller delivers to the protection buyer the unrecovered portion of the loss 6(T)E| where ¢§ is a deterministic
function. As for the premium leg, we assume for simplicity that the fee is paid to the protection seller in

IMore precisely, the quantity 6(7) is equal to the loss given default associated with the reference entity times the CDS
notional amount.



continuous time, i.e., the amount xdt is paid by the protection buyer during the time interval dt, till time
7 AT. The time-t market value of a CDS with payment at default § and with a contractual spread x is equal
to

‘/t(li) = Dt — I'iPt7

where D; and Py, the default leg and the premium leg, are given by

D = BtE<B;16(T)]l{t<TST}”Ht>
TAT

P = BtE(/t By du| )
AT

and the cumulative dividend price is

TAT
V'tcum(ﬁ) = Bt]E <B;16(T)]I{T§T} - Ii/ B;l dU|Ht> .
0

In the case of a zero interest rate,

Vi(k) = LpenyB(0(T)Lir<ry — (T AT) —1)[He),
Vi (k) = B <y — w(TAT)[Hy) .

It is worthwhile to note that the ex-dividend price is not a martingale under the pricing measure, despite
the fact that the interest rate is null. However, the cumulative dividend price is a martingale, this will be
useful latter on. In what follows, we restrict our attention to the case of nil interest rate.

We recall a well know result (see, e.g., [4]).

Proposition 2.2 The price at time t € [0,T] of a credit default swap with spread k is
Vi(k) = Ljen Vi), Vit € (0,7,

where XZ(K) s a deterministic function associated with the pre-default value of the CDS and equals

_ 1 T T
Vi(k) = 10} <—/t d(u) dG(u) — n/t G(u) du) .

PrOOF. From Proposition we have, on the set {t < 7},

T T
VilR) = J, 6(w) dG(u) n<ft uwdG(u) + TG(T) t)

G(t) G(t)

= % <— /tT §(u) dG (u) —/@(TG(T)—tG(t) —/tTudG(u)>>.

where, in the last equality, we have used an integration by parts to obtain

T T
/ G(u)du:TG(T)—tG(t)—/ wdG(u).



2.3 Dynamics of CDS Prices in a single default setting

Here, we compute the dynamics of the CDS’s price. It is useful (see [3]) to obtain the hedging strategy of a
defaultable claim based on CDS and savings account.

Proposition 2.3 The dynamics of the (ex-dividend) price Vi(x) on [0,T] are
AVi(r) = —Vi— (k) dMy + (1 — Hy)(k — 6(H)A(t)) dt,
where the (P, H)-martingale M is given in Proposition [2.1]

Proor. It suffices to note that B
Vi(k) = (1 — Hy)Vi(k)

with IN/(/{) given in Proposition so that, using integration by parts formula,
dVi(r) = (1 — Hy) dVy (k) — Vi () dH;.
Using the explicit expression of YZ(/{), we find easily that we have
dVy (k) = Mt)Vi(k) dt + (k — 8(t)X(t)) dt.
The SDE for V follows. O

Comment 2.1 It is well known that the risk neutral dynamics of a dividend paying asset is dS; = dm;—d,dt,
where m is a martingale and ¢ is the dividend rate. Here, the premium & is similar to a dividend to be paid up
to time ¢, hence the quantity (1 — Hy)dt appears. The d(t) can be interpreted as a dividend to be received,
at time ¢, with probability X(t)dt. At default time, the price jumps from V;_ (k) to 0, as can be seen in the
right-hand side of the dynamics.

Corollary 2.1 The dynamics of the cum-dividend price V"™ on [0,T] are
AV (k) = (6(t) = Vi (k)) dM. (2)
PrOOF. The cumdividend price is
Vi (k) = Vi(k) + L<ny0(1) — K(EAT)

_ Vt(ﬁ)—l—/oté(s)st—mt(l—Ht)—/Otﬁsst.

The result follows. O

3 Two default times
Let us first study the case with two random times 71, 72. For i = 1,2, we denote by (H},t > 0) the default
process associated with 7;. The filtration generated by the process H' is denoted H* and the filtration gen-

erated by the two processes H', H? is H = H' v H?.

Note that, since H; = o(7; V t), an H} V Hi-measurable random variable is



e a constant on the set {t < 71 A2},

e a o(71AT2)-measurable random variable on the set {71 A7y <t < 71V12}, i.e., a 0(71)-measurable random
variable on the set {7} <t < 72}, and a o(m2)-measurable random variable on the set {m2 <t < 7 }.
We recall that a o(7y)-measurable random variable is a Borel function of 7y.

e a g(11, T2)-measurable random variable (i.e., a Borel function h(7y,72)) on the set {7 V 7o < t}.

To summarize, for fixed ¢, any H} V H?-measurable random variable Z admits a representation as

Z = pcripryy + ()7 <taryy + h2(m2) Lr<tary + (T, T2) L r vrp<ty -

We denote by G(t,s) = P(m; > t,72 > s) the survival probability of the pair (71, 72) and we assume that
this function is twice differentiable. We denote by 0;G, the partial derivative of G with respect to the i-th
variable, ¢ = 1,2 and by 01 2G, the second order partial derivative of G. The density of the pair (71,72) is
denoted by f. Simultaneous defaults are precluded in this framework, i.e., P(7y = 72) = 0.

Even if the case of two default times is more involved, closed form expressions for the intensities are
available. It is important to take into account that the choice of the filtration is very important. Indeed, in
general, an H'-martingale is not an H! VV H?-martingale. We shall illustrate this important fact below.

3.1 Intensities

We present the computation of martingales associated with default times 7;, ¢ = 1,2, in different filtrations.
In particular, we shall obtain the computation of the intensities in various filtrations.

3.1.1 Filtration H'

We study, for any fixed i, the Doob-Meyer decomposition of the sub-martingale H* in the filtration H. In
other terms, we compute the H'-compensator of H*. From Proposition the process

tAT;
(&) o i _ *fi(s)
MO = g /0 s 3)

is an H'-martingale. Here, 1 — G;(s) = F;(s) = P(r; < s) = [ fi(u)du. Hence, the process (1 — Hf)éf_((tt)) is
the H'-intensity of 7°. '

Note that, thanks to Theorem any H'-martingale can be written as a stochastic integral with respect to
M®,

3.1.2 Filtration H

We recall a result proved in Bielecki et al. [4].

Proposition 3.1 The process M defined as

IATIAT2 91 G (s, 5) AT 910G (s,T2)
ML o= gl _/ A2 _/ 127 12) 4
i k 0 G(sv 8) B tATLIAT2 82G(8a TQ) B



1s an H-martingale.

The process M? defined as
o= m [ TG, / Gl
‘ . ! 0 G(57 S) tATIAT2 81G(7-17 S)
18 an H-martingale.

PROOF. The proof relies on some It6’s calculus to obtain the Doob-Meyer decomposition of Q(1; > t|HZ).

We refer the reader to [4] for details. O
This means that the H-intensity of 7 takes into account the knowledge of 7 and is equal to the determin-
istic function — déc(;t(;’)t) on the set t < 71 A 73 and to the random quantity ¢(t, 72) where ¢(t,s) = —%(SS)
on the set /5 <t < 1.
In a closed form, the processes H} — f(f Aids, i = 1,2, are H-martingales, where
—81G(t t) 81 QG(t 7'2)
No= (-HYH((0-H - H}
b= e (a-mn =gt - mOedtn
= (1-H)(—H)N + (1 — HYH N (7),
—hG(t,1) 91,2G(m1,1)
No= (1-HY)((1-H} - H} ’
t ( f)(( ) G(t,t) t 81G(7'1, )
= (1= H)(~ BN + H (1= BN ().
Here
~ 0;G(t,t)
A o =— ——= 4
t G(t, t) ) ( )
5V d1,2G(t,s) [, s)
)\1\2 Y 5 _ ) 5
e (9) BsC(t, ) 3G, ) 5)
~ 012G (s,t t
)\?‘1(8) — _ 172 (8, ) _ f(s7 )

01G(s,t)  01G(s,t)’

Note that the minus signs in the value of the intensity are due to the fact that G is decreasing with respect
to its components, hence the first derivatives are non-positive and the second order derivative 0; 2G — equal
to the density of the pair (71, 72) — is non-negative. The quantity thdt is equal to P(7; € dt|m1 ATo > t), that
is the probability that 71 occurs in the time interval [¢,¢ 4 dt], knowing that neither 7y nor 7o have occurred
before time t.

The quantity A tl (5) = — azf g(:)s) evaluated at s = 79, represents the value of the default intensity process of

71 with respect to the filtration H on the event {m < ¢}. This quantity Xip(s)dt is also the probability that
71 occurs in the time interval [¢,¢ + dt], knowing that 71 has not occurred before ¢ and that s = 75.

Since we are working in the ﬁltra‘morﬂ]}ﬂ1 V H? for both martingales M?, the compensated martingale of
the counting process H; = Ht1 + th Do T <oy is M; := H; — fg Asds where

A = AN

2The sum of two martingales in the same filtration is a martingale.



81G(t, t) + (92G(t, t) >

= (- - mp (24

- Htl)Hz 012G (¢, m2)

01,2G(71,1)
B - 2 1Y1,2 1
¢ 82G(t,7’2) (1 Ht )H

¢ 826'(7'1, ) '

3.2 Dynamics of prices of default contingent claims

In this section, our aim is to find the dynamics of the price of a contingent claim with payoff h(7y, 72). This con-
tains in particular the case of first or second to default claim, with payoff associated with h(u, v) = 11y<y)p(u)
or h(u,v) = Lyycyeryp(v). The goal is to find the dynamics of Z; := E(h(71, 72)|H).

The first step is to prove that

Zt = h(Tl,TQ)HtlHtQ + wl,O(Tl,t)Htl(l — HE)
+ 0,1 (tm2) HY (1= Hy) + (1= Hy) (1 = H)thoo(1)

with

1

Pro(u,t) = m/t h(u,v) f(u,v)dv,

1 oo
t = — h d
dalt) = s [ b o
1 o0 o0
Poo(t) = 7/ du/ dvh(u,v) f(u,v).
(t) G ), t (u, ) f(
The proof follows from iterative conditioning and use of Proposition [2.1} We leave the details to the reader.

One notes that, on the one hand, for any function ¢,
t t
mHomr) = [l [ dmzo).

Hlo(r,t) = / o(u, t)dH},
so that, using integration by parts formula and re-arranging the terms
azy = ((ht72) = o (t,72)) HE + (Y10(t,) = vo0(t)) (1 — HE) ) dH}
+ (0t = wro (D) HE + (Yo,0(8,) = vo0(t)) (1 — H}) ) dH}
+ ((1 — H?) / Aot o(u, )dH! + (1 — H / Do (t,v)dH?
+(1 - HH(1 - H%wo,o(t))dt

On the other hand, one checks that, with easy computation, that

o1 (t,v) = M2t v) (oa(t,v) — h(t,v)),



Bono(u,t)) = N(u,t) (Yr0(u,t) — hlu, 1)),

Soot) = Calt) + Ra(0)duol?)
1
G(t,1)

+ (61G(t’t)¢1,0(t7t) + aQG(tat)¢0,1(t7t))'

It follows that
dZ; = ((h(tﬁz) — o,1(t, 7)) HY + (¥1,0(t,1) —vo,0(t)) (1 — th))thl

+((h(r1, 1) = 0(m ) HE + (Yo, (t8) = wo,0(t)) (1 — H}) )dM.

3.3 Dynamics of CDS prices

Let us now examine the valuation of a single-name CDS written on name 1, in the case of null interest rate.
Our aim is to show that the dynamics of this CDS will be affected by the information on 75: when 75 occurs,
the intensity of 71 changes, and this will change the parameters of the price dynamics. We reproduce some
results appearing in Bielecki et al. [4].

We consider a CDS

e with a constant spread
e which delivers §(7) at time 7 if 71 < T, where ¢ is a deterministic function.
The value of the CDS takes the form
Vi(k1) = Vi(k1)Li<mamy + V(b)) Lrarysicn) -
First, we restrict our attention to the case t < 7 A 9.

Proposition 3.2 On the set {t < 71 A T2}, the value of the CDS is

~ T T
Vi(r1) = ﬁ (- /t 5(w)r G (u, ) du — k1 /t Glu, 1) du> .

PROOF. The value V (k1) of this CDS, computed in the filtration H, i.e., taking care on the information on
the second default contained in that filtration, is

‘/t(lil) = ]l{t<7-1}E (5(7—1)]]'{7'1§T} — /il((T A 7'1) — t)|7‘lt)

Let us denote by 7 = 71 A 7o the first default time. Then, 1. Vi(k1) = ]1{t<7}1~/t(/£1), where

~ 1
Vt(lﬁ) = WE (6(7'1)]1{71§T}]1{t<7-} — Hl((T A 7'1) — t)]l{t<,,-})
1
= mﬂz (5(T1)]I{T1ST}]1{t<T} —Iil((T/\Tl)—t)]l{t<T})

1 T
BENElR) (/t Al € dum =)

10




T
—Kjl/ (’LL —t)P(T1 € du, 9 > t)
t

(T~ Dy /OO P(ry € du, 7 > t)) .

T

In other terms, using integration by parts formula, we end up with

B T T
Vi(k1) = @ <—/t 5(u)01G(u, t) du — m/t G(u,t) du) .

Proposition 3.3 On the event {m, <t < 11}, the CDS price is given by Vi(k1) = \Qllz(Tg) where

T T
V) = e ( | swss au—n [ Gs) du) -

Vvt('%l) = V(Hl) :E((S(Tl ]1{7-1<T} ((T/\Tl)—t |0’(7’2))

)
— tTQ ( / o(u) f(u,12) u—m/ G um)du).

PROOF. One has

O

In the financial interpretation, Vtm(s) is the market price at time ¢ of a CDS on the first credit name, under
the assumption that the default 7o occurs at time s and the first name has not yet defaulted (recall that

simultaneous defaults are excluded, since we have assumed that G is differentiable).

The price of a CDS is V; = 17}(51)]1{KT2/W} + f/\'t(m)]l{mMéKﬂ}. Differentiating the deterministic function

which gives the value of the CDS, we obtain

aVi(k1) = ((a(6) + Do) Vi) + = 2 (D3(8) = XV, (1)) at,

where for i = 1,2 the function X;(¢) is the (deterministic) pre-default intensity of 7; given in (4) and

AVi(k1) = (X;'%) (ﬁ;(m) - 5(t)) n m) dt
where Xtm(u) is given in .
Proposition 3.4 The price of a CDS follows

dVi(k1) = (1—H})(1— HZ) (k1 — 8N ())dt
+(1 = HYHZ (k1 — 50N (7)) dt
Ve (k1)dM} + (1 — HY(V(t) = Vie (k1)) dME.

11



PRrOOF. Using integration by parts formula for Vi (k1) = V(k1)(1 — H)(1 — H2) + V,(k1)(1 — H})H2, one
obtains

dVi(k1) = (1—HHQ~ HY)AVi(ky) + (1 — HYHZAV, (k1) — Vie (k1) dH}
+(1 = H)(V; () = Vilm))dH},
which leads to the result after light computations. O

Comment 3.1 As for a single name CDS, the quantity —d(£)A!(£) corresponds to the dividend & to be paid
at time ¢ with probability A!(¢)d¢ on the set ¢ < 71 A 7> and —5(75)}2'2 corresponds to the dividend § to be
paid at time ¢ with probability Xi 2dt on the set T9 < t < 71. The quantity Vtm(t) — V, represents the jump
in the value of the CDS, when default 7 occurs at time ¢.

The cumulative dividend price of the CDS is
V;Cllm(ﬁ'q) = E((S(Tl)]l{rlgT} — /€1(T A\ 7'1)‘7’[15).

It follows that
AVE™ (k1) = dVi (k1) + 5(15)dHt1 —r1(1— Htl)dt,

hence, since the cumulative price is a martingale
dVi(k1) = dmy — 6(H)\fdt + k1 (1 — H})dt,

where dm; = dV,"™ (k1) — 6(t)dM}. This is an easy way to obtain the drift term in Equation @ It turns
out that the cum-dividend CDS price process has the following dynamics

dVE™ (k) = (1= H})(1— HP) (k1 — 6(t)A! (1))dt
+(1 = HY)HZ (k1 — S(ON?)dt — Vi (r1)d M}
+(1 = HY V() = Vie (k1)) M + 8(t)dH} — 1 (1 — H})dt
= (8(t) = Vie(k1))dM + (1= HD(V;'P () = Vie (1)) dM.

3.4 CDSs as hedging assets

Assume now that a CDS written on 75 is also traded in the market. We denote by ¢°,i = 1,2 the recovery
(assumes to be deterministic) and V%, i = 1,2 the prices of the two CDSs with spreads ;. We assume that
these CDSs are traded in the market. Since the CDS are paying dividends, a self financing strategy consisting
in ¥¢ shares of CDS’s has value X; = 99 + 9} V;' + 97V;? and dynamics

dX, = 9;dV, " 4 97dv e
= 01 (8 (1) = VE)aM} + (L= BV P(0) - Van?)
02 ((62(0) = V2)aM2 + (1 = BV (1) - VA)dwy )
= (06" ) - Vi) + 030 - BR(V! @) - V) an}

+ (90 = HOV P () = V) + 02(6%(0) - V2) ) a
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The position 99 in the savings account (which is worth a constant in this zero interest-rate set-up) is nec-
essary to make the strategy self-financing. Note that, due to liquidity issue, one needs to use rolling CDS-s
in practice so to construct market feasible hedging portfolio. We refer the reader to [3] for more details on
rolling-CDS. Mathematically, there is little difference between portfolios consisting of CDS—EEL and portfolios
consisting of rolling CDS-s, so portfolio consisting of CDS-s is chosen for illustration purpose.

Let A € Hr be a terminal payoff with price A, = E(A | H;), then from Theoremthere exist predictable
processes 7! and 72 such that

t t
A; =E(A) + / T dMY + / m2dM? .
0 0

In order to hedge that claim, it remains to solve the linear system

OHOMN ) — Vi) + 921 - HHWV () - V) = wl,
OH1 — HY(VP (1) = V) +02(82(t) — V2) = 2.
Hence, on the set ¢ < 71 A T2, noting that V;! = 17# on that set,
m (0%(1) — V) — w2 (V1 (1) — V)
(61(8) — VH(62(8) — V2) — (VP = vh v = v2)
T2(0M) = Vi) — k(v - V) |
(61(t) — VH)(62(t) — V2) — (VP = vH v () — v2)

=

v =

On the set 71 <t < 7

P TEO VR R v,
T O-vhea-vh T T RO -w
On the set 75 <t <7y
191 = —7.(-72 192 _ 7Tt2<61(t) — V;l) — ﬂ-g(‘/;llz _ ‘/152)
t SL(t) — VI t (L) — VD02 (1) — V)
On theset ; Vo <t
! 2
PO S J | -
ﬂt B 61(t) - V;l’ Tgt 52@) _ ‘/;2 .

As we saw above, for the case A = h(7y,72), one has a closed form for the coefficients

mi = (h(t,72) — o, (t, 7)) HE + (1,0(t,t) — voo(t)) (1 — HE),
= (h(ri,t) = ¥10(m1, 1) HY + (Yo,1(t,t) — 1boo(t)) (1 — HY).

3A rolling-CDS has a fixed maturity 7' and a time-dependent contractual spread equal to the current CDS market spread.
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3.5 Multidefault setting

The same methodology can be applied in a multidefault setting. The only difficulty is that one has to rank
the defaults and to distinguish the various possibilities. For example, for three defaults, the dynamics of the
cumdividend price of the CDS written on the default 7 is

AV = (§H(t) = Vi )dM{
1 3yy/112 3v,1/32 2
- - y 13) — —
+( = 1)) (= H)VP @) + BV P 0 7) - Vi) du;
(1= HY ((1 = HHVIB @) + B2V (0, ) — Vi ) dM3,
t t t t vVt t

where V; is the (ex-dividend) price of the CDS at time ¢, Vtm(u) is the price of the CDS on the set {ms = u}
for u < t < 73, th‘3(v) is the price of the CDS on the set {r3 = v} for v < t < 7o, thlzg(u,v) is the price
of the CDS, on the set {r2 = u, 73 = v} for u < v < t and ‘/;1|32(u, v) is the price of the CDS, on the set
{2 =u, 73 =v} for v <u<t.

4 Particular case: ordered defaults

In this section, we consider the particular case where default times are ordered, i.e., 7y < 75 < ... < 7,,. Recall
that simultaneous defaults are precluded in our setting. Then, single-name CDS k offers credit protection
against the kth default occurring in the portfolio so that it can be viewed as a kth-to-default swap. We
first consider a setting with two names only, then we investigate the hedging of loss derivatives written on a
multivariate n-dimensional credit portfolio.

4.1 Dynamics of CDS prices in a two defaults setting

Let us now assume that 73 < 7o, a.s. In that case, G(t,s) = G(t,t) for s < t, hence the martingale M*
defined in Proposition [3.1] simplifies:

tAT 8G(8 8) tATL f (S)
Mlel—/ A% :Hl—/ LA
ETRT ) TG T T Gie™

where

Gi1(s) =P(ry > s) =G(s,s) = /00 fi(u)du = /00 01 G(u,u)du .

The H-martingale M' is H'-adapted, hence is an H'-martingale. From Theorem applied to the case
n = 1, any H'-martingale is a stochastic integral w.r.t. M1, hence is a H-martingale. Furthermore, the
intensity of 75 vanishes on the set t < 7 and

T fr,s) ‘ f(r1,8)
M2:H2—/ #ds:H2—/]lT SR A L LA
¢ ¢ tVTy alG(T17S) ¢ 0 {ri<e< z}aICJ(Ths)

Proposition 4.1 Let V' i = 1,2 be the price of a CDS on name i, with contractual spread r; and payment
at default given by a deterministic function 6;. The H-dynamics of V' is

AV} = —VEdM} + (1= H})(m — 8 (DM ())dt @)
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with M (t) = éll((tt)). The H-dynamics of V2 is

v = —VZdM} (8)
+(1 = H)radt — (1 — HE)H}62()A]" (m)dt + (V1 (1) — V2 )dM}
PrOOF. Apply Proposition or @ to obtain , and @ to obtain . 0

4.2 Multidefault setting

Let G be the survival function of the joint defaults, assumed to be differentiable
G(t1,...,tn) =P(m1 > t1,..., 70 > ty)

and G; be the survival function of the j-first defaults
Gj(t1,...,t;) =P(m1 > t1,...,75 > 1;).

We shall denote by f the density of the n-uple (73,7 < n) and by f; the density of the j-uple (7,7 < j). Since

the defaults are ordered, setting t; =ty,...,t; one has
Gj(t]l) = P(Tl>t1,...,7'j>tj)

= ]P(Tl >t1,...,7'j >tj;7_j+1 >tj;~~77—n >tj) :G(t},tj,...,tj).

From an immediate extension of Proposition [3.I} noting that the density of the defaults is null outside the
set {t1 <tg <...<t,, the fundamental martingales are

) tAT; .
J _ i jli—1
M) = H] —/ MU=y, ry)ds
t

VTj-1

where L
Sili=1 41 01,;G;(tj_1,t)
At (tj—l) = T
al,jflGj(tj—lat)

and 81,]‘ = 81 . 8j

Proposition 4.2 If V' is the price process of a CDS with maturity T, written on the i-th default, with spread
ki and payment at default given by a deterministic function 0;, then

Avi = —VidMi—(1— HYH's; N " (r, ... mio1)dt
i—1
+> WV (1) = Vi) dM + (1 - Hkadt, (9)
j=1
where . .
Vil 1y — — J; 0i(w) fia(t;,u) du — ki [ 013G (t], u) du
t (]) = .

91,;G;(t])
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4.3 Hedging of a loss

In order to hedge the payoff B, one proceeds in two steps. The first step is to compute the martingale
representation of E(B|H;), i.e., identify the predictable processes 7 such that

E(B|H,) = +Z/ Tl dM? .

We denote by D! the dividend part associated with the CDS written on 7;. A self-financing strategy with

value
n

Vi=d)+ > 0V
i=1
satisfies

av, = Y 0j(dV{ +dDj)

i=1

i—1
= Zﬁl 81 (t) = Vi ydM; + > (VY — Vi )dM
Jj=1

= YA YR v (10)
=1 =)
where we set Vti‘i = §%(t). It remains to solve the linear system (with unknown )
SV Vi) =ad, j=1,...,n
i=j

As an example, we now compute the conditional law of the loss, i.e., E(f(Lr)|H¢) where Ly = Y7/ 17, <73

Let Bf(T) = E(L{7<s|H:) (or simply Bf) be the price of a defaultable zero-coupon written on the k-th
default, with maturity 7', then

E(f(Lr)IHe) =Y f(k) (Bi ™ = Bf) = f(n) + ) Bi(f(k —1) = f (k).
k=1

Obviously, setting 7o = 0

k
Z ]l{‘fj—l St<‘rj}E(]l{T<'rk} |H:)

j=1

Bf

k 1 P(T<Tk,t<7'j|7'l{_l)
2 vasten) =g )

Now, on the set 7,1 <t

P(T < 7%,t < Tj|fH{71) =& (11500, 7-1,,T)
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where, for j <k —1

P(t < Tj,T < Tk, T1 € dtl, s Tj—1 € dtj_l)
]P(Tl € dtq,... yTj—1 € dtjfl)

D1 1Gr(tj_y,t,... 1, T)

O, j—1Gr(tj_ys o tjm1)

(I)k,j—l(t17~-~;tj—17taT) =

On the set 7p,—1 <t (for j = k)

P(T < 7,t < Tk|/Hfil) . P(T < Tk‘/}'[fil) . 81,k—1Gk(t11€71aT)

Pt <7|HFY)  Pl<m|HEY)  Oie—1Gr(t_i 1)
Since
k—1 ] . k , )
dBf = —Bf dMf+> vt} =" vl dM} (11)
j=1 j=1

: gk Pri(myemi— 10,68 T) Proa (T, T—1,8,T)
where, for j < k, we have set 1" = B (ot ) B (D)

that, setting X; = E(f(L7)|H;), one has

and l/tk k= —Bf . Tt follows

AXy =3 dM}? Y (f(k=1) = f(k)y"

k=j

and the hedging strategy for the contingent claim f(L7) is the solution ¢ of the triangular system

DoV = VE) =3 (k= 1) = ft G =1,

k=j

Conclusion

We investigate a quite general pure jump setting where the density of joint default is known. We compute
the default intensities in the filtration of all the default times. In particular, at each instant when a default
event occurs, default intensities of non-defaulted names are dynamically updated. This leads to a dependence
structure among default times which is regularly updated as defaults arrive. We have seen that the hedging of
loss derivatives such as CDO tranches or basket default swaps can be fully described in this framework with no
Markovian assumption. The hedging strategies with respect to single-name CDS can be derived analytically
in a two-defaults setting. Even if similar ideas can be exploited in higher dimension, the construction of
dynamic hedging strategies would involve very cumbersome computations if one wants to consider all possible
default scenarios. Interestingly, in the particular case of ranked default times, the hedging issue can be solved
explicitly. All these results admit an extension to the case where there exists a reference filtration, leading
to intensity processes that depend on a factor process driven by a Brownian motion.
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