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Abstract. !
In this paper, we present a market model for credit derivatives, built under a standard risk-neutral
probability. This is achieved through the introduction of a new class of processes, the Default
Accumulator Process, which allows to fill the information gap between forward credit default swap
and default time. The simulation framework is detailed in order to assert the tractability of the
approach.

1. Introduction.

The market of credit derivatives is fast-expanding, and is on the way to achieve liquidity, almost partly,
for its primary instruments, the credit default swaps. They now constitute the reference as hedging
products, for the exotic derivatives that have been expanding at the same time. The quotations of credit
default swap options starts to bring in information about the volatility and the dynamics of the CDS
spreads. In some respect, the credit default swap curve appears as the natural underlying for the credit
market, and calls for a corresponding coherent modelling.

The credit modelling is classically divided in two main types of approaches. The first class of models,
called structural models, pioneered by Black and Scholes (1973) and Merton (1977) uses the firm value
as fundamental variable. The default occurs when the firm value hits a trigger, representing to some
extent the value of the outstanding debt. Many developments were then done within this framework,
introducing stochastic triggers, or jump diffusions for the latent variable. However, the general principle
remains unchanged.

Reduced form models represents the usual alternative. Within this approach, the default intensity
process is the fundamental variable, and a canonical construction, presented in [1] for example, allows to
build the default time. Various models of this type include [5], [16], [6], [3] and [4]. In comparison with
interest rates modelling, they play a similar role than short rate models. Even if the credit equivalent
HJIM framework has been developped (see [5] and [16]), the positivity condition on the default intensity
makes it less tractable than the initial setup developed for interest rates.

The common feature of both modelling approaches with regards to market practices is that the CDS
spread is obtained only through the pricing of its given pay-off.

The first attempt to build a modelling framework focused on the CDS spread is due to Schénbucher
(2000) in [15], then followed by Jamshidian [10] and Hull and White [9]. As the forward CDS spread
represents the fundamental variable, this approach is very close to a market model. However, all con-
structions are made under a specific probability measure, under which the default event has probability
zero. This restricts strongly the field of applications, and only specific single-names products can be
priced.

The modelling framework we develop in this paper constitutes a market model for credit derivatives. Us-
ing forward CDS spreads as fundamental variables, it is built under a standard risk-neutral probability,
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thus allowing for extensions to multi-names or hybrid products. This is achieved mainly by the intro-
duction of a new class of processes, the Default Accumulator Process, that brings the complementary
information to build default information.

Then, the natural credit underlying is directly modelled, which is consistent with the observed market
practice. The risk-neutral approach allows to speak of an Extended Market Models, making an explicit
reference to previous approaches, built under specific probability measures.

The paper is organized as follows: in the first section, we introduce the main notations, and review
some standard results relative to market models. Then, the ECMM specific framework is presented,
with a particular focus on the introduced Default Accumulator Process. This section presents the main
properties of this class of process, and several useful results are presented. To demonstrate the tractabil-
ity of the approach, we then enter the field of simulation. Specific issues and corresponding solutions are
presented and illustrated with numerical results. This is followed by the description of pricing algorithm,
in relation with the most current credit products.

2. Notations and Model Setup.

In this part, we give the basic notations which are used throughout the document and we expose the
framework in which the model is set. The results enounced here (as well as their proofs) can be found
in Schénbucher(2000).

In what follows, we assume we are given a filtered probability space (Q, (ft)tzo, Q) where Q stands

for the risk-neutral probability. The quantities which are subject to default risk are denoted with an
overbar.
T represents the default time and we denote by I(t) the associated survival indicator function:

I(t) = 1{T>t}'

We define the filtration H by H; := o ({7 < s},s < t) and if W is a Q-Brownian motion, we introduce
the filtration FW defined by
FV =0 (W, s <)

We also set F :=FW v H.

2.1. Bond Prices, Interest Rates and Default Time.

2.1.1. Definitions. We consider payoffs that occur on a discrete set of dates 0 =Ty < T} < ... <Ty.
We set 0, = Tr+1 — Tk and x(t) = min {k | Ty > t}.

In the rest of the paper we use the standard notations:
e 1;: default-free short interest rate.
rodu

. . [t
e b;: continuously compounded savings account: by = elo

e [;: continuously compounded discount factor: 8, = 1/b;.

B(t,T): price at time ¢ of a default-free zero-coupon bond with maturity 7. If ¢ = T}, we note
B(t,Ty) = Bg(t).

I(t)B(t; T): price at time ¢ of a defaultable zero-coupon bond with maturity 7' (B(t,T)) stands for
the pre-default price of the bond). Again, we note B(t,Ty) = Bg(t).
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The default-risk factor at time ¢ for maturity 7" is defined by

o
G

D(t,T)=
and we note Dy (t) = D(t,Ty)-
The different forward rates we use throughout this paper are:

e default-free Libor forward rate at time ¢ for the period [Tk, Tgt1]:

L1 B
Li(t) = O (Bkil(t) B 1)

e defaultable Libor forward rate over [Ty, Tyt1]:

Ton = L (Be®)_
Lelt) = (Bk+1(t) 1)

e linear forward default intensity over [T, Txt1]

L1 D)
Ht) =5 (Dki(w B 1)

e forward credit spread over [T, Tk+1]
Sk(t) = Li(t) — Li(t)

We also introduce the forward defaultable BPV (Basis Point Value) for the period [Tk, Tn] :

N-1
BPVTK,TN (t) = Z 5k§k+1(t), for ¢ S TK
k=K

Finally, defining the process D as Dy = 1;;<;, the intensity of 7 is the nonnegative adapted process A
such that

tAT
Mt = Dt — / )\udu
0
is a martingale. In this framework, the survival probability up to time t is given by

Plr>t]=E [67 Ji Audu}

2.1.2. Useful Relationships. These relations directly stem from the definitions above:

o Si(t) = Hi(t)[1 + 0L ()] fort < Ty
q—1

o By(t) =By(t) [] 1+ 6 Li(t) ™" for 0<p<q<Nandt<T,
k=p

In particular,
qg—1

Bq(Tp) = H (1+ 5kLk-(Tp))_1
k=p
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e Dy(t) = D,(t) Hi;; (140 He(t)) " for 0<p<g<Nandt< Tp.
If t =T, we have
q—1

By(Ty) = By(T,) [ (1 + 6 Hi(T;) ™
k=p

By y1(1)

o 6, Hy(t)Byy1(t) = Bi(t) By (t)

— By (t) if t < T

0Ly

o Lol =oFlLy+ 0P8, = (14 0uLi)Hyo /! + (14 6,.Hy) Lok

2.1.3. Zero-coupon Bonds Dynamics. In the HIM framework, the absence of arbitrage ensures that
the default-free and defaultable forward rates follow the dynamics :

df(t,T) = o/ (1, T) ( ol t, s)ds) dt + o (t, T)dW2
df(t,T) = o7 (t,T) ( 1Tt s)ds) dt + ¥ (t, T)dW2

?(t7 t) = )‘(t) + f(tv t)'

and thus, the dynamics of the zero-coupon bonds are:

dB(t,T) o
BT ridt — a(t, T)dW,
dB(t,T) _ o
)y N — @t T)AW
B(t,T) (re + Au)dt —at, T)dw,

where a(t,T) = ftT ol (t,s)ds and a(t,T) = j;T ol (t, s)ds.

2.2. Changes of Probabilities.

2.2.1. Forward Measures. Given a time 7', the numeraire associated with the T-forward probability
QT is the default-free zero-coupon bond B(.,T). In the discrete tenor case, we denote by QF the Tj-
forward probability.

The Radon-Nikodym density of the change of probability between Q and Q7 is given by

dQT|  B(t)B(t,T)
dQ |z B(0,T)
and since B, T) ) 1 t
b) _ 4 2 B Q
BO.T) ~ exp {/0 (r(s) 5@ (s,T))ds /0 afs,T) dWs]
we have
dQT B 1 [t ) t 0
@ - = exp [—2/0 a(s,T)ds —/0 a(s,T) dWS]

and Girsanov’s theorem ensures that WQT, defined by thQT = thQ + a(t, T)dt is a QT-Brownian
motion.

The change from QF to Q**! is given by:

dQF _ By (t)/Br+1(t) _ 1+ 0L (t)
d@k'H 7, Bk(O)/Bk_H(O) 1+ 5kLk(O)
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Proposition 2.1. The change of drift to reach Q*t! from QF is obtained through the relation:

Qk+1 5kLk(t)

dW@ = dW, —
1+ 0 Li(2)

cr,fdt

Proof. We define
dQ* 1+ 0pLi(2)

dQF1 |2 14 0, Li(0)

Since 8y Ly = (By, — Bit1)/Bis1, Ly is a Q¥ l-martingale. Thus the dynamics of L; under Q¥*! is

p(t) =

de oL k1
_ de
Ly
Then
dp(t) _ 0rdLy(t) O Ly(t)oy v
p(t)  1+0,Li(t) 14+ 6,Li(t) °
which yields the announced change of drift. |

As a corollary, we have the recurrence relationship:

orLli(t) |

kb)) Loy 1
L+ opLp(t) k> ==k (1)

ak+1(t) = Oék(t) +

The following result, taken from [15], allows to interpret Dg(¢) as a survival probability:
Proposition 2.2. We have I(t)Dy(t) = QF[r > Ty |F]
Proof. I(t)Dy(t) is a QF-martingale since it is equal to the price of an asset (I(t)By(t)) divided by
By (t). Thus
k k
I(t)Dy(t) = EY [[(Ty) Di(Tw)| 2] = E® [I(T3)|F] = Q*[7 > Tul 7]
|

2.2.2. Survival Measures. The numeraire associated with the T-survival probability Q is the de-
—k T
faultable zero-coupon bond with maturity 7. When T = T},, we use the notation Q° = Q"

The Radon-Nikodym density of the change of probability between Q@ and @T is given by

Q| BOIGBT)

aQ |, B(0,T)

and the change of drift is given by dWéGT =dw2 +a(t, T)dt.

The T-survival measure satisfies Q [r < T| = 0 which justifies the name ”survival probability” and
proves that Q7 is not equivalent to Q. Nevertheless, Q7 is absolutely continuous with respect to Q,
which ensures that Girsanov’s theorem can still be applied.

The Radon-Nikodym density process for the change from @k to Q

d@k B (t)/Br41(t) 1+ 6,Ly(t)

ag" 7 Br(0)/Bri1(0) 1+ 6, L (0)

so that the drift change is obtained through the recurrence relationship:
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Now, defining o” (¢, T') as minus the volatility of the process D(t,T), we have o” (t,T) = @(t, T)—a(t, T),
which leads to the recurrence relationship:

orHik(t) g

akD+1(t):akD(t)+m0k ; 0St<Ty (3)

Using o”, we can specify the Radon-Nikodym density for the change from Q7 to @T:

—T
dQ | _ IH)D({,T) T _ Q" 4 P
407 ) = "D0.7) and dW,° =dW,;S +a”(t,T)dt

2.3. Dynamics of S; and Hj under @kH.

The definitions of the forward rate Lj and Lj show that they are martingales respectively under QF+!
—k+1 )

and Q . If we assume that these rates have lognormal dynamics, we have:

dLy(t)

dLy(t ~ o
N 7
Ly (t) Ly(t)

for some constant vectors JII; and a]f .

By definition, S, = Ly — L. Consequently,

k+1

dSk(t) = Li(t)oLaP, (t)dt + S(t)of dW 2
Then, differentiating the equality Hy = Sy /(1 + 6 Ly) yields

Li(t)of;

Trg by [0+ duH0)abes — el di + (0ol aw s @

dHy(t) =

2.4. Independence Hypothesis.

From now on, the ”independence” between default-free interest rates and credit will be defined as
the independence (in the mathematical sense) between the random variables H; and L; for all 4,5 < N,
under the risk-neutral probability. We thus have the characterization

Vi,j < N,o H—O

As a corollary, we have
Vi,j < N,oP .o L =0

Then, the dynamics of Sy and Hy under @k+ become:

dSk(t) S @k+1
= o, .dW, 5
Sk(t) O t ( )
and JH
—k+41
e o gyt (6)

Hy(t)
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3. Extended Credit Market Model.

In this section, we present in details the extension of the market model introduced previously. The
main issue is to transfer this mono-issuer framework under a non credit-specific probability, which will
allow for extensions to multi-issuer or to hybrid products.

Moving into a standard risk-neutral or forward measure raises several issues. The first one is to build
the default time information. To achieve this, we introduce a new class of fundamental variables: the
Default Accumulator Process. These new variables are strongly linked to both default time and forward
CDS spread. The second one is to compute the drift term in the diffusion of forward CDS spread,
resulting from the change of probability measure. This aspect will be treated further in the next section.

3.1. Default Accumulator Process.

Definition 3.1. Default Accumulator Process
We define the Default Accumulator Process of maturity T as the process (€ (t,T)),5 given, under
the probability QT , by :

01 == 0.1 e (-3 [ P (s1as— [0 sy awd”) .
e(0,7)=D(0,T)

The introduction of the Default Accumulator Process becomes quite natural when considering the change
of probability measure from Q7 to @T, as defined in the previous section (see 2.2.2). Then :

dQ" - ¢ B(t,T) B(0,T)
@, ~— (-] Asds)mw
_e(t,T)
T £(0,7)

which shows that e (¢, T) plays the role of a default tracker, allowing to switch to a probability measure
under which the event of default has probability zero. The term structure (¢ (¢,7)),~, will allow to get
information on the default event and the default time, directly from variables naturally introduced by
the market model approach, and under a non-credit specific probability.

Remark 3.2. In the particular case of zero interest rates, the Default Accumulator Process becomes:

e(t,T) = exp (— /ot )\sds> m

T
exp —/ Asds
0

which is a Q-martingale. The DAP is then the conditional expectation of the hazard process T'y, and
appears as its term structure extension. In particular, the value at time T becomes:

€ (T7 T) = exp (7FT)

where T'y = fot Asds. This is thus the natural process to focus on in order to get the default time infor-
mation.

We now turn to the main properties of the Default Accumulator Process.
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Lemma 3.3. SDFE under Spot and Forward Neutral Probabilities
Under the forward measure QT the Default Accumulator Process follows the SDE given by :

d(‘: (t,T) - 7O¢D @T
T = e WA, s

£(0,7) =D (0,T)

Under the risk-neutral measure Q, it follows :

dE (t, T) D _ aD Q
Sy =" D) a T d P (1 T) W, o)

£(0,T) =D (0,T)

Proof. Equation (8) is simply a rewriting of definition (7) in terms of SDE. The second equation is
obtained by applying the classical change of probability measure, from the T-forward measure to the
risk-neutral measure. |

Lemma 3.4. Martingale Property
The Default Process  (t,T) is a QT -martingale. Furthermore, under the assumption of independence
between credit and interest rates, it is a martingale under Q.

Proof. Direct from equations (7) and (9). |

From equation (7), we see that the Default Accumulator Process is the exponential martingale of the
volatility process of D (t,T). Considering the SDE defined in the first section, we find that :

;((tt’?) = exp (— /0 t )\sds> (10)

and in particular, taking ¢t = T leads again to:

e(T,T) = exp < /OT )\sds> (11)

Lemma 3.5. Decreasing Term Structure

VEk>j Vtel0,T;], er(t) <ej;(t)
Proof. Starting from (10)

we have: .
-1
ex(t) _ Dy (t)
= = (1+6;H; (1))
L@ by Lo
and the quantity on the right is always positive as H; is defined as a non-negative process. |

The next lemma is a reformulation with the DAP of a classical result. This will show that this process
can play a role very close to that played by a numeraire.

Lemma 3.6. Pricing Rule
For any T; < Ty, and any process X being fj‘ﬁ‘:-measumble, we have :

Ty
I(Ty)exp (— /T rsds> X |.7-'Ti]

EQ

VA(T3)

i

Ty
er (Tk) exp (— /T rsds> X ‘]:%V} (12)

I(T)) & (T;) "' EQ
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Proof. Following [1] for example, we have :

Tk
Vm)_EQunmmﬁﬁqm%me
Ty Ty
= I(T,)E® |exp (—/ /\sds> exp (—/ 7“st> X |}"¥E/]
T T

Using the terminal condition (11) :

V(T,) = I(T))E

ek (Tk) _/Tk w
7&' ) exp( - reds | X ‘fTi

and the fact that ; (T;) is F}’ -measurable completes the proof. |

The properties detailed above will be very useful all along the development of the ECMM, i.e. for its
simulation, and for the pricing of credit derivatives within this framework. The next sections will then
make an intensive use of these results.

Before turning to simulation and pricing issues, we will make a rewriting of all useful quantities in
terms of the Default Accumulator Process, starting with the linear default intensity. For the sake of
simplicity, all processes are implicitly taken at time t.

From (10), we recall that, for any k =0,...,N — 1 and t < T}, :

e Dy
Ekt1 Dy
£ 14 6,H,

Then, the linear default intensity has a similar expression with the DAP, as with the Default Factor

Process Dy:
1
m<”1>
Ok \ Ekt1

Seemingly, the defaultable zero coupon bond is given by:

Bit1  Biy1 €k

By, By g
so that, for t <T; and t < T} : -
By,  Byeg
I 13
B, B g (13)

We now turn to the forward CDS spread over the period [Tk, Tn] , under the hypothesis of independence
between default and interest rates. Starting from :

N-1 N-1
E 0;Bjy1 | ST Tn = E O Brr1Hy
j=K k=K

we have, with (13) and using a fixed ko, such that ¢ < Ty, :

— N-1 — N-1
Bkg BkO 5k
B er > SieinBin | smemy = B D kB (—— —1
koSko \ [ T% koSko £ f¢ as
which leads to:
N-1 N-1

§igjr1Bi1 | smemy () = Y By (1) (6 — €k41)

i=K

=
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N-1
Z djej+1Bji1 | STy = E€xBri+1—enBn (14)
J=K
N-2
+ Y ers1 (Brrz — Biya)
k=K

which gives the forward spread for period [Tk, Tn]| directly from the (ex) k=1, .N-

cey

3.2. Change of Numeraire.

One of the challenges of the definition of the ECMM is to build a coherent, arbitrage free, construction
of the drifts terms in the diffusion of the credit spreads under some standard neutral probability. To
achieve this, we start by giving more precisely the different changes of probability measure, written in
terms of Default Accumulator Process.

Lemma 3.7. From Forward Survival to Ebkrward Neutral Measure
The change of probability, from Q7 to Q , for any k and 7, is given in terms of Default Accumulator
Process, as:

dqQ"
dQJ

o () o 5 X

(16)

i

In particular, for j = k:
dQ"
dQk

F

This change of probability measure is valid only for F}Y-measurable process. It is interesting to note
that in this case, the change of probability is standard, giving two equivalent probability measures (see
[15] for more details).

Lemma 3.8. From Forward Defaultable BPV to Forward Neutral Measure
The change of probability, from Q7 to @KN, for any j, K and N, is given in terms of Default

Accumulator Process, as:
—K,N
dQ
dQs

! BPVr, 1y (t) Bj (1)
exp <—A )\sds> WTK,TN 0) B, (0) (17)

Zi\]:K Ok Bit1 (t) ext1 (t) B; (0)
S O Bit1 (0) g1 (0) By (D)

i

Proof. Using (13), we find:

- N
IW _ k;{ 0 Brs1 (1) ex (1)

Rewriting (17) leads to:

d@KW K,N
dQ7 J
F
— BPVr, 1y () By (t) « (_ ! > B (0) By (t)
- e < ) B me
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where the left term is similar to the change of probability defined in (15). Then,

KN _ ZkN:K OxBry1 (t)ex (t) By (0)en (0) _ B;(0) By (t) -
L = SN S B e 0) By @en () B0 By (o) N
_ Ttk &Ben e ®) Bi(0) ) o
Sn e 1By (0)ex (0) B (0)

using the fact that ex (0) = Dy (0). |

3.3. Default Time Definition.

The Default Accumulator Process is now precisely defined, and has been linked to the major quan-
tities introduced for the market model. An interesting property is that, under a well chosen class of
probability measures, it represents a family of processes easy to simulate, as being martingales, from
which all credit quantities can be recalculated. In some respect, it plays a similar role as the defaultable
zero-coupon bond.

However, its most interesting property is that it allows to get the default information. The purpose
of this section is to detail the link between the DAP & and the default time 7. In particular, we will
show that the classical definition of 7 can be rewritten using the DAP, which implies that the default
information is not altered. Then, we introduce another definition for the default time, more coherent
with the discrete time framework of the model.

The default time 7 is defined classically under Q as:

t
T:inf{t>0/exp(—/ /\Sds> <U}
0

where U ~ U([0,1]) and is independent of F"'. Taking directly (11), the definition becomes :
r=inf{t>0/e(t,t) <U}

or equivalently, for arbitrarily fixed T :

T:inf{t>0/€(t7T) <U} (18)

D7)

Definition (18) shows that the default time remains unchanged, i.e. that the use of the DAP is only a
rewriting, and not a modification of this random variable. As the ECMM framework is set on a discrete
schedule, it may however be interesting to introduce another random variable, denoted by 7, that would
be coherent with this specification.

Definition 3.9. Default Time Definition
Given a model schedule (Ty,),_, n, we define the related default time as

F=inf{T} / ex (Ty) < U} (19)
where U ~ U ([0,1]) and is independent of F.

.....

of decreasing term structure guarantees the consistency of this definition.

This completes the general setting of the ECMM, as it introduces a coherent way to compute the default
time. Then, according to the previous mechanism, the ECMM is fully specified, under any standard
risk-neutral probability, by a class of forward credit spreads and corresponding diffusions.
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4. Calibration and Simulation.

The Extended Credit Market Model is fully defined by the joint specification of the diffusion of a
well chosen family of forward credit spreads, and by the definition of default time. In this part, we will
enter the field of simulation, with a particular focus on default time simulation.

In fact, this represents the main difference between a Credit Market Model and a standard Libor
Market Model. It is also a key point in the model, as it is what will allow for an extension to multi-issuers
products, for which the pay-offs must be computed directly from default time simulation.

Another remarkable difference, yet easier to deal with, is the fact that the forward spreads diffusions
are given under a probability measure that is not natural. This problematic is not specific to credit
modelling, as the same issue would arise when considering a LMM under the risk-neutral measure Q.
In practice however, the LMM simulation is done under some appropriate forward measure, and a spot
martingale measure can also be introduced (cf. [14]). As the credit equivalent probabilities are issuer
specific, the same methods cannot be applied in this framework. This means that specific path-dependent
drift terms will appear in the diffusion of the forward credit spreads.

This section is composed as follows. We start with the computation of the diffusion of forward credit
spreads, under a the forward-neutral probability Q7~. Then, the specificity and complexity of the drift
terms are examined, as we turn to the simulation issues of the ECMM. The section ends with a brief
discussion on calibration.

4.1. Model Parametrization.

We introduce different model parametrization, depending on which class of forward CDS spread is
chosen.

We denote by (s7y.1y (1)) the forward CDS spread for period [Tk, Tn] taken at time ¢. As done

t<Tx
—K,N . . .
in [15], it is interesting to introduce the survival probability Q = associated with the defaultable basis

point value for the period [Tk, Tn]|: BPV 1, 1y. As s1, 1y (t) is martingale under @K’N, we may write
its SDE as:
dSTK-,TN (t)

= O'K7N.dWé@K’N (20)
STy, TN (t)

The following definitions make explicit the different parametrizations:

Definition 4.1. Column Model
The ko-column model is represented through the forward CDS spreads: (STvak+k0)k:1 N

For ky = 1, we get a model parametrization directly in terms of (Hg),_; -

Definition 4.2. Diagonal Model
The Tn-column model is represented through the forward CDS spreads: (sT, 1x)—1. N

=1,..,

4.2. Forward-Neutral Dynamics.

4.2.1. Linear Forward Default Intensity Process. Considering the change of probability given by
(15), we get the corresponding change in Brownian motions:

=k
dawl = aw® — (—aP (t) — o (t) + an (1)) dt
N
= AW — (an (t) — o (1)) dt
Starting from (6) and applying the previous change of probability leads to:

O'L N
dH, (1) = % [(1+ 6x Hi())aP, s — 0x Hy ()0l ] di+Hy (t) ol (@ (£) — e (1)) dt-+Hy, (2) of dWV]
(21)
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4.2.2. Forward CDS Spread. Under the survival probability @K’N, the forward CDS spread for
period [Tk, Tn]| follows the SDE given by:

dSTK,TN (t) = 0r N dw@K'N
- PRA t

STr, TN (t)

Considering the change of probability given by (17), we get the corresponding change in Brownian motion

as:
N-1¢ 5 _
ok N 0B t t
aw@ " = d”thN _ <04N (t) — 2 k=i Ok Brr1 (1) Wrsa ( )) dt

BPVr, 1y ()
so that:

dwknww:aKN<zﬁé@Bmmwmﬁmw

-~ —an(t) |dt+o dWQN 22
Sl Shv O MO K dW, (22)

From both diffusion equations, we see that the fundamental variables involved in the drift term are the
processes (@ ),. As said previously, these processes follows a recurrence relationship allowing for an easy
computation. Then, the simulation may be done using standard log-Euler scheme, and building step by
step the drift term along this recurrence equation.

However, the drift recursion must be initialized, which an important issue in the simulation process.
This point is addressed in the next paragraph.

4.3. Drift Complexity and Simulation Restriction.

The drift complexity comes essentially from the initialization of the recurrence relationship for ay.
However, as ay = akD + ag, and as «f may be computed according to the recurrence relationship (1),
we will focus on the credit specific term .

We start with:
Tetr , _
ap, (t) = /0 (af (t,s) — ol (t, s)) ds
Tr() _ Tkt1 _
= / (O’f (t,s) — o’ (t, s)) ds +/ ((Tf (t,s) — o (t, s)) ds
0

Tr(t)

Then, using (3), we get:

e - kL s H (t)oH
oRa= [ ()= (9) ds+ Y % (25)

J=nr(?)

From this equation, we see that an additional term is needed when t is not one of the T}:

Tr(t) _
/0 (af (t,s) — o’ (¢, s)) ds

However, it is not possible, from given diffusions on forward CDS spreads, to compute this term, as it
involves explicitly the volatility of the defaultable forward rates. This problem is very similar to the one
that motivates the introduction of a spot martingale measure for the Libor Market Model (see [14]).

This issue implies some numerical constraints for the simulation of the ECMM. Of course, one solution
may be to use an interpolation method for simulation dates t € [Ty, Tr+1[. But this may have a direct
impact on the distribution of the default time 7. Thus, this may be used with precaution.

We propose a different approach. The simulation ECMM is fundamentally linked to the specification
of a schedule (Tk)kzo,.., n- JThis schedule can be chosen without any specific constraints, apart from
those relative to the forward credit spreads defined as fundamental variables. Then, all the necessary
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information is reduced to default events on sub-period of time [Tk, Tk+1). This type of default infor-
mation clearly involves only simulations of the DAP for dates (Tj);_, y, for which the drift term is
known exactly. As a result, we see that the issue of drift initialization can be solved without using any
kind of approximation. The weakness of the approach may be a convergence problem for the SDE of
the chosen class of forward credit spreads, as the time step in the discretization scheme is imposed. We
will see at the end of the section, through a concrete numerical example, that, with the typical schedule
used in practice, the simulation is in fact very accurate.

4.4. Spread and Volatility Calibration.

The calibration procedure involves both the initial spread curve and the forward spread volatility term
structure. For the sake of simplicity, we take the example of a standard 3-months column model, i.e.
a model based on the 3-months forward CDS spreads: (Hy) ko, n- All numerical examples will be
relative to this type of parametrization.

The difficulty of the calibration process depends evidently of the hypothesis chosen for the model.
More precisely, the hypothesis of independence between interest rates and credit spreads plays a crucial
role. In fact, it allows, as seen in previous sections, to have closed formulas to link fundamental model
variables, such as the Default Accumulator Process, or the linear default intensity, to the forward credit
spreads. As done by Schonbucher in [15], it is possible to extend these formulas to the case of correlated
markets using approximations of the associated convexity corrections. However, recent works from Brigo
and Alfonsi (see [4] for example), done within the CIR++ framework, seem to indicate that the effect of
interest rate correlation is negligible when pricing a standard credit default swap. We then assume, for
the calibration process, that the hypothesis of independence holds. Note that it is possible to proceed
to the same process as in [4] within the ECMM.

An important property of the ECMM is that it is auto-calibrated in spread, as the initial market spreads
represent simply the initial conditions of the fundamental SDE of the model. A simple recurrence
procedure can be used to built the initial term structure (Hy (0)),—,  y from market prices.

The calibration of volatility may require slightly more efforts, depending on the nature of volatility
to be calibrated. However, as shown in ([15]), there exists, in specific cases, closed formulas for Credit
Spread Options, allowing for fast calibration. Typically, a Black typed 3-months model is auto-calibrated
in volatility on the corresponding 3-months column. However, the calibration of a diagonal within this
framework may require a specific procedure.

An interesting feature of the ECMM with respect to calibration is that it is specified under a risk-
neutral probability, so that a large part of methods developed for Libor Market Models may be used
directly.

Example 4.3. We consider the case of a I-column model, i.e. kg = 1 with the notations of definition
(4.1.). We chose the issuer France Telecom and we compute its default probabilities with the ECMM for
maturities going from 8 months to 10 years.

The input parameters are the following:
o for all k, ol = oy 11 = 120%,
e number of Monte Carlo simulations: 100 000

and the initial spread curve as quoted by the market is:
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Figure 1: Spread curve for France-Telecom

Then, we bootstrap the market default probabilities from the quoted CDS spreads and we compare these
probabilities with those obtained in ECMM:

2
s
& —— Market
g = ECMM
=
=
~
T
a

A O
S~ O
& &

Maturity

Figure 2: Comparison between ECMM default probabilities and market default probabilities

5. Pricing Credit Derivatives in an ECMM.

5.1. Default Payoffs.

We give in this section the present value of different default payoffs under the assumption of inde-
pendence between credit and default-free interest rates.

Proposition 5.1. Under the previous assumption, the present value of a payment of 1 at time Ty11 if
a default occurs during the period | Ty, Ti11] is :

ek(O) = 5k§k+1(0)Hk(0)
Proof. The independence hypothesis gives immediately:

Q[r > Ty] = D(0)
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We thus have

[ﬁ(Tk+1)1{Tk<7—STk+l}]

1
W W
Eal ol
¥ ¥
[a [ay

N N A/~
(@)

5.2. Pricing methodology.

We now turn to the pricing of various credit derivatives within the ECMM. We make a clear distinction
between two pricing methods. The first one only requires the simulation of the processes Hy and ey,
which then appear in the Monte-Carlo formula. In the second one these processes are also simulated but
only in order to get the default time information, and are no longer needed to compute the Monte-Carlo
price of the product.

5.2.1. ”Pricing Rule” Method : Application to Credit Spread Options. This method, as we
shall see later, is particularly well-suited for mono-issuer products. It is mainly based on formula (12)
from lemma 3.6. As an example, we consider the case of credit spread options (CSO) (other single-name
products, such as CMDS or RMDS may be priced in a similar way).

Description. A European call with maturity Tk on a credit default swap (Tk,Tn) gives the buyer the
right to enter at time Tk in a credit default swap over the period |Tk,Tn] at a pre-determined (i.e.
agreed at time 0) spread sp,. 7, (strike).

Payoff. At a date t (0 <t < Tx < Tw), the CDS with characteristics (Tx, T, s, r,) has from the
protection buyer point of view a value:

N-1 N-1
(1=R) Y exlt) = spery > wBria(t)
k= k=K

where e (t) is the value at time ¢ of a payment of 1 if a default occurs during the period [Tk, Tk+1]-
The CDS forward spread (or forward default swap rate), denoted as sty 1, (t), is defined as the level
of st r, that makes the forward CDS fairly priced:

;1:[:_  ex(t)
Nt 0k B (
Yobex Ok B () Hy(t)
BPVry 7y (1)

(1-R)

STk, TN (t)

f)
)

= (1-R)
The time t - value of the forward CDS is thus:

[STK,TN (t) - S;K,TN} 2 BPVTK7TN (t)

In case of survival until Tk, the option will be exercised only if its value at Tk is positive. Consequently,
the payoff of a CSO can be written as:

I(Tk)[s1ic,mx (Tk) = 8Ty 1] BP V1 1y (T ).
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Pricing. The price at time ¢ = 0 of a call with maturity Tk on an underlying CDS starting at Tk and
ending at Tv and with strike sy n can be expressed using the risk-neutral valuation formula:

C0, Tk, TN, 8Ty 13) = E? [5(TK)I(TK)BPVTK,TN (Tx) % [s70, 78 (TK) — S*TK,TN]J (24)

Using the DAP pricing rule, we can express this price as:
C(0, Tk, Tw, sk n) = E? {B(TK))EK(TK)BPVTK,TN (Tr ) % [s7ye,7n (Tk) — S;K,TNLF] (25)

where we have, using relation (13) with ¢t = Tk,

N1
BPVr, ry(Tk) = Ok€rt1 (T ) Bry1(Tk).
) (=

In equation (24), we need to know the default time of the issuer to compute the price of the CSO (through
the term I(Tk)). On the contrary, equation (25) allows for a direct (i.e. without simulating explicitly
the default time) computation of the CSO price, which is more convenient from a computational point of
view: in particular, we do not need to simulate uniform variables to estimate the default time of the issuer.

Numerical Results. In order to test the robustness of our pricing method, we compute prices of CSO
for a given volatility parametrization of the processes Hy and we find the corresponding implicit Black
volatility.

More precisely, we work within a one-dimensional Black-type model with a given volatility term
structure. The model specification is a 3-month column. The purpose of the numerical test is to assert
the accuracy of the ECMM. In particular, it seems important to verify that the use of the DAP does
not introduce any simulation bias, so that the drift terms are well reproduced.

We have seen that:

d t o
STK7TN( ) _ O'K,Ndef@
STK,TN( )
and the present value of the CSO is:
* @K’N *
C(0, Tk, TN, STy 7y 0k,N) = BPVrp, 7(0) xE [[STK,TN (Tk) - STK,TN]_J

= BPVr 1y(0) X [s7y,7 (0)N(d1) — 57, 7y N(d2)]

where d; and dy are given by

Tk TN
or,NVIkK
The implied Black volatility of a CSO is defined by:

In <S§5*TN (0)) + Lo BN Ty
dl 2 —

Definition 5.2. Implied Black volatility
Let C’m(O,TK,TNysi}&TN) be the market price of a Credit Spread Call with the same characteristics
as above. The implied Black volatility oy  is defined by:

O(O’ Tk, TN7S§“K,TN ) U;(,N) = Cm(07 Tk, TN,S*TK,TN)
We then proceed as follows:

1. simulation (Monte Carlo) of the Hx and e (T ) using arbitrary volatilities ok g 4+1 for the forward
spreads STy Ty ;-
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2. computation of the CSO prices C(0, Tk, Tx+1,57 7y, ,+ Tk, ic+1) Where 6x = 3 months for all K
(3-month column), for maturities varying from 3M to 10Y.

3. derivation of the implied volatilities ok k1 by inversion of the Black formula.

The following example shows that the ECMM reproduces very accurately the Black CSO prices even for
high volatilities and long maturities:

Example 5.3. The market data and model parameters are the same as in example 4.35.

122.00%

121.00%

120.00% \w L e i*_“'_’H—*./\MM

Implied volatility

119.00%

118.00%

SN IO N I
ST

A

Option maturity date
Figure 3: France-Telecom implied volatilities in a 1-column model

5.2.2. ”Default Simulation” Method : Application to ntP-to-default and CDO. This second
method is more general than the first one and should be used when the DAP pricing rule is no longer
applicable, especially in the case of multi-issuer products.

We first describe the principle of this pricing method and we apply it to the pricing of nt"-to-default
and CDO.

Principle. We assume that we want to estimate the price of a product whose payoff depends on the
vector (T1,Ts,...,Ty), when 7; stands for the default time of the i'" issuer of a given basket (note that
this method applies to mono-issuer products when n = 1). Consequently, the price of such products can
be computed by a Monte-Carlo method when we proceed as follows for each trajectory:

1. simulation of the processes H ,gi) and eg) for all ¢ (index for issuer ¢) and k (index of dates) under

the risk-neutral measure, given some correlation matrices 2y between the H ,S) and a volatility
term-structure for each issuer;

2. determination of the default times 7; of the issuers. If we still assume that an issuer can only
default on a discrete set of dates (T%)),, then an approximation 7; of 7; is given by formula (19):

7= inf{Tk,g,(f) (T1) < U}

where U ~ U([0,1]) and is independent from the Brownian trajectory used for simulating the H ,gi).

3. computation of the payoff.
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Remark 5.4. We can simulate several default times realization for each issuer with only one trajectory
of the DAP by using several independent variables U; ~ U([0,1]), which allows for a gain in computation
time.

Pricing of n*P-to-default. Assume we have a basket made of N issuers and we want to estimate the
price of an n'"-to-default contract on this basket. We denote as 7 the n'" default time among the N
default times 74, ..., 7y, I the index of the issuer which defaults at 7 (we assume that two issuers cannot
default at the same time) and R; the recovery rate associated with this issuer.

The payoff of the protection leg of n*'-to-default with maturity 7" is given by:

(1= Rr)lz<m
so that its value at time ¢ = 0 is given as:
E® [8:(1 — Ry)1(z<1y]

if we assume that the protection payment is made at default.

Consequently, the computation of this price by Monte-Carlo is quite simple. For each Monte-Carlo
trajectory:

1. we simulate the default times 7; for issuers 7, 1 <i < N;

2. we find the nth-to-default issuer and the corresponding default time and recovery;

3. we compute the payoff for this trajectory.
The computation of the premium leg is done in the same way since it depends only on the default time

7 and on default-free interest rates.

Pricing of CDO. Similarly, the pricing of CDO is straightforward using this pricing methodology. We
first recall briefly the main characteristics of a CDO.

We consider a basket of N issuers with associated default times 7; and recovery rates R;. We denote
as N; the nominal of the i*? issuer in the CDO, and the corresponding loss is given as L; = (1 — R;)N;.
The cumulated loss up to time 7' is then:

N
MT) = Lil{r<r
=1

We still assume that the defaults can only occur on a discrete set of dates (T%); <)<, For a single-tranch
CDO with maturity T, spread s* and strikes K1 and K (K; < K3), the payoffs are the following:

e floating leg: at each time T}, := %(Tk_l + T%), the protection seller makes a payment equals:
CS(A(Tk)7 K17 KQ) - CS(A(Tk—1)7 Kla KQ)

where
CS(A(Ty), K1, K2) = [A(Ty) — Kl]Jr — [A(Ty) — Kg]+

e fixed leg: at each time T}, the protection buyer pays:

51 (Kg C Ky - % [CS(A(Th_1), K1, K2) + CS(A(Ty), K1, Kz)]>

The present value of each leg equals the risk-neutral expectation of the discounted payoff. Consequently,
it suffices to know the values of the quantities:

E@ [CS(A(Ty), K1, K3)]

which is easy once we know how to simulate the variables A(T}).
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6. Conclusion.

With the introduction of a specific class of process, the Default Accumulator Process, we have achieved
to present a standard credit market model. This framework is flexible enough to allow for the pricing of
any type of credit-linked products. The focus made on simulation and pricing indicates that the ECMM
represents a tractable framework.

As the risk-neutral modelling allows for an easy adaptation of the classical methods commonly in
the case of Libor Market Models, the next step may be to define an appropriate diffusion process for the
underlying forward spread. Another crucial aspect may be to setup the correlation structure required
when pricing multi-name products. These issues are let for further studies.
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