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Abstract In |Crépey (2015, Part II), a basic reduced-form counterparty risk modeling approach was
introduced under a rather standard immersion hypothesis between a reference filtration and the fil-
tration progressively enlarged by the default times of the two parties, also involving the continuity of
some of the data at default time. This basic approach is too restrictive for application to credit deriva-
tives, which are characterized by strong wrong-way risk, i.e. adverse dependence between the exposure
and the credit riskiness of the counterparties, and gap risk, i.e. slippage between the portfolio and its
collateral during the so-called cure period that separates default from liquidation. This paper shows
how a suitable extension of the basic approach can be devised so that it can be applied in dynamic
copula models of counterparty risk on credit derivatives. More generally, this extended approach is
applicable in any marked default times intensity setup satisfying a suitable integrability condition.
The integrability condition expresses that no mass is lost in a related measure change.
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1 Introduction

Counterparty risk is the risk of default of a party in an OTC derivative transaction, a topical issue
since the global financial crisis. As a significant part of the market is moving to central counterparties
(also-called clearing houses), nowadays the problem must be analysed in two different setups, bilateral
versus centrally cleared. In this paper, we focus on the bilateral case. See |Brigo, Morini, and Pallavicini
(2013) and |Crépey and an Introductory Dialogue by D. Brigo) (2014), respectively in a more financial
and mathematical perspective, for recent bilateral counterparty risk references in book form, and see
Armenti and Crépey (2015) for the case of centrally cleared trading. The case of centrally cleared
trading is also considered in |Brigo and Pallavicini (2014), but from the point of view of a client, as
opposed to a member, of a clearing house. Then the analysis of the present paper applies as well, as
explained in the remark With respect to [Brigo and Pallavicini (2014), the present paper is more
mathematical and yields a special focus on credit derivatives.

To mitigate counterparty risk, a margining procedure is set up according to what is called in
the context of bilateral trading a master agreement between the two parties, also referred to as a
CSA, for credit support annex. However, accounting for various frictions and delays, notably the so-
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called cure period that separates default and liquidation, there is gap risk, i.e. risk of slippage between
the portfolio and its collateral. This is why another layer of collateralization, called initial margins as
opposed to the variation margin that only accounts for market risk, is now maintained in both centrally
cleared transactions and bilateral transactions under a sCSA (standard CSA). Gap risk is magnified
in the presence of wrong-way risk, i.e. adverse dependence between the underlying exposure and the
credit risk of the counterparties. This is a special case of concern regarding counterparty risk on credit
derivatives, given the default contagion and frailty effects between the two parties and the underlying
credit names. In fact, to properly deal with counterparty risk embedded in credit derivatives, one needs
a credit portfolio model with the following features. First, the model should be calibratable to relevant
data sets: CDS data if the targeted application consists of counterparty risk computations on CDS
contracts and, additionally, tranches data for computations involving CDO contracts. In particular,
one needs a bottom-up model of portfolio credit risk, with efficient pricing schemes for vanillas (CDS
contracts and/or CDO tranches) as well as a copula separation property between the individual and
the dependence model parameters. Second, as counterparty risk and funding valuation adjustments
price options on future values of the underlyings, a dynamic model is required.

One possibility is to use dynamic copula models resulting from the introduction of a suitable
filtration on top of a static copula model for the default times of the two parties and of underlying
credit names. The dynamic Gaussian copula (DGC) model of |Crépey, Jeanblanc, and Wu (2013]) can
suffice to deal with counterparty risk on CDS contracts. If there are also CDO tranches in the portfolio,
then a Gaussian copula dependence structure is not rich enough for calibration purposes. Instead, one
can use the dynamic Marshall-Olkin (DMO) common-shock model of [Bielecki, Cousin, Crépey, and
Herbertsson| (2014blj2014a)).

However, this dynamic copula methodology, reviewed in |Crépey and an Introductory Dialogue by
D. Brigo) (2014, Part IV), does not immediately extend to the case of bilateral counterparty risk
combined with the related funding issue. As is well known since the seminal papers by [Korn (1995)),
Cvitanic and Karatzas (1993)) or [El Karoui, Peng, and Quenez (1997)), in presence of different borrowing
and lending rates, pricing rules become nonlinear. This question has known a revival of interest in recent
years in connection with the post-crisis multi-curve issue (see [Piterbarg (2010), Mercurio (2014)) and
Bielecki and Rutkowski (2015)). Accordingly, the pricing equations for the corresponding valuation
adjustment, dubbed TVA for total valuation adjustment (inclusive of counterparty risk and funding
costs), become nonlinear (see|Crépey (2015] Part I), Brigo and Pallavicini (2014]) or Bichuch, Capponi,
and Sturm (2015))). Moreover, they are posed over random time intervals and may involve nonstandard,
implicit terminal conditions at the first default time of a party. To deal with such equations, a first
reduced-form counterparty risk modeling approach was introduced in |Crépey (2015, Part II), in a
rather basic immersion setup between the reference filtration of the underlying market exposure and
the full model filtration progressively enlarged by the default times of the two parties. But this basic
immersion setup, with a related continuity assumption on some of the data at the first default time of
the two parties, is too restrictive for wrong-way and gap risk applications such as counterparty risk on
credit derivatives, in which case one also faces specific dependence and dimensionality challenges.

1.1 Contributions and Outline

To tackle this issue, this paper shows how an extended reduced-form approach can be applied, be-
yond the first approach of |Crépey (2015 Part II) dubbed “basic approach” henceforth, in the above-
mentioned dynamic copula models of portfolio credit risk. In the first part of the paper (Sect.
through @), we generalize, resorting to the notion of invariance time in |Crépey and Song (2015al), the
basic reduced-form approach of [Crépey (2015, Part IT). With respect to our previous works, we also
introduce a positive cure period (also considered in |Brigo and Pallavicini (2014)). The TVA is modeled
in terms of solutions to backward stochastic differential equations (BSDEs): the exact BSDE , the
full BSDE and the reduced BSDE . The exact BSDE is derived from risk-neutral valuation
and hedging principles. It is then approximated by the full BSDE , which can also be viewed as
the exact BSDE for slightly simplified data. The reduced BSDE is an auxiliary, simpler equation that,
if solved, yields a solution to the full BSDE. In this sense, solving the reduced BSDE is sufficient in
practice. This is Theorem |1} which can also be digged out from the results of Crépey and Song (2014a)),
but in a more abstract setup there, mainly motivated by the converse to this theorem, i.e. any solution
to the full BSDE is based on a solution to the reduced BSDE. Beyond self-containedness, the main
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reason why we include a direct proof of Theorem [1|in this paper is to show how easily it flows once the
right framework has been set up, namely the condition (C) in this paper. In the easiness of the result
lies its power here. However, this raises the issues of the strength and practicality of the condition
(C). To demonstrate the viability of the approach, the second part of this paper (Sect. [7| through E[)
implements it through marked default times in dynamic extensions of two well known copula models:
the Gaussian copula and the exponential (or Marshall Olkin) copula.

The detailed outline of the paper is as follows. In Sect. [2| we present the bilateral counterparty
risk and funding setup. In Sect. |3| we derive the exact and full TVA BSDEs with respect to the full
model filtration G. Sect. [4] develops an extended reduced-form approach for the full BSDE, which
results in the reduced BSDE, applicable whenever the first default time of the two parties satisfies
the condition (C) in this paper (i.e., essentially, is an invariance time satisfying the condition (A) in
Crépey and Song (2015al), where the condition (A) means (C) but also (B) in the present paper). In
Sect. [5] we establish the well-posedness of the reduced BSDE under a standard CSA specification of the
data. In the marked default times framework of Sect. [6| we derive a CVA/DVA (credit/debit valuation
adjustment) and LVA (funding liquidity valuation adjustment) decomposition of an all-inclusive TVA.
Sect. [7] and Sect. [§ apply the proposed approach in the DGC and DMO models of counterparty risk
on credit derivatives. In Sect. [J] numerical results are presented to illustrate the respective wrong-way
and gap risk flavor of these models.

1.2 Standing Notation and Terminology

We write f: = f(mb] with, in particular, f: = 0 whenever a > b; 7 = max(z,0), £~ = max(—=z,0) =
(—z)T. Any function involving discrete arguments is viewed as continuous with respect to these, in
reference to the discrete topology. We denote by A the Lebesgue measure on R4, by B(S) the Borel
o field on a topological space S, by P(F), O(F) and R(FF) the predictable, optional and progressive o
fields with respect to a filtration F. When a process f: can be represented in terms of a function of
some factor process X, we typically write f(¢, X¢), i.e. the function is denoted by the same letter as
the process. Order relationships between random variables (resp. processes) are meant almost surely
(resp. in the indistinguishable sense).

Throughout the paper we consider an OTC derivative (or a netted portfolio of OTC derivatives)
traded between two defaultable counterparties, generically referred to as the “contract between the
bank and its counterparty”.

Part 1

Wrong Way and Gap Risks Modeling: A Marked Default Times Perspective

Here is a non-exhaustive list of notations introduced in the course of the first part of the paper.

CSA, CVA, DVA, LVA, TVA Credit support annex, Credit valuation adjustment, debit valuation ad-
justment, liquidity funding valuation adjustment, total valuation adjustment.

G,F Full model filtration (including the information related to the default of the two counterparties),

_market reference filtration.

E,E Expectations under the probability measures Q and P.

V,I°>0,1<0,0°=V +1°C° =V +I°,C = V + I° + I’ Variation margin (counted positively when
posted by the counterparty and negatively when posted by the bank), initial margin posted by the
counterparty, negative of the initial margin posted by the bank, total collateral guarantee for the
bank, negative of the total collateral guarantee for the counterparty, negative of the collateral
funded by the bank.

Re, Ry, A € [0,1] Recovery rate of the counterparty to the bank, of the bank to the counterparty, one
minus the recovery rate of the bank to its funder.

T,5 Time horizon of the CSA, length of the cure (or liquidation) period.

Tc,Tb,T,T',T‘s,%‘S Default time of the counterparty, default time of the bank, first default time of the
two parties, 7 AT, T 4 6, time horizon 70 = 1, .p7r° + 1¢;>7}T of the TVA pricing problem.
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7¢,~4%, v Intensities of 7,7, and 7, hence max(7%,7%) < v < 4* + 4¢, with indistinguishable equality in
the right hand side if 7, # 7 a.s..

J, S 19,7y, Azéma supermartingale of 7

U’ T predictable reduction of a G predictable process U

e, T+ AT+ N, X=X— vb/l OIS (risk-free) rate, rate of remuneration of the posted collateral, in-
vesting rate of the bank, unsecured funding rate of the bank, liquidity funding spread of the bank.

PA= f[T’_] els rudv o IT.© = Q — II Reference or “clean” price process of the contract from the bank’s

perspective (mark-to-market ignoring counterparty risk and assuming a risk-free funding rate),
cumulative contractual dividends capitalized at the risk-free rate that fail to be paid from time
7 onwards, P 4+ A, all-inclusive price process of the contract (inclusive of counterparty risk and
funding costs, as opposed to the clean price P), TVA process.

ce=(Qs —CET, ey =(Qrs — %)~ Liquidation debts of the counterparty to the bank, of the bank
to the counterparty

X.E=Qps —x= l{fcgf,f}(l — Re)ee — 1y <761(1 — Rp)ep, Close-out cashflow of the bank, counterparty
risk exposure of the bank.

W, (=Wy,— — Cr,—)T Value process of the hedging, collateralization and funding portfolio of the bank,
debt of the bank to its funder right before .

9t (9), £ (9) = ge(Qt — V) — 14, f¢(9) Funding coefficient such that (—r¢W; + g:(—W;))dt represents the
bank’s funding cost over (¢,¢+ dt) (hence g = 0 corresponds to linear funding at the OIS risk-free
rate r), coefficient of the exact and full BSDEs, coefficient of the reduced BSDE.

Te,V%; E; By, E. Stopping time with mark e and intensity v¢; finite set of marks such that 7 = minge g 7e;
subsets of E such that 7, = min.cg, Te, Tc = mingcp, Te.

2 Counterparty Risk and Funding Setup

In this section we present all the cashflows involved in the bilateral counterparty risk and funding
problem, adopting the perspective of the bank. In particular, a cashflow of +1 means +1 to the
bank. We assume that the bank, having obtained (“bought”) the contract from its counterparty at
time O in exchange of some premium I1y, sets-up a collateralization, hedging and funding portfolio.
Collateral consists of cash or various possible eligible securities posted through margin calls as default
guarantee by the two parties. The margin requirements are specified by the CSA. Regarding hedging,
for simplicity, we restrict ourselves to a securely funded hedge, entirely implemented by means of
swaps, short sales or repurchase agreements, at no upfront payment. As explained in [Crépey and
an Introductory Dialogue by D. Brigo) (2014} Section 4.2.1 page 87)El, this assumption encompasses
the vast majority of hedges that are used in practice. In particular, it includes (counterparty-risk-free)
CDS contracts that can be used for hedging the counterparty jump-to-default exposure. We call funder
of the bank a third party insuring funding of the bank’s strategy. Assumed default-free for simplicity,
it plays the role of lender/borrower after exhaustion of the implicit sources of funding provided to the
bank through its hedge and its collateral. Typically, the funder is the treasury of the bank. Alternatively,
the bank can get some funding directly in the market, in various ways (in practice, the funder can
be composed of several entities or devices). See |Pallavicini, Perini, and Brigo (2012, Sect. 4.2) for a
detailed description of different funding policies.

Let (22,G,Q), with G = (Gt)tecr, satisfying the usual conditions and Q expectation denoted by
E, represent a risk-neutral pricing stochastic basis, such that all our processes are G adapted and all
the random times of interest are G stopping times. The meaning of a risk-neutral pricing measure in
our setup, with different funding rates in particular, is specified by a martingale condition that will be
introduced in the form of the all-inclusive price BSDE for the contract. But, in the first place, a
pricing measure in our sense must be such that the gain processes related to the trading of the hedging
assets, processes denoted in vector form by M, are local martingales. As explained in the comments
following Assumption 4.4.1 in |Crépey and an Introductory Dialogue by D. Brigo) (2014} page QGEI,
this rules out arbitrage opportunities in the market of hedging instruments (provided one restricts
attention to hedging strategies resulting in a wealth process bounded from below; see Bielecki and
Rutkowski (2015, Corollary 3.1) for a formal statement).

L Or|Crépey (2015, Part I, Section 2.1) in the journal version.
2 Or|Crépey (2015, Part I, Assumption 4.1) in the journal version.
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For reasons pertaining to division and specialisation of tasks in banks, the all-inclusive price IT
of the contract is obtained as the difference between a reference or “clean” price P and a counterparty
risk and funding adjustment (TVA) © (essentially; this will be formalized in detail in Definition [32]).
The clean price P is the mark-to-market ignoring counterparty risk and assuming a risk-free funding
rate. Specifically, we denote by r; a progressively measurable and Lebesgue integrable OIS rate process
and by f; =e” Joreds the corresponding discount factor. The OIS rate, where OIS stands for overnight
indexed swap, is together the best market proxy of a risk-free rate and the typical reference rate for
the remuneration of the collateral. Let a finite variation process D represent the cumulative promised
dividend process of the contract (contractual cashflows ignoring counterparty risk). The formula for P

reads
T
6tpt =E / /Bsst
t

Here T is a relevant time horizon, typically the one of the CSA. If there is some residual value in the
contract at that time, it is treated as a dividend (Dy — Dp_) at time T.

But the two parties are defaultable. Let 7, and 7. stand for the default times of the bank and of
the counterparty, modeled as G stopping times with (G, Q) (predictable) intensities 4° and +¢. As a
consequence, the first default time of the two parties, 7 = 7, A 7¢, is a stopping time with intensity v
such that max(fyb,'yc) <~< 'yb + ¢, with indistinguishable equality in the right hand side if 7, # 7
a.s.. Note that in such an intensity setup, any event {m, = ¢} or {7 = ¢}, for any fixed time ¢, has
zero probability and can be ignored in the analysis. An additional feature is a time lag § > 0, called
the cure period, typically taken as ten (resp. five) days in the case of bilateral (resp. centrally cleared)
transactions, between the first default time 7 of the two parties and the liquidation of the contract.
For any time ¢, we write

gt) , t€l0,T]. (2.1)

F=tAT, tO=t+5, Fs:ﬂt<Tt6+]l{t2T}T'

If 7 < T, the contractual dividends dD; cease to be paid from time 7 onwards and a close-out cashflow
x paid to the bank at time 7% closes out its position. Hence, the liquidation procedure results in an
effective time horizon 7° of the pricing problem.

Until 7, the bank needs to fund its position, i.e. the contract and its collateral (the cost of funding
the hedge is already accounted for in the hedging assets gain martingale M). We denote by g = g¢()
an R(G) ® B(R) measurable funding coefficient such that

(= reWs + ge(—Wh) ) dt (2.2)

represents the bank’s funding cost over (t,t + dt), where W is the value process of the hedging, col-
lateralization and funding portfolio of the bank. In addition, the bank may receive a funding windfall
benefit at its own default, modeled as a cashflow

(~Wry— = Cry) T A at 7, if 7 < 7°. (2.3)

Here the process (—C') represents the amount of collateral funded by the bank, so that (—W,,— —Cr,—)"
represents the debt of the bank to its funder right before 7;,, and A € [0, 1] corresponds to the fractional
loss of the funder in case of default of the bank (one minus the recovery rate of the bank to its funder).
In Sect. [f] we will provide a typical specification of all the data, in particular x, g and C.

2.1 Dynamics of the Wealth Process of the Bank

After having bought the contract from the counterparty at time 0 in exchange of some premium ITo,
the bank sets up a hedge (—¢), which is a left-continuous row-vector process of the same dimension as
M. The “short” negative sign notation in (—¢) is used for consistency with the idea, just to fix the
mindset, that the contract is “bought” by the bank at time 0. Let

J:]l[oﬂ_), ‘I'*:Tb/\Tg7 7_-*:]17'<TT*+]1{7—2T}T7 J*Z]l[oy.,_*). (24)

The collateralization, hedging and funding portfolio of the bank, with wealth process W (depending
on Iy and ¢), is supposed to be held by the bank itself before 7* and, if 7, < 70 (i.e. 7* = 73,) and
7 < T, taken over by a risk-free liquidator on [7*,7].
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Lemma 21 Ignoring the close-out cashflow x at 79 if T < T, which will be added separately later (see
Lemma , we have Wy = —Ily and, for 0 <t < ?5,

AW = r¢Whrdt + JydDy — Jf gi(—=We)dt — (=W, — — Cr, )T ALy oy dJf = Gd M. (2.5)

Proof. Collecting all terms in the above-described collateralization, hedging and funding scheme, we
obtain Wy = —Ily and, for 0 <t < 79,

AWy = JidDy - Ji—Grd My
bank gets dividends bank pays on its hedge
+ JE (rWe — ge(=We))dt

funding benefits / costs to bank
- (~=Wr,— — CTb_)+A1{T*=Tb<T}th*

windfall funding benefit of the bank at its own default time 7, (if 7, < 72)
— (1 — J5)CGed My

liquidator pays on the hedge of the bank during the cure period
+ (1 — JF)riWidt,

risk-free funding benefits/costs of the liquidator during the cure period

which yields (2.5)). B

Remark 21 Our assumption of a securely funded hedge is reflected by the fact that the hedge ¢
doesn’t enter the g and (—Wr,— — Cr,_)" terms in (2.5). This can be compared with Crépey and
an Introductory Dialogue by D. Brigo) (2014, Example 4.4.3 page 97)EI, where a more general funding
policy for the hedge is considered.

3 Derivation of the Exact and Full TVA BSDEs

In this section we derive the exact and full TVA BSDEs with respect to the full model filtration G.
Our starting point is the notion of all-inclusive price I, which is the value of the contract inclusive
of counterparty risk and funding costs (as opposed to the clean price P). The justification for the
following definition is provided by Lemma

Definition 31 An all-inclusive price of the contract for the bank is a (G,Q) semimartingale IT that
satisfies the following price BSDE on [0, 7%):

H‘T“s = j[L{‘I'<T]>X7
dvg := dITy — redTedt + (Ir,— — Cry ) AL ray oy dJf + JedDy — J¢ go (1) dt (3.1)
defines a (G, Q) local martingale on [0, 7°].

Lemma 31 If an all-inclusive price II can be found with dvy = (td My for some hedge {, assuming g+ ()
Lipschitz in © with a Lipschitz constant that is Lebesgue integrable on [0, T] (w-wise), then (Ilo, () yields an
ezxact replication price and hedge for the bank, i.e. the resulting wealth process of the bank satisfies W = —I1
on [0,7_'6}, In particular, we have

Wis = —1lzs = =10y,

so that after the close-out cashflow ]l{-r<T}X has been paid to the bank (or its liquidator if T < T and 1, < Tf)

at time %5, the bank’s position is closed break-even.

3 Or the equation (3.4) in the journal version |Crépey (2015, Part I).
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Proof. Under the assumptions of the lemma, the process Z = SIT + W satisfies Zp = 0 and dZ; =

arZidt on [0,7), where oy := H{Htiwt}% is Lebesgue integrable over [0, T]. Hence,

d(e™Joosds 7,y = ¢~ Js @45 (47, — o, 7,dt) = 0,

i.e. e Jo @95 7, ig constant on [0,7), equal to 0 in view of the initial condition for Z, i.e. W = —IT holds
on [0,7). This is followed by a jump of the two processes W and (—IT) by the same amount

(7W7'b* - C‘Fb*)+/1 = (HTb* - C"’b*)+A

at 7, = 7* = 7 if 7 < T and 7, < 72, after which W and (—IT) coincide again on [7*,7°] by the same

argument as above. Hence, W = —1II holds on [0,7’—6]. |

More broadly, if an all-inclusive price can be found with dvy = (tdM; + de¢ for some hedge ¢ and a
“small” cost martingale e, then the hedging error p = W + II, which starts from 0 at time 0, remains
“small” all the way through. In particular,

Wis = —1lzs = =11 omyx;

so that after the close-out cashflow 1. 7yx at 79 the bank’s position is closed with a “small” hedging
€error.

Let

Qt = Py + A, where Bt Ay = BsdDs (3.2)
[7.t]

(in particular, Ay = 0 and Q¢+ = P; for ¢t < 7). In words, A; represents the cumulative contractual
dividends capitalized at the risk-free rate that fail to be paid by the counterparty to the bank from
time T onwards, so that A; belongs to Q¢, the debt (if positive and before consideration of the collateral)
of the counterparty to the bank at time ¢ > 7.

Definition 32 Given an all-inclusive price II, the corresponding TVA is the process defined on [0,?‘5] as
e=Q-1II

3.1 Exact TVA BSDE
Let
fe(@0) = ge(Qe =) = (9 €R)
and
£=Qrs —x, &=E(5 5561 Gr) (¢ <7), (3.3)
assuming integrability of the so-called counterparty risk exposure &.
Lemma 32 Let there be given G semimartingales IT and © such that © = Q —II on |0, 7_'5]. The process I1

is an all-inclusive price of the contract for the bank if and only if the process © satisfies the following (G, Q)
TVA BSDE on [0,7°]:

Ors = L{rcmé,
dp = dO; — 110ydt + JF gt (Qr — O1)dt + (Qr,— — Or,— — Cr, )T ALy, oy dJf (3.4)
defines a (G, Q) local martingale on [0,7).



8 S. Crépey and S. Song

Proof. Assuming © defined in terms of an all-inclusive price IT as (Q — IT) on [0,7_—5], the terminal
condition for © in (3.4]) follows, by definition of the exposure £ in the left hand side of (3.3)), from the
terminal condition for IT in (3.1)). Moreover, for ¢ € [0,7°], we have

t t
— BtOr = =Bt Qr + BeIly = — (Bt Pr +/ BsdDs) + (BeIl: +/ BsJsdDs).
0 0

Hence,
t t
- Bt@t _/ 53:];95(@5 - Qs)ds +/ /BTb(QTb— - 97’17— - CTb_)+A]1{T*:Tb<T}dJ;
0 0
t
= (8P +/ BsdDs ) +fo o+
0
t
/ (d(fBSHS) + ﬂTb(HT - CTb—)+A]l{-r*:7—b<T}dJ; + 5stst - 5sJ;95(Hs)d5)
0
t t
= —(BeP+ / BsdDs ) +follo + / Bsdvs
0 0

(cf. (3.1)). Since (B8P + [, BsdDs) (cf. (2.1)) and v are (G,Q) local martingales, this establishes the
martingale condition in (3.4). Hence, (3.1) implies (3.4). The converse implication is proven similarly. i

As reflected in , the TVA pricing problem, as the all-inclusive pricing problem , is originall
posed over the domain [0,7°], which corresponds to the union of the three subdomains in Figure
with respective dividend and funding data abbreviated as (D, g), (0,g) and (0,0). But since data (0, 0)
simply means, in terms of pricing, taking conditional expectation of the terminal condition discounted
at the risk-free rate, the proposition that follows shows that the BSDE ({3.4) can be reformulated as
the BSDE on the smaller time interval [0, 7*] C [0,7°], modulo a modified terminal condition &
at 7* instead of ¢ at 70.

)
(0,9)
Te
(D, g)
Ty
A (0,0
7

Fig. 1 Representation of the data of the TVA pricing problem in a (¢,w) state space representation, focusing on the
default and liquidation times and ignoring T to alleviate the picture, i.e. “for T'= c0”. The data in parentheses refer
to the effective dividends and funding costs of the bank depending on the time ¢ and scenario w.

Proposition 31 Let there be given G semimartingales I and © such that @ = Q — II on [0,7°]. The
process I1 is an all-inclusive price of the contract for the bank if and only if © = ]l{T<T}£ on (7‘*,7‘5] and
O satisfies the following (G, Q) “exact TVA BSDE” on [0,77]:

Oz = ]l{T<T} ('f_’r* - (QT};* —Cry— — @Thf)+]l{r*:Tb}A) and (3 5)

dpt = dO¢ + f1(0r)dt is a (G, Q) local martingale on [0, 7"].

Proof. As explained before the proposition, (3.4)) is equivalent to © = ]l{T<T}§_ on [7,79] and (3.5) on
[0,7]. 0
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Remark 31 This equivalence holds up to the value of © at 7" if 7* = 7, < T, with a windfall funding
benefit at default (Qr,— — Cr,— — QTb,)JrA]l{T:TKT} considered as a dividend at the intermediate
time 73 in and as part of the valuation adjustment at the terminal time 7, = 7* in . But this
difference is immaterial in practice for the bank, which only risk manages © before 7.

3.2 Full TVA BSDE

The risk-neutral pricing approach that underlies the TVA BSDE (or for slightly modified
data below) implies that the bank actively risk manages its position. Otherwise, these equations are
not enough conservative. In view of the incompleteness of the TVA market, our approach is only
a first step. However, any incomplete market approach, adding in some way or another one layer of
optimization to the analysis (e.g. utility maximisation), would most likely be hardly feasible in practice,
especially on real-life portfolios with tens to hundreds of thousands of contracts. The TVA problem
entails some nonlinearities but banks can’t really deal with nonlinear pricing rules, because these are
too complicated to manage at the portfolio level. Hence, one should aim in the end for “the best linear
TVA approximation”.

Toward this aim, it is useful to derive an equivalent but simpler reduced BSDE, which will be the
topic of Sect. |4l But the reduction of the exact TVA BSDE would lead to nested BSDEs, where
the coefficient of the corresponding reduced BSDE on [0,T] would be defined in terms of solutions
to auxiliary reduced BSDEs “conditional on Gz” (see |Crépey and Song (2014bj, Section 4) for such
a treatment in a preprint version of this paper). The nested feature arises because, in the scenarios
where 7. < 7, A T, the nonlinear funding coefficient g of the bank is still in force, hence the funding
data of the problem remain nonlinear, on the time interval [7,7*] = [r¢, 7*] (upper right subdomain in
Figure [1). However, because the cure period ¢ is only a few days, the quantitative impact on the TVA
O of the coefficient g on the time interval [7,7*] can only be very limited. Hence, in order to avoid the
numerical burden of nested BSDEs, we work henceforth with the following full TVA BSDE:

Or = ]1{7'<T} (g"’ - (P‘Fb— —Cry— — 97'b_)+]1{7':7'b}/1) )

3.6
dut = dO¢ + f1(Oy)dt is a (G, Q) local martingale on [0, 7]. (3.6)

This equation is obtained by replacing g and A by 0 on the time interval [7,7*] in the exact TVA
BSDE , which means replacing (0, g) by (0,0) and A by 0 in the upper right subdomain in Figure
Indeed, proceeding in this way, the argument already used for deriving Proposition shows that
the time interval on which the TVA needs be computed can be reduced further, from [0, 7°] initially to
[0, 7*] as done in Propositionregarding the exact TVA BSDE, to even [0, 7] now for the appropriately
modified terminal condition regarding the full TVA BSDE , with all data set to zero outside [0, 7].
Reformulating the problem on the smaller domain [0, 7] makes it simpler in view of the reduced-form
analysis of Sect. [4] because 7, as opposed to 7*, has an intensity. Note that is also, essentially,
the so-called master equation in [Brigo and Pallavicini (2014)).

Of course, a TVA BSDE modeling approach based on supposes the existence (at the very
least) of a solution to , which is still a quite nonstandard BSDE. Even if a bit simpler than ,
does not fall in the classical scope of BSDEs with random but explicit terminal conditions (see
e.g. [Kruse and Popier (2015, Sect. 5)). But the results of the next section allow reducing the (G, Q)
BSDE to the simpler BSDE with a null terminal condition at the fixed time horizon T,
stated with respect to a smaller filtration F and a possibly changed probability measure P. Hence,
the well-posedness of the full BSDE will follow from the well-posedness of the reduced BSDE
, which will be established under a typical specification of the data in Theorem [2| Even in the
case where A = 0 and the terminal condition of is explicit (does not depend on ©,,_), the null
terminal condition of is a key feature for the numerical scheme used in Sect. @

4 Reduced Form Approach

In this section we develop an extended reduced-form approach for the full TVA BSDE ({3.6]), beyond
the basic immersion setup of|Crépey (2015, Part IT), in view of the wrong-way and gap risk applications
of the second part of the paper.
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By Corollary 3.23 2) in [He, Wang, and Yan (1992), for any G; measurable random variable ¢,
there exists a G predictable process ¢ such that

Il{T<OO}E[<|gT—] = IL{'r<c>o}z-\7'- (41)

If ¢ is integrable, then the time integral fYtEtdt exists (and is independent of the choice of a version of
¢) and

CedJr + yiCedt (4.2)

is a (G,Q) local martingale on R (cf. Corollary 5.31 1) in [He et al. (1992)). In particular let £ be a G

predictable process such that, on {7 < oo},

& =E(& |Gr-) = E(B7 ' Br15€Gr-) (4.3)

For t € [0,7] and ¥ € R, we write

Je(9) = fe(9) + & — (P — Cp — 0) Ty A — 30

by (4.4)
=& + gt (P —9) — (Pr — Cy — 19)+va = (re +y)0.

Let Y™~ = JY + (1 — J)Y_ represent the process Y stopped at (7—) (i.e. right before 7), for any
left-limited process Y. Let S denote the Azéma supermartingale of 7, i.e. the process such that
St = Q(r > t|Ft), t > 0. Conditions of the following kind are studied at the theoretical level in
[Crépey and Song| (2014al2015a)).

Condition (B). F is a subfiltration of G satisfying the usual conditions such that any G predictable
process U admits an F predictable reduction, i.e. an F predictable process, denoted by U’, that coincides
with U on (0, 7].

Remark 41 If Sp > 0 (almost surely), then any inequality between two G predictable processes on
(0, 7] implies the same inequality between their F predictable reductions on (0,7] (see
Lemma 6.1)); in particular (see also |Crépey and Song (2015al Lemma A.1), the process U’ is uniquely
determined on (0,7].

Condition (C). There exist:

(C.1) a subfiltration F of G satisfying the usual conditions such that F semimartingales stopped at
are G semimartingales,

(C.2) a probability measure P equivalent to Q@ on Fr such that (F,P) local martingales stopped at
(r—) are (G, Q) local martingales on [0, T,

(C.3) an F progressive reduction f;(d) of f;(9), i.e. an R(F)®B(R) function f; (1) such that Jo Fr(9)dt =
Jo fe(9)dt on [0,7].

The condition (C.1) is related to the so-called (H') hypothesis between F and G, i.e. F semimartingales
are G semimartingales (see [Bielecki, Jeanblanc, and Rutkowski (2009)). Both conditions (C.1) and
(C.3) hold under the condition (B) (see Crépey and Song (2015a))). The condition (C) with (C.1) and
(C.3) reinforced as (B) yields the condition (A) in |Crépey and Song (2015a). Hence, assuming (C),
the random time 7 is essentially an invariance time in the sense of the condition (A) in
[Song (2015a)). If (F,P) local martingales don’t jump at 7, then the condition (C.2) says that (F,P)
local martingales stopped at 7 are (G, Q) local martingales. In the case where P = Q, this property is
related to the notions of immersion of F into G, i.e. (F, Q) local martingales are (G, Q) local martingales
(see [Bielecki et al. (2009))), and of an F pseudo-stopping time 7, i.e. (F,Q) local martingales stopped
at 7 are (G, Q) local martingales (see |[Nikeghbali and Yor (2005))). However, even in this “immersion”
case where P = Q, the condition (C) offers a richer framework than a standard reduced-form intensity
model of credit risk, where the full model filtration G is given as the reference filtration F progressively
enlarged by 7, i.e. “G =FVH” in the standard notation of Bielecki et al. (2009)). In fact, under (C.1-2-
3), the full filtration G can be bigger than FV H. In particular, even for P = Q, the conditions (C.1-2-3)
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do not exclude a jump of an F adapted cadlag process at time 7, which happens for instance with a
nonvanishing dividend Ar = D, — D,_ at time 7 in the DMO model of Sect. [§ By contrast, a jump
of an IF adapted cadlag process at time 7 cannot happen in a basic reduced-form credit risk setup (see
Crépey and an Introductory Dialogue by D. Brigo) (2014, Lemma 13.7.3(ii) page 331)E|). In addition,
the flexibility of the condition (C) comes from the possibility to choose (F,P) ensuring (C.1-2-3). See
Sect. [7] and Sect. [§] for concrete examples, with P # Q and A; = 0 in the first case and P = Q but
Ar # 0 in the second case, which we view as respective wrong-way risk and gap risk stylized examples
(as our concluding figure [7| will illustrate).

The result that follows can also be retrieved from (Crépey and Song (2014a), but in a much more
abstract setup there, mainly motivated by the converse to this result. Hence, we provide a self-contained
proof, valid under the “minimal condition” (C).

Theorem 1 Under the condition (C), assume that an (F,P) semimartingale e satisfies the following reduced
TVA BSDE on [0,T):

Or =0 and djiz := dO; + f1(O;)dt is an (F,P) local martingale on [0,T). (4.5)

Let © = O on [0,7) and O = Tiremy (.f_-r —(Pr— = Cr_ — é77)+]1{7:rb}/1)- Then © is a (G, Q) semi-
martingale satisfying the full TVA equation (3.6) on [0,7] and we have, for t € [0, 7],

dpe = dfi; = (& — (Pr— = Crm = 0- )1,y A— 6, )dJ;

~ o~ ~ .1 b (4.6)
— ((& — Ot)yt — (Pr — Cr — O4) Ty A) .
Proof. By definition of © here, a (G, Q) semimartingale by (C.1), we have, for ¢ € [0, 7]:
46y = d(J,6y) — (5} (P —Cr — éT_)+1{T=,b}A) dJy
(4.7)

=4O + 6, dJy — (g} —(Pr_ — Oy — éT,)ﬂl{T:Tb}A) dJy.
Then by (4.5), for t € [0, 7]:
~d01 = fi(Bo)dt — dji;~ + (& — (Pr— = Cr— = 6r ) N (o) A= Br ) dy
= f(©))dt — djiT ™ + (g; —(Pre = Cre =0, )T Ly A — éT_) dJy
+ ((Et — Oy — (P = Cy — Qt)+’yf/1) dt,
by (C.3). By (C.2), 7~ is a (G, Q) local martingale, as is also on [0, 7]
(5_7 —(Pr— —Cr— — 577)4_]1{7:71,}/1 - é7'7> dJs + ((Zt — Oy — (P — Cy — @t)+’yf/1) dt

(cf. (4.2). This yields the decomposition (4.6]) of dus := dO: + f:(O¢)dt, which implies the martingale
condition in (3.6)), where the terminal condition holds by definition of ©7 in the theorem. R

Summarizing so far, assuming the condition (C) on the default time 7, based on Theorem [1} we
can design a TVA process in terms of a solution to the reduced BSDE . Moreover, this approach is
not arbitrary. In fact, under the additional condition (B) that is latent in (C.1) and (C.3), the results
of |Crépey and Song (2014al) show that the full and reduced BSDEs are equivalent (assuming a positive
Azéma supermartingale S of 7, as typically verified in applications). In particular, as will be seen in the
final statements of Theorems [5| and |8 the condition (B) holds and S is positive in the concrete models
of Sect. [7] and [8] so that this equivalence applies to each of the reduced TVA BSDEs considered in
Corollaries and Moreover, in Theorem |2 the reduced BSDE will be seen to well-posed
under a typical specification of the data. Hence, as a consequence of the equivalence between and

(3.6)), the full BSDE (3.6) is well-posed too.

4 Or Lemma 2.1(ii) in the journal version |Crépey (2015, Part IT).
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5 Well-Posedness of the Reduced BSDE under a Typical Specification of the Data

In view of applications, we need to specify the close-out cashflow x, hence the counterparty risk exposure
& =Q,s — X, and the funding coefficient g;(7), conformly with usual CSA specifications. Let V' denote
the variation margin process, where V' > 0 (resp. < 0) means collateral posted by the counterparty
and received by the bank (resp. posted by the bank and received by the counterparty). Let a process
I¢ >0 (resp. I’ < 0) represent the initial margin posted by the counterparty (resp. the negative of the
initial margin posted by the bank). Let

CC=V4+I° and C* =V +1°, (5.1)

respectively the total collateral guarantee for the bank and the negative of the total collateral guarantee
for the counterparty.

Remark 51 In practice, the variation and initial margin calls are executed according to a discrete
schedule (t;). Specifically, the variation margin V tracks the mark-to-market P at grid times ¢; < 7.
The initial margins I¢ and 1Y are also updated at some of the times t; < 7, based on risk measures
of the profit-and-loss of the variation-margined position at the horizon ¢ of the cure period (see Brigo
and Pallavicini (2014) and |Armenti and Crépey (2015) for detailed specifications). Hence, the margin
processes are stopped at the greatest t; < 7 (or = 7, but the corresponding event has zero probability
in a default intensity setup).

In particular, we assume all the margin processes are stopped at 7. The bank’s close-out cashflow x is

derived from the liquidation debts of the counterparty to the bank and vice versa, respectively modeled
: )

at time 7° as

ce=(Q.s —CT, ey =(Qs —CY). (5.2)
Note that e x &, = 0, by nonnegativity of I¢ and (—I). The close-out cashflow is modeled as

CE+ Reee ifee >0 and 7 < 71,
X=1 Cl— Ryepifep, >0and 7, < 72, (5.3)

Qs otherwise.

Here R. and Ry, stand for constant recovery rates of the counterparty to the bank and vice versa. The
ensuing counterparty risk exposure of the bank results from the left hand side in (3.3) as

5 = Cg‘r‘S -—X= ]l{'rcg'rg}(l - RC)SC - ]l{rbgrj}(l - Rb)ab' (54)

Remark 52 The expression for the counterparty risk exposure £ is consistent with the one in
Brigo and Pallavicini (2014), where it is also explained that, if the bank is a client of a counterparty
acting as member of a clearing house, the above formalism can still be used just by setting R = 1 and
I¢ = 0. In fact, as members of a clearing house are backed-up by other members if they default, their
actual recovery rate is immaterial and everything happens for their clients as if R. would be one. In
addition, as clearing members don’t post initial margins to their clients but to the clearing house, the
initial margin posted by the counterparty has no impact on the funding costs of the bank in this case,
so that everything happens for the bank as if I¢ would be zero. The situation where the bank itself is
a member (as opposed to a client) of a clearing house is dealt with in |Armenti and Crépey (2015).

We assume that the posted collateral is remunerated at a rate (r¢ + ct) and that the bank can invest
(resp. get some unsecured funding) at a rate (r¢+ ) (resp. (r:+Xt)), for G predictable processes c, A, A
(and also r, noting that predictability is not a true restriction with respect to progressive measurability
for all these processes that are time integrated). The collateral funded by the bank is (—C), where
cC=Ct+I1°=v+4re+1° (assuming all the margins re-hypothecable, i.e. reusable by the receiving
party). This results in the following dt-funding cost of the bank, for ¢ < 7*:

Je(re + i) Cy F(re+ M) (W= C)T = (re + M) (W = Cr) 7,
—_————

remuneration of the collateral funding costs / benefits



Counterparty Risk and Funding: Immersion and Beyond 13

which is of the form (2.2) with in particular, for ¢ < 7,

g(m) =cCr+ M (m—C)T =M (m—Cp) ™. (5.5)

Remark 53 This expression for g corresponds to the case of re-hypothecable margins, as is typical for
the variation margin, whereas the initial margins are sometimes segregated. In the case of segregated
initial margins, the expression for g changes slightly, but the overall structure (2.2)) of the funding costs
is still valid.

Assuming henceforth (5.5), f;(9) in (&.4) is such that, on [0, 7],

Fo(®) + (re +79)0 = w& + ctCr + A (P — Co—9) T = M\ (P = Cy —9) " — (Po— Cy —9) THf A

= & +aCr + M (Po=Cr =T =M (P —Ct—9)7, (5.6)
~—
cdvay lvag (9)

where A; = A\; — 72 A can be interpreted as a liquidity borrowing spread of the bank, net of its credit
spread to its funder. From the perspective of the bank, the term %Et represents the counterparty risk
component of ﬁ(ﬂ), whereas the remaining terms can be interpreted as a funding liquidity component.
The positive (resp. negative) components of f;(9) can be considered as deal adverse (resp. deal friendly)
as they increase (resp. decrease) the TVA O of the bank. Depending on the sign of IT = Q — O, a “less
positive” IT is interpreted as a lower buyer price by the bank and a “more negative” IT as a higher
seller price by the bank.

Remark 54 The materiality of a debit benefit at own default, represented by a DVA cashflow 1 {ry<rs} (1-
Ry)ep in , or of a funding benefit at own default , corresponding in the FVA debate to [Hull
and White| (2012a)2012b2014)’s DVA2 cashflow, are clearly subject to caution, unless corresponding
hedges allow the bank to monetize these benefits before it defaults. The most conservative practice
for the bank is to set R, = 1 and A = 0 in order to disregard these cashflows. This avoids reckoning
“fake benefits” or benefits to bondholders only, whereas a sound management should only consider
the interest of the shareholders (see |Albanese, Brigo, and Oertel (2013) and |Albanese and Iabichino
(2013)).

The assumptions in the following reduced BSDE well-posedness result, even though not minimal,
are sufficient for our later purposes in this paper. In particular, the boundedness assumption on P,
from which the one on the collateral C follows naturally, will be satisfied in the case of vanilla credit
derivatives such as CDS contracts and CDO tranches (cf. (6.12)). Note that, on [0, 7], we have

ﬁ(ﬁ) = ’Vtgt + CtCt + Xt (Pt — Ct — 19)+ — )\t (Pt — Ct — 19)_ — (Tt + ’yt)ﬂ
= & +ctCr + At (P —Cy — 19)+ — X (Pt —Ct—9)" — v (P — Cy) (5.7)
+ (vt = WA) (P — Ce = 0)" = (P — Gy —9) ™ — 0.

Assuming the condition (B) and Sp > 0, we may and do henceforth choose for ﬁ(ﬂ) the process
obtained from f;(9) by replacing each process U involved in (5.7)) by its F predictable reduction U’ or,

in the case of U = P or C, by (P_)" and (C_)". We write ”UH% = IE[fOT UPdt] (p > 0), where E means

P expectation.

Theorem 2 Under the condition (B), assuming St >, X, X' and r’ bounded from below on [0,T], (P-)’
and (C_)/ bounded on [0,T] and N N A in 712, the reduced BSDE (with J? as specified above)
is well-posed in ’}:22, where well-posedness includes existence, uniqueness, comparison and the standard BSDE
a priori bound and error estimates. The ’;qg solution O to satisfies

T T
6 =E / Fi(@)ds| 7| = / e 7 () ds
t t

]-'t} , te€l0,T], (5.8)

where we set fr(9) = ﬁ(ﬂ) + 719
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Proof. Assuming X', A" and ' bounded from below, it follows from (5.7), where ~; > A >0, that
ft(0) satisfies the classical BSDE monotonicity assumption

(fe(@) = fe (@) (9 —0") < C(9 —')? (5.9)

on (0,77, (cf. the remark , for some constant C. Hence, by application of the results of [Kruse and
Popier (2015} Sect. 4), the reduced BSDE with coefficient f(«9) is well-posed in Ha (which includes
existence, uniqueness, comparison and the standard BSDE bound and error estimates) as soon as the
following auxiliary integrability conditions hold:

sup [f.(9) — f(0)] € Ha (9 > 0), f(0) € Ha. (5.10)
1<

Since
1F(9) = FO)] < (IN+ N+ IF| +4") 9],

(5.10) holds in particular for (P-), (C-)’ bounded and ¢/, X', X', r/, ' in Hs. The left hand side
identity in (5.8]) is the usual integral representation for an Hs solution © to the reduced BSDE (4.5).
It implies the right hand side identity in (5.8) by treating the (—+'9) term in f as a discount factor at

the rate 7.

6 Marked Default Times Framework

A residual issue left open by Theorem [2]is the specification of a concrete but general enough framework
where cdva = 72 in can be computed in practice. Toward this aim, this section implements the
extended reduced-form approach of the previous sections based on a default time 7 obtained as a G
stopping time with a mark. The role of the mark is to convey some additional information about
the default, e.g. to encode wrong-way and gap risk features that would be out-of-reach in the basic
immersion setup of |Crépey (2015, Part II).

We assume in the sequel that 7 is endowed with a mark e in a finite set F, i.e.

T= reréigfe, (6.1)

where the 7. are G stopping times avoiding each other, with respective (G, Q) intensities vf and such
that

Gr =Gr— Vo), (6.2)

in which ¢ = argmin ¢ p7e is the “identity” of the mark of 7. We denote by £ the powerset of E.

Lemma 61 Assuming a marked stopping time 7 in the above sense, for any Gr measurable random variable
¢, there exists a P(G) ® € measurable function ( = ¢f such that

]l{‘r:‘re}C: ]l{‘r:'re}gia ec€E. (63)

For any such function Z, a Q x X\ a.e. version of ’yg is given by J_ Y g que. In particular, the intensity of
T satisfies vy = J- ). cp7°, Q X A a.e., and we have

cdvay = J_ Z ’Yege, Qx A ae., (6.4)
eckE

for any P(G) ® €& measurable function E: E;;, which exists, such that, for each e € F,

& = Eﬁ on the event {1 = 7¢}. (6.5)
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Proof. The existence of the processes z ¢(r) follows from (6.2)). By G predictability of these processes,
the (¢ are G,_ locally integrable. Hence, by localization, one can assume the (¢ integrable. Then, on
{r < o0}, N N

E[dgT—] = E[Z@QE 1{T:TE}C$|QT—] = ZeeE C;?IE[IL{T:TS} ‘gT—]'

Let ¢f denote a P(G)®E measurable function, which exists by Corollary 3.23 2) in He et al. (1992)), such
that ¢7 1, ooy = E[l;—re1|Gr— |1 (rco0y (e € E). For bounded Z € P(G), we compute E[Z- 1 (e o0}
in two ways:

%)
B2l rorecoe)) = Bl proe) | = B[ Zudieds]
JO
and
0
]E[ZT]]‘{T:TE<OO}] = E[ZTEIL{T:TQ<OO}] = E[ZTEH{76§T<OO}} = E[/O Zsﬂ{sgr}%fds]-

Hence, Q almost surely: gfv: = 1 {tgr}'Yt6> dt almost everywhere, so that

oo
Qlgfyr #77, T <oo] = E[]l{qi’yfyé’yi, T<OO}] = E[/O ]l{qffyf,yé'yf}’}/tdt} =0.

Therefore, on {T < oo},

'YTZT = 'YTE[C|QT—] = Z Z:'Yqu' = Z 5575

ecE ecE
This implies that
72: J_ Zryege, Q x M-a.e.
E

In particular, (6.4) follows by definition (5.6|) of cdva. B

The assumption of a finite set E in (6.1) ensures tractability of the setup, while offering a
sufficiently large playground for applications, as the second part of the paper demonstrates. However,
as developed in [Crépey and Song (2015b|), from a theoretical point of view, this assumption can be
essentially eliminated and the approach remains in essence valid, modulo an integral instead of a sum
over F in and similar expressions later in the paper.

We now give a concrete specification ensuring , in the case where G is the progressive
enlargement of a reference filtration F by n random times 71,...,mn avoiding each other. Let the 7
be the increasing ordering of the n;, with also 7oy = 0 and 7,41y = oco. The optional splitting formula
of [Song (2013b|) means, for any G optional process Y, the existence of O(F) ® B([0, co]™)-measurable
functions YOy ¥y (™ guch that

Y= Z y® (m fn(i)’ woTin *n(i))ﬂ[n(i)vn(wrl))’ (6.6)
=0

where a 1 b denotes a if a < b and oo if a > b, for a,b € [0, 0c]. This holds, in particular, in any recursively
immersed or multivariate density model of default times. By recursively immersed model of default
times, we mean a model where a reference filtration is successively progressively enlarged by random
times, such that each successive enlargement has the immersion property. By multivariate density
model, we mean a model with a conditional density of the default times given some reference market
filtration, in the sense of the condition (DH) in page 1800 of [Pham (2010). This is the multivariate
extension of the notion of a density time, first introduced in an initial enlargement setup in [Jacod
(1987) and revisited in a progressive enlargement setup, under the name of initial time, in [Jeanblanc
and Le Cam (2009) and [El Karoui, Jeanblanc, and Jiao (2010).

Lemma 62 Assuming the optional splitting formula in force, e.g. in any recursively immersed or multi-
variate density model of default times, let n = n1 A na. If the n; avoid each other and F stopping times,
then

gn = gn* \ U({W = 771}7 {77 = 772})‘
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Proof. Let N = {1,2,3,...,n}. By the optional splitting formula , for any G optional process Y
and i € N, we have

Y"]]l{n 7]()} (7711’7]7777711’7])]1{7] n()}
= ZICN |[T|=i—1 Y (771 1/777 72 Jf M-+ 57n 1’ n)]l{vjelﬂlj<77}]I{VJEN\I,?7§?7]'}
dik) (. .
= Y1 Lo Sremriioa Yo P 05053 € D pwjer, <oy Lpvienn<n, )

where Y(i’l’k)(w y;y;,5 € 1) is O(F)@B([0, 00]) @ B([0, 00]" ') measurable. Moreover, as 77 avoids IF stop-
ping times, [He et al. (1992, Theorem 3.20) and the monotone class theorem imply that Y Lk) (msmj,5 €
I) is G;— measurable. So, on each event {n = n;}, Yoyl{y=n. is Gyp— measurable. As gn is generated
by the Y3 for the G optional processes Y, this proves the result. i

6.1 No Cure Period

If § = 0, then € = ¢, for which the expression in (5.4)) reduces to
€=1pmry(1-Re)(Pr+Ar —C8) " Ly (1- Ry)(Pr+Ar — C2) 7, (6.7)

where Ar = D7 — Dr_. Moreover, for every process U = P,(D — D_), C° and C?, there exists by .
a P(G) ® € measurable function U = Uf such that U, = U¢ holds on the event {r = 7.}, for each e € E.
In the present case where § = 0, the process (D — D_) plays the role of the process A when § # 0.
Accordingly, in the case of U = (D — D_), we write Uf = A{. To alleviate the notation, we also rewrite
(C°)® as C“¢ and (C?)° as C°.

Remark 61 As will be 111ustrated in the DGC and DMO models (see Sect. @ Figure m in particular,
and the explanations following (7 and ) the dependence of P¢ and A® on e can be used to
embed respective wrong way and gap rlsk effects. The dependence of C*¢ and C*¢ on e could also be
used to render further gap risk features such as a jump of the collateral at the default of a counterparty,

e.g. in the case of a collateral posted in a currency strongly dependent on this counterparty (cf. |Ehlers
and Schonbucher (2006))).

Consistent with (| -, let’s assume 7, = min.cp, 7e and 7 = min.cp, 7e, Where E = E, U E; (not
necessarily a disjoint union, as will be exploited in Sect. |§ ' We may then take in (6.5) (where £ = ¢
when § = 0)

& =Teep, (1= Re)(Pf + A7 — CP) T = Dppep,y (1 — R)(PF + A - C°)7, (6.8)
so that by (6.4), we have on [0, 7]:
~ ~ ~ + ~ ~ ~ -
cdvar (1= Re) Y af (PF+ A7 =C7) = (=R Y_af (B +A7-C1°) . (69
ecE,. ecEy

where the two terms have clear respective CVA and DVA interpretation. Hence, in the no cure period
§ =0 case, (5.6) is rewritten, on [0, 7], as

Fio) + (re 000 = (1= Re) 3 ¢ (B + 35— G5) " — (1= m) S o (e o+ B¢ - )
ecE, ecEy

cvat dvay (610)
+ et + A (P = Cy—0) T = M (P~ Ce —9)7,

lva (9)

where we set Xf = >\f Ay c o ~¢. We can then choose the coefficient f of the reduced TVA BSDE
(4.5) based on in the way described before Theorem [2| l Once stated in a Markov setup where

f:(9) = f(t, X, 9), t€[0,T], (6.11)

for some (F,P) jump diffusion X , all the ingredients in the coefficient f can be computed and the
reduced BSDE (4.5) can be solved numerically, which will be our approach in the second part of the
paper. This is only for § = 0 here but we’ll study in Sect. a case where § > 0.
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Part 11

Application to Credit Derivatives

We write N = {-1,0,1,...,n} and N* = {1,...,n}, for some nonnegative integer n. In the second
part of the paper, we apply the above approach to counterparty risk on credit derivatives traded
between the bank and the counterparty respectively labeled as —1 and 0, i.e. for 7, = 7—1 and 7. = 79,
and referencing the names in N (typically N*, for one does not trade credit protection on oneself in
practice, but this makes no difference mathematically). The examples in this part are important, not
only to provide some insights regarding the condition (C) and the marked default time framework
introduced abstractly in the first part of the paper, but also as concrete models addressing challenges
posed by counterparty risk and funding costs on credit derivatives. This will be accomplished in two
different setups, the dynamic Gaussian copula (DGC) model of |Crépey et al. (2013) and the dynamic
Marshall-Olkin (DMO) copula or common-shock model of Bielecki et al.| (2014bl2014a). These two
models are dynamic extensions of the perhaps best known copula models, namely the Gaussian copula
and the exponential (or Marshall-Olkin) copula. We chose them as prototypes of multivariate density
and recursively immersed models of portfolio credit risk, respectively (see the explanations preceding
Lemma. Other respectively related models include the one-period Merton model of [Fermanian and
Vigneron (2013, Section 6) and the multivariate Poisson model of [Brigo, Pallavicini, and Torresetti
(2007)).

Regarding financial products, we will consider stylized CDS contracts and protection legs of CDO
tranches corresponding to cumulative dividend processes of the respective form, for 0 <t < T':

D% = ((1 — Ri)ﬂ{tZTi} — (t/\Ti)Si)NOmi

Dy = (((1 -R) Z Lisry —(n+ 2)a)+ An+2)(b- a))Nom,
JEN

(6.12)

where all the recoveries R; and R (resp. nominals Nom; and Nom) will be set in the numerics of
Sect. [9 to 40% (resp. to 100). The contractual spreads S; of the CDS contracts will be set so that the
corresponding prices are equal to 0 at time 0. Protection legs of CDO tranches, where the attachment
and detachment points a and b are such that 0 < a < b < 100%, can also be seen as CDO tranches
with upfront payment. Note that credit derivatives traded as swaps or with upfront payment coexist
since the crisis.

Until Sect. B23] it is assumed that § = 0.

7 Dynamic Gaussian Copula TVA Model
Here is an non-exhaustive list of notations introduced in the course of the study of the DGC model.

B':¢, h;;a Brownian motions with correlation o used for constructing the DGC default times; other
DGC model primitives such that r; = hi_l( 0+O° s(u)dBy); a%(t) = t+°° $2(v)dv.
J,z = (zj)jeJ,ébp’g(szjp’g(z) Subset of N representing a set of alive obligors in the financial inter-

pretation, |J|-variate real vector, |J|-variate normal survival function with homogeneous marginal
0,. P, o
variances o2 and pairwise correlations p valued at z, logarithmic density —q'{(,pij(z).
WiL‘WiKWi (G,Q), (F,P) and (F,Q) Brownian motions.
ﬁf,ﬂ?,ﬁ? (G,Q), (F,P) and (F,Q) drift coefficients of the B*.
fyzﬁlfyl (G, Q),’ (IF, P) and (F,Q) default intensities of name i.
mi = fot s(s)dBs, ki = (]l{ngt}_vTiﬂ{ngt}) DGC Markov primitives.
X = (my, k) where my = (m})ien, ki = (ki)ieny Full DGC model Markov factor process.
Xt = (my, k¢) where my = (m});en, ki = (Lien+ki)ien Reduced DGC model Markov factor process.
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7.1 Model of Default Times

We consider a multivariate Brownian motion B = (B%);cy, with pairwise correlation g € [0,1), in its
own completed filtration B = (B);>¢. Specifically, for i € N, we assume

B = \/oZi +\/1— oZi, (7.1)

where Z and the Z° are independent Brownian motions. For any i € N, let h; be a continuously
differentiable increasing function from R%} to R, with derivative denoted by h;, such that limg h;(s) =
—oo and lim o h;(s) = +oo, and let

+oo )
= hi_l(/o s(u)dBy,), (7.2)

where ¢ is a square integrable function with unit L? norm. As a consequence, the (7:)ien follow the
standard one-factor Gaussian copula model with correlation parameter ¢ and with marginal survival
function & o h; of 7;, where @ is the standard normal survival function. In particular, as o < 1, the 7;
avoid each other. In order to make the model dynamic as required by counterparty risk applications,
we introduce the model filtration G = (G¢)¢>0 given as the Brownian filtration B progressively enlarged
by the 7;, augmented so as to satisfy the usual conditions. Note that the 7; are Bo, measurable, totally
inaccessible G stopping times. Let

t . .
mi =/ s()dBy, ki = (Lir,<iy,Til{r,<iy), me = (mi)ien, ke = (ki)ien.
0

The reason why we consider 7,1, <4, on top of 1. <4y in ki is because of a dependence of prices
on past default times in the DGC model. Augmenting the factor process in this way allows to take
care of this path-dependence. Conversely, only having 7,1, <4} in ki would lead to time discontinuous
functions in the representations , which would be nonstandard from the point of view of PDE
(continuous) viscosity solutions in Corollaries and Note that 71 <4 <, hence the process
k is bounded on [0, T].

Additional notation is required for stating a number of explicit formulas that hold in the DGC
model. Let o?(t) = t+°° s2(v)dv, assumed positive for all ¢ for simplicity. Denoting by I and J generic
subsets of N, meant to represent sets of defaulted and alive obligors in the financial interpretation, and

for j € N, we write:

G0 () — hy(u) —m] 0 hi(7i) —mj
A (Bl (/= PR D
0 (1)2_(|I\*1)9+1*92\I|

P T e+ 1 T ([I-De+1

In addition, we define
7zl = z)'(t), pr,or = p',o’ on {I=1},
where Z; represents the set of obligors in N that are in default at time ¢. Let also
Ji=N\Ty, Z,=(Z],jeq).
For any o > 0 and p € [0, 1], we write:

j 02;Pp,o
Ppo(2) = Q(Z; > zj,j € J), ¥)o(2) = fq;Tj(z), (7.3)

where z = (z;) s is a real vector and Z = (Zj),cs is a |J|-dimensional centered Gaussian vector under
@, with homogeneous marginal variances ¢ and pairwise correlations p. The standard normal survival
and density functions are respectively denoted by @ and ¢.
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Theorem 3 The dynamic Gaussian copula model is a multivariate density model of default times, with
conditional Lebesgque density pt(t;,i € N) =0t , ...0:, Q(1; < t;, 1 € N|Bt) of the 7;, i € N, given, for any
nonnegative t;, i € N, and t € R4, by

pe(ti, i € N) = /R 6 () i];[Vsb <hi(t")a_(gtf+_a(;)‘/§y) . (t};"(t%)_ —dy (7.4)

For any j € N, 7; admits a (G, Q) intensity given, for t € Ry, by:

i ,
H{T_izt}(gj)(t)w%tygt (Zt) = 7](157 mt7kt)7 (75)
with predictable version
v =t me k). (7.6)

Proof. The expression for the conditional density p of the 7; given B; is obtained by differentiation of
their conditional survival function, given in|Crépey and an Introductory Dialogue by D. Brigo) (2014,
page 172ﬂ The existence of the (G, Q) intensity of 7; and its expression

Oubpeo (707 (W) 21, 1€ TAAGY) ucroz,
oo (212 1€ T\ 1Y)

which yields (7.5]), can be established based on the definition of the intensity as derivative of the dual
predictable projection (or by application of the Laplace formula). i

)

—Lir>y

Theorem 4 For every t > 0, we have

Ge =BV \/ (o(rint)Vo({r>1t})). (7.7)

i€EN
There exist processes ﬁ; and ’yé of the form
/31%7 77%: 51‘:%’ (t7 mt7kt—)7 (78)

for continuous functions B; and ~; with linear growth in m, such that the thi = dB% — Bgdt are (G,Q)
Brownian motions and the (G, Q) compensated default indicator processes are written as thi =dl ;< —
'yfdt, i€ N. The W' and the Mi, i € N, have the (G, Q) martingale representation property. The process
X = (m,k) s a (G,Q) jump diffusion.

Proof. The functions and processes v; and ~° are the ones in (7.5) and (7.6). The continuity of the
function v; is apparent on the formula (7.5), which, in view of Lemma also shows the linear growth
of v; in m. The 3* can be computed by making use of the probability measure QT, classical in the

study of density models, such that % x pr(7j, j € N), for every T > 0. More precisely, the 7; are QT

independent between them and from By (cf. Theorem 4.7 in Song (2013a))), so that the B are (G, QT)
Brownian motions on [0, T], for every T' > 0. Hence, their (G, Q) drifts 3* can be obtained by application

of a Girsanov formula from (G, Q7)) to (G,Q), T' > 0, which reveals the functional dependence in
with the claimed properties for the 8*. The martingale representation property and are proved
by induction over the cardinality of N as follows. We write G = GY. If N is reduced to a singleton,
then the density property of 7 given B; implies the results, by the optional splitting formula for
and by [Jeanblanc and Song (2013 Theorem 6.4) for the martingale representation property. If
N’ is obtained by adding a new name, say (n + 1), to N, then the density properties of 7,41 and of
(7i)ien given B imply the density property of 7,41 given By V \/,cy (o(rs At)Vo({ri > t})). Hence,

the results for G follow likewise from those, if assumed, for G Finally, the It6 formula that applies
to the semimartingale X = (m, k) shows that X is a (G, Q) jump diffusion (for the details see |Crépey
and an Introductory Dialogue by D. Brigo) (2014, Corollary 7.2.7 page 177f| and see also |Heath and
Schweizer (2000)), Becherer and Schweizer (2005))). i

5 Or|Crépey et al. (2013} page 3) in the journal version.
6 Or|Crépey et al. (2013, Corollary 2.2) in the journal version.
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7.2 DGC TVA Model

A DGC setup can be used as a TVA model for credit derivatives, with mark i = —1,0 and E;, =
{—1}, E. = {0}. Since there are no joint defaults in this model, it is harmless to assume that the
contract promises no cashflow at 7, i.e. A =0, so that (cf. (5.2) with currently § = 0)

ce=(Pr—CHT, g = (P —CY)".

The results of |Crépey and an Introductory Dialogue by D. Brigo) (2014, Corollaries 7.3.1 page 178
and 7.3.3 page 181)[] show that in the case of a portfolio of vanilla credit derivatives on names in N,
e.g. CDS contracts and CDO tranches as of (6.12)), we have a semi-explicit formula for P of the form

P = P(t,mt7kt), (79)

for a continuous function P.

Remark 71 In the function P(t,m,k), the domain of definition of the variables ¢; corresponding to
the second components of the k; € {0,1} x R4, ¢ € N, is given as the union of all the strict order sets of
t; for i € I, i.e. the sets of the form {(¢;)icr;tr(1) < <tr(}, for all the subsets I C N and all the
bijections 7 of {1,---,|I|} to I. Indeed, the 7;, which correspond to the second components of the k;
in the probabilistic interpretation, only take their values in this union. Here and below any continuity
statement with respect to the ¢; is meant in the sense of the corresponding domain and topology.

We assume that for every process U = P, C° and C?, there exists a continuous function U= l}i(t, m, k)
such that

Ur = Uy(r, mqr, kr_), (7.10)

or ﬁﬁ in a shorthand notatio holds on the event {r = 7;}, i = —1,0. For vanilla credit derivatives on
names in N satisfying (7.9)), e.g. CDS contracts and CDO tranches as of (6.12), the above condition
always holds regarding U = P for vanilla credit derivatives on names in N, since we have

Pr = P(r,m:,k;) = P(7,m-, k"7 ) on {r = 7;}, (7.11)

where k! denotes the vector obtained from k by replacing the component with index i by (1,¢). Note
that, since the i*" component of k%7 equals (1,7) and not (0,0), the DGC functions P' incorporate a
wrong-way risk effect through the spike of intensities of surviving names at other names’ defaults (this
will be illustrated numerically by the left graph in Figure @ The conditions ([7.10) regarding U = C°
and C® may be satisfied or not depending on the CSA. In view of and (6.10)), we have

€ = Lizo(1 — Re)(P} — CENT — 1= (1 = Ry)(PE — CY1) ™, i = —1,0, (7.12)
Fi@) + (re +70)9 = (1= R)A? (P = C7°) T = (1= Ry ' (P = €)™
+ctCt + Xt (P —Cy — 19)+ M (P —Cy—9)", te]0,7],

where v; = 79 +~; 1 and Ay = Ay — Ay, '. We assume that the processes 7, ¢, A, X, P and C are given
before 7 as continuous functions of (t,)z't), where X; = (mt,ﬁt) with k; = (1ien+ki)icn. Regarding
P, shows that this property always holds in the case of vanilla credit derivatives on names in N.
Note that, in view of , this property is also satisfied by the process (¢, m¢, k), where we define
the function v as yo + y—1.

Remark 72 In the DGC or in the DMO model without cure period, the only modification required to
deal with path-dependent margins tracking the mark-to-market P at discrete grid times as described in
the remark [51{ would be to augment the pre-default factor process X, by additional margin components,
as already done for reasons pertaining to the cure period in the DMO setup of Sect. [B:3]

7 Or|Crépey et al. (2013} Corollaries 3.1 and 3.2) in the journal version.
8 And to alleviate the notation we rewrite (C¢)% as C%%, (C¢); as C¥, etc..
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In addition to the notation introduced before Theorem [3] we write, for j € N :

dgg’17 the (IF, Q) martingale component of (—agt)dm{ + m ZGZI a%t)dm%) ,
207 =z0'(v), df =ag]" on {1 =17},
where Z} represents the set of obligors in N* that are in default at time t. Let also
TE=N\TIt, 2f = (27, 5ed}), Ze= (27", 2% 27, j e 7).
Note that P # Q in (DGC.2) below, hence the DGC model is a case of “no immersion” in the sense of

the comments following the statement of the condition (C).

Theorem 5 The condition (C) holds, for:

(DGC.1) a reference filtration F = (Ft)t>o in (C.1) given as B progressively enlarged by the default times
for i € N*, which satisfies

Fe=Bv \/ (o(rint)vo({m >1})), t>0, (7.13)
IEN*

(DGC.2) a probability measure P equivalent to Q on Fr such that a family of (F,P) martingales with the
(F,P) martingale representation property is given by the

dW; = dB} — Bidt, i € N and dM; = d1,,<;, — 3idt, i € N*, (7.14)
where
Bi = Bi(t,my ke ) = Bilt, Xe—), Fi = yi(tme ko) = it Xe), (7.15)
(DGC.3) a Markov specification
HOES(PR) (7.16)

in (C.3), for the (F,P) jump diffusion Xi = (my, Et) and for the function f = f(t,f, 9) given, writing
& = (m,k) for every m = (m;)ien € R and k = (ki)ien € {(0,0)} x {(0,0)} x ({(0,0)} U ({1} x
R+))N*7 by:

- _ _ ~ Nt ~ N
Ft.3.0)+(r(t.3) +(t. D)0 = (1= Ro)yo (o= C6) (6:3) = (1= Ro)y- (P = C4) (1,3)
(7.17)

+(cc+X(P—C—ﬁ)*—A(P—C—ﬂ)‘) (t,7),

where y(t,@) = Y0(t, %) +y-1(t, ) and A(t,7) = A(t,7) — 7-1(t, %) 4.

In addition, (F,P) local martingales don’t jump at T, T avoids F stopping times, the condition (B) is satisfied
and the Azéma supermartingale S of T is given, for t € Ry, by

QSP? of (gt)

> 0. (7.18)
QP;VUZ (Zt*)

St =

In particular, the DGC model is a marked default times setup where the full and reduced BSDEs are equiva-
lent.

Proof. Whatever needs be proven in (DGC.1) and (DGC.3), namely, the formula in (DGC.1)
and the Markov property of X in (DGC.3), can be addressed as the analogous statements in Theorem
whereas the existence of a probability measure satisfying (DGC.2) will be proven separately in
Sect.

The expression for the Azéma supermartingale S of 7 results from the following “multiname
key lemma formula” (cf.|Crépey and an Introductory Dialogue by D. Brigo) (2014} Lemma 13.7.6 page
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333)E|), which can be established in any density model of default times thanks to the optional splitting

formula :
Q(T >t >t je Tl | BV viEIt* O’(Ti))
Q5 >t, j€ T B v VieI; o(7))

(DGC.1-2-3) obviously imply (C.1) and (C.3). In view of (7.15), each (FF,P) martingale in (7.14)),
stopped at (7—) or, equivalently by avoidance between the DGC times 7;, stopped at 7, is a (G, Q)
local martingale. Hence, (DGC.2) implies (C.2) via the (F,[P) martingale representation property that
is included in (DGC.2). This also shows that (F,[P) local martingales don’t jump at 7. By [He et al.
(1992, Theorem 5.27 1)) applied to the indicator process 1,,_,), where v is an arbitrary F predictable
stopping time, we have Q(7 = v) = 0 as soon as the (F,Q) drift of S is continuous, as it is in the DGC
model in view of the formula for S. Besides, by the (F, Q) martingale representation property in
this model (see the end of the proof of Theorem @, the (IF,Q) compensated martingale of the default
indicator process of an F totally inaccessible stopping time v only jumps at the 7;, i € N*. But, by the
same argument as for (F,P) above, (F,Q) local martingales don’t jump at 7. Hence, Q(7 = v) = 0. We
conclude that T avoids all F stopping times. To check the condition (B), by the monotone class theorem,
we only need consider the elementary G predictable processes of the form U = v f(rc A s, 7y A s)1L(, 4,
for an Fs measurable random variable v and a Borel function f. Since Ul ] = vf(s,8)1 (54107,
we may take U’ = vf(s,s)1(, in the condition (B). The statements in the last line of the theorem
follow from the other results by Lemma [62] and in view of the explanations given in the last paragraph
of Sect.[d B

S =

Remark 73 For merely establishing the condition (C) in the DGC model, a shortcut would be to use
the sufficiency condition of |Crépey and Song (2015a, Theorem 5.1), namely, proving the exponential
integrability of f ~vsds. However, ultimately, just like the proof of the existence of a probability mea-
sure satisfying (DGC.2) in Sect. . this alternative proof would rely on the Gaussian estimates of
Sect. [A] Moreover, Theorem [] yields additional results of independent interest, such as the complete
description of the (IF‘7 P) local martingales in (DGC.2) (which is useful for BSDE applications) and the
final statements in the theorem.

Corollary 71 In the DGC model we have v = v(, X._ -) € Ho. Assuming _all the other condztzons in
Theorem |4 and no cure period, so for § =0 and f = f(t X ) = f(t m, k, ) as of , then the
corresponding reduced TVA BSDE admits a unique square integrable solution Qt = t )?t) where
the function Q(t T)is a contmuous mscoszty solution to the corresponding semilinear PID . A solution
O to the full TVA BSDE is obtained by setting © = 6 on [0,7) and

Or = ]l{.,-<T} (Eg— - (PT, —Cro — é77)+]l{T:T71}A) ’

where 1 = 0 or —1 denotes the identity of the defaulting counterparty (cf. (7.12))). The (G, Q) local martingale
component p of © satisfies, for t € [0,7]:

dpie = dfiy — (E; — (Pre = Cre =0, ) ey A éT,)th

i 3N ~ — 7.19
B ( Z (& —O)vi — (P — Cr — 61) Ty, 1A>dt, ( )
i=—1,0
Proof. We use the notation . for stochastic 1ntegrat10n By (DGC. 2) in Theorem l Wi =B E’

is an (F,P) Brownian motion, for i € N*. Set m’ = ¢. W', hence m’ = m’ + ¢3*. \. For ﬁxed t<T, for
any p > 1, there exist constants, all denoted by the same symbol C, such that
E[Y>, sup,<, [mi|?] < CE [ S sup ey [mE[P 4+ 32, (B« Ar)P }
< CE [ 32, sup,<; [mEP | + CE [ (1437, sup,<. Im|P) .« As }
= CE (Y SUpg<4 | [P |+C+ CE [Zj SUp,<. \mgﬂ At

9 Or|Crépey et al. (2013, Lemma 2.5) in the journal version.
10 Not written as not directly used in the paper.
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where the definition of the process 3* in (7.15) was used in conjunction with the linear growth of the
function B; in ([7.8]) to pass to the second line. Hence, by virtue of the Gronwall inequality,

E[ sup|mifP]< (14 E sup |m|?
[Xijsgt| iy ;@‘ :

from which 7' = (-, X.—) = y0(-, X.=) +7-1(-, X._) € Hz follows by linear growth in m of the func-
tions ~; in . As a consequence, well-posedness in Hs of the corresponding reduced TVA BSDE
follows from Theorem [2| (assuming all the other conditions there). Since well-posedness in the
sense of Theorem [2| includes comparison and the usual a priori bound and error BSDE estimates,
the representation of the solution ©. to the BSDE in terms of a continuous viscosity solution to the
corresponding semilinear PIDE (with continuous coefficients) follows from standard arguments (see
e.g. [Delong (2013)) or (Crépey (2013, Chapter 13)). By Theorem |5 the reduced stochastic basis (FF,P)
satisfies the condition (C), so that the remaining statements in the corollary follow from Theorem [1} B

) Ccett < 0,

Presumably, reinforcing if need be the assumptions on ]?, one could show that the function é(t, 7) in
Corollary is a classical (not only viscosity) solution to the corresponding PIDE (see e.g. Becherer
and Schweizer (2005)). In this case, an application of the It formula related to the (F,P) jump diffusion
X; = (my, kt) yields the following functional representation of i in :

dpy = g(t) Z 8mié(t,mt,ﬁt)dw,f + Z 51'(5(25, mt,Et_)d]\A/[/ti, (7.20)
i€EN 1EN*

where Bmié denotes the partial derivative of the function O with respect to m; and where
6:0(t,m,k) = 6(t,m, k"") — O(t, m,k). (7.21)

This formula shows the nature of the TVA Greeks in the DGC model, namely the integrands 9y, © (t my, kt)
and §; Q(t, my, kt_) in . For length care, we do not conduct the above-mentioned regularity anal-
ysis. Similar comments apply and will not be repeated regarding Corollaries [81] and

7.3 Proof of the Existence of a Probability Measure P Satisfying (DGC.2)

In this section we use the notation . for stochastic integration. Let Q¢ denote the continuous martingale
component of the (F,Q) Azéma supermartingale S of 7.

Lemma 71 The process v° = % « Q¢ satisfies, fort € [0,T] :
Cc __
dvi = Z wpt ot (Z1)dc] - Z wp of (27)dd]. (7.22)
]Ejt— JeT

For any j € N*, 7; admits an (F,Q) intensity given, for t € Ry, by

h; B ~
]l{TJ>t}( )( )wj (Z;) = fyj(tv mtvkt)v (7.23)
with predictable version
3 = 7;(t, my, k). (7.24)

Proof. The formula ([7.22)) is obtained by It6 calculus applied to the expression (7.18) of S. The
statements about the (F, Q) intensity of 7; are proven similarly to the analogous (G, Q) statements in
Theorem [3 B

Corollary 72 There exists a constant C' > 0 such that, for 0 <r <t and j € N*,

e < (Y sup mi|*+ 1), (7.25)

iEN 0<s<t

Fval <oY. sup mil+1), FWE vA) <Y sup (Imil+1)In(lmi|+1).  (7.26)
i€N0<s§t iENO<SSt
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Proof. Applying Lemma to the formula (7.22)) and noting that the function «, continuous and
assumed positive, is bounded away from 0 on [0,7], we obtain, for positive constants C that may
change from place to place:

(v /0 Z Z \Zjls)H—l) ds<CZ Z sup |Z27( () +1)

ICN jeN\I ICN jeN\10<sst

which yields (7.25). Applying Lemma to the formulas ([7.23)—(7.24) and (7.5)—(7.6) (recalling also
(7.2

¥ = v;(t,m¢, k¢—)), we obtain the left hand side inequality in 6)), whence the right hand side

inequality follows from

TG v ) < Clma sup mi| + 1) (Clmax sup fmd| + 1)
€N g<s<t €N g<s<t

=max sup C(|mi|+1)In(Clmi+1). 8
1EN g<s<t

Our strategy for constructing a probability measure P satisfying (DGC.2) is as follows: a tentative
Q density of a probability measure P will be defined in the form of the stochastic exponential £(v) in
so that, on the one hand, the drift in the (F,Q) to (IF,P) Girsanov measure change compensates
the drift in the (F,Q) to (G,Q) Jeulin progressive enlargement of filtration formula for the (F,Q)
Brownian motions (I/T/2 in the proof of Theorem@) and, on the other hand, the default intensities, given
by 7' as of under (IF, Q), become 5% under (F,P) (where, by definition in , 3¢ coincides with
the (G, Q) intensity v* before 7). The proof that this strategy works is essentially a matter of checking
that the tentative measure change density is a valid one, i.e. a positive (F,Q) martingale, for which
the estimates of Corollary [72| will be useful.

Let M' = L7, 4o0) — 3% . X. We consider the (F,Q) local martingale given as the Doléans-Dade

exponential £(v), where v = IL(O’T]% SQH D Nt 1(07T](j72 —1).M¢ ie.

’Y AT AT . .
Ew) =€ (Lom) [] <1 + (o - 1)Il{ri§T}1[‘ri,+oo)> eXP/O (% - %) ds (7.27)

i€EN* i
(recall v° = & .Q°).
Lemma 72 There exists € > 0 such that, for any s € [0,T]:
E[E(Msyv) | Fs] =1, t€s,s+¢. (7.28)

Proof. For notational simplicity, we only prove it for s = 0, i.e. we prove that, for ¢ small enough, & (v)
is an (IF, Q) martingale on [0, ¢].
By Corollary multivariate Holder inequality and Lemma

exp t + Z / 'Ys ln Vs 'Ys ln('ys) - Nz + WS)ds)
iEN*

is Q integrable for sufficiently small ¢. Hence the result follows by an application of|Lepingle and Mémin
(1978, Theorem IV.3). N

Theorem 6 E£(v) is a positive (IF, Q) martingale and the probability measure P with Q density process E(v)
satisfies the condition (DGC.2).

Proof. Note that 7, defined through % by (7.14)), is positive in view of (7.5)), for any i € N*. Hence,
E()>0. U T <ein (7.28)), then the (F,Q) martingale property of £(v) directly follows from Lemma
[72] Otherwise, we write

EEW)] =E[€ (Lor-qv)E[E (Lir—env) | Fr—e]] =E[E (Lo,r-qV)]

by (7.28) applied with s = T — ¢ and t = T, so that (F,Q) martingale property of £(v) follows by
induction. Since £(v) is a positive (F, Q) martingale, we can define a probability measure P equivalent
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to Q on Fr by the Q density process £(v). By the Girsanov theorem, the (F,P) intensity of 7; is 3,
i € N*, and, denoting by W' = B"—§". the (F,Q) Brownian motion obtained as the (IF, Q) martingale
component of B, the process

W =W' - (%, B") = B' — (B . A + (v, BY))

is an (F,P) Brownian motion, for each : € N. Moreover, by the Jeulin formula (see e.g. Dellacherie,
Maisonneuve, and Meyer (1992, no 77 Remarques b)), W is a (G, Q) Brownian motion until time
7, as is also W' = — B A in , because Bin, = Bir,. Hence, Win, = Wi.,. Therefore, the F
predictable processes ﬂl A+ (V6 B > and ﬂl . A coincide until 7, hence on [0, T] by positivity of S given
by - (cf. the remark . In conclusion, W = W, an (F,P) Brownian motion, for any i € N*.
The (IF,P) martingale representation property of the ’W/i,i € N and M i i e N* follows by equivalent
change of measure from the (F, Q) martingale representation property of the W' ie Nand M' i e N*,
which can be proven as the (G, Q) martingale representation property of the Wiie Nand M' i€ N
in Theorem [d] Thus, all the conditions hold in (DGC.2). B

Remark 74 W yields an (F, Q) local martingale that, stopped at 7, or equivalently (7—) by continuity
of W*, fails to be a (G, Q) local martingale. In fact, by the above computations, we have

Wi/\‘r = /Wii/\'r +J- (B’z - Bl) e A

where (8 — 8) . A = (v, B') is not null on [0, 7], in view of the expression of v in (7.22)). This justifies
the “no immersion” statement before Theorem [l

8 Dynamic Marshall-Olkin Copula TVA Model

The above dynamic Gaussian copula model can suffice to deal with TVA on CDS contracts. But a
Gaussian copula dependence structure is not rich enough for a joint calibration to CDS and tranches
data. If CDO tranches are also present in a portfolio, a possible alternative is the dynamic Marshall-
Olkin (DMO) copula model.

Here is an non-exhaustive list of notations introduced in the course of the study of the DMO
model.

Y Family of “shocks”, i.e. subsets Y C N of names likely to default together in the financial interpre-
tation.

ny,vY,BY Shock time 7y with intensity v¥ driven by an independent Brownian driven BY (or with
+Y deterministic in an elementary DMO model specification).

={Ye); -1eY}Ve={Y eV;0€Y},Ve =V, UVe, Vo =Y\ Ve Collection of the shocks trig-
gering the default of the bank, of the counterparty, of at least one of them, of none of them.

T = min{Yey;iEY} ny,Tp =T—1 = minye);b Ny, Tc =T0 = IIliIly,r:-:);C ny Default time Of name ¢ in the
DMO model, of the bank (i.e. name -1), of the counterparty (i.e. name 0).

WL HY =14 <. K} = (L <031y Ly <) DMO Markov primitives.

Xt = (I, Hy) where I' = (v )y ey, H= (HY )y ¢y Full DMO model Markov factor process (case where
§=0).

X = (I, Hy) where I' = (v¥ )y@;, = (Iyey, H )ycy. Reduced DMO model Markov factor pro-
cess (case where 6 = 0).

Xt = (t, I}, Ky¢) where I' = (7Y )y cy, K = (K¥)ycy Full DMO model Markov factor process in the
cure period case where § > 0.

8.1 Model of Default Times
We define a family ) of “shocks”, i.e. subsets Y C N of obligors, usually consisting of the singletons
{-1}, {0}, {1}, ..., {n}, and of a few “common shocks” representing simultaneous defaults. The shock

intensities are given in the form of extended CIR processes as, for every Y € ),

v = alby (t) — 3 )dt + c\/+) dB (8.1)
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for nonnegative constants a and ¢, continuous functions by (t) and independent Brownian motions BY
in their own completed filtration B = (B¢)¢>0, under the risk-neutral measure Q. In fact, one could

use any independent Markov processes ~Y with semi-analytic formulas for Ee™ Jo s for calibration
purposes, and square integrable, for the sake of . The case of deterministic intensities v} = by (t)
is treated in a similar fashion. We emphasize that, even if we don’t engage into any calibration exercise
in this paper, the empirical study in Bielecki et al. (2014a), Part II) shows that this model is efficiently
calibratable to CDS and CDO market data, including at the peak of the 2007-2008 credit crisis. Shock
random times (avoiding each other) and their indicator processes are defined by

t
ny = inf{t > 0; / veds>ey}and HY =1, <y, Y €Y, (8.2)
0

where the ey are i.i.d. standard exponential random variables. The full model filtration G is given as
B progressively enlarged by the random times ny, Y € Y. Let MY denote the compensated martingale
dMY = dHY —(1-H) )+ dt, t > 0. We define I' = (v" )y ey, H= (H" )ycy and 7, = mingy ey,iey ny
i€ N.

Theorem 7 The dynamic Marshall-Olkin (or common-shock) model is a recursively immersed model of
default times. For t > 0,we have

G =B:v \/ (clny At)Vo({ny >1t}). (8.3)
Yey

The BY and the MY, Y € ), have the (G,Q) martingale representation property.

Proof. We prove the martingale representation property and (8.3)) by induction as follows. We write
G = GY. If Y is a singleton (case of a Cox time in view of (8.2)), then the immersion of B into GY
implies the results, by the optional splitting formula for (8.3) and by |[Jeanblanc and Song (2013,
Theorem 6.4) for the martingale representation property. Moreover, if Z is obtained by addition of a
new Z C N to Y, then the independence of the ey implies that 15 is a Cox time with intensity in GY,
hence immersion of G¥ into GZ follows (this is the recursively immersed feature stated in the lemma)
and the results for GZ are implied likewise from those, if assumed, for GY. B

8.2 DMO TVA Model

A DMO setup can be used as a TVA model for credit derivatives, with
Ey=Yy,:={Y €Y, -1€Y}, Ec=Ye:={Y eY;0€Y}, E=Ye:=pUDec.

In particular,

. s 1 Y
Tp = T-1= min 7y, 7. =170 = min 7y, hence 7 = min ny, v=J- :
b 1 Jam ny c 0 ey, ny = ny, Yezy v (84)

The results of |Crépey and an Introductory Dialogue by D. Brigo) (2014, Corollary 8.3.1 page 2()5)|E|
show that in the case of a portfolio of vanilla credit derivatives on names in N, e.g. CDS contracts and
CDO tranches as of (6.12)), we have a semi-explicit formula for P of the form

P :P(t,Ft,Ht), (85)

for a continuous function P. We assume that for every process U = P, (D—-D_-), C° and C?, there
exists a continuous function U = Uy (¢,7, k), rewritten for brevity A in the case of (D — D_) (noting
that, in the present case where § = 0, the process (D — D_) plays the role of the process A when § # 0),
such that

Ur = Uy (r,Ix,H, ), (8.6)

1 Or |Bielecki et al. (2014aj, Part II, Corollary 3.1) in the journal version.
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or 173/ in a shorthand notatio holds on every event of the form {r =7y}, Y € Ve. For vanilla credit
derivatives on names in N, e.g. CDS contracts and CDO tranches as of , the above condition
always holds regarding U = P, by and the DMO analog of the DGC identity , and in view
of 1_} it also holds for U = D — D_. As will be illustrated by the right graph in our concluding
figure |7l the AY convey the gap risk effect in the DMO model. The conditions (8.6) on U = C° and
Cb may be satisfied or not depending on the CSA (see the remark . In view of, the coefficient
¢ (in the present no cure period case where § = 0) is given as

& =1lyey, (1—Re)(P + AY - 5f’y)+ —1yey, (1 - Ry) (P} +AY - cy Y) , Yed.. (87)
The coefficient f;(¥9) in (6.10) is given, on [0, 7], by

O +ri+m)0= (1-Re) Y A (BF+4A7 ") = (1—Ry) Y A (BY +47 -¢pY)”
YEY. YEW (8.8)
+¢Ct + M (P —Cr—9) T =X\ (P = Cr —0) ™,

where A\t = As — AZYeyb fytY. Let Yo = Y\ Ve and let X; = (Ft,ﬁt), where H = (]lyEyOHY)yEy.
We assume that the processes r,c, A, A\, P and C are given before 7 as continuous functions of (¢, )Aft)
Regarding P, shows that this property always holds in the case of vanilla credit derivatives on
names in N. Note that, in view of the last identity in , this property is also verified by the process
~. The next result, stated without proof, is the DMO analog of the DGC Theorem [5| There the main
difficulty, related to (DGC.2), came from the fact that we had to use P # Q, as opposed to P = Q simply
here. This is an easier case of immersion in the sense of the comments following the statement of the
condition (C) (note that the Azéma supermartingale given by is continuous and nonincreasing,
consistent with this immersion property of the setup). Hence we state the result without proof.

Theorem 8 The condition (C) holds, for:

(DMO.1) a reference filtration F = (F) in (C.1) given as B progressively enlarged by the ny,Y € Vo,
which satisfies

Ft =BV \/ (O’(ny/\t)\/o’({ny>t})), t>0,
YeYo

(DMO.2) P = Q in (C.2), where the BY Y €Y, and the MY ,Y € Yo, have the (F,P = Q) martingale
representation property,

(DMO.3) a Markov specification ft(ﬂ) = f(t X¢,9) of (C. 5’) for the (F,P = Q) jump diffusion X, =
(Ft,Ht) and the function f = f(t z,9) given, writing T = (t,7v,k) for v = (yv)vey € Ry and

= (ky)yey € {0,1}Y with ky =0 if Y € Ve, by:
F2,9) + (r(t,7) +4(t,7))9 =

(1= Re) 3w (Py + 8y = C9)" (6.3) — (1= Ry) 3w (Py + 4y —CF) " (13)  (gg)
Ye). YeW

+(cC+AP-9-C)T =AP-9-0C)7)(t,7),

where v(t,T) = Zy.ey. VY A=3-4 ZYG% Y-

In addition, (F,PP = Q) local martingales don’t jump at T, T avoids F stopping times, the condition (B) is
satisfied and the Azéma supermartingale S of T is given, for t € [0,T], by

Sy = e Zveve Jods 5 (8.10)

In particular, the DMO model is a marked default times setup, where the full and reduced BSDEs are equiv-
alent.

Since the condition (C) is satisfied, we can derive the following DMO analog, stated without proof, of
the DGC corollary

12 And to alleviate the notation we rewrite (C)Y as &Y, (C°)y as ég,, etc..
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Corollary 81 In the DMO model, we have v = 'y(~,)z.) = Zyey.'yy € 7‘72. Assuming all the other

conditions in Theorem @ and without cure period, so for 6 = 0 and f = f(t,’y,EN,ﬂ) as of , the
corresponding reduced TVA BSDE admits a unique square integrable solution ©r = O(t, X+), where
the function é(t, T) is a continuous viscosity solution to the corresponding semilinear PIDE. A solution ©
to the full TVA BSDE is obtained by setting © = O on [0,7) and

Or = ]1{T<T} (g:- - (Prf - Cre — éT*)Jr]l{—leZ}A) )

where 1 € Vo is the identity of the shock triggering the first default of a party. The (G, Q) local martingale
component i of © satisfies, for t € [0,7]:

e = djiy — (5; O — (Pre — Oy — éf,)w{,l@}A)th
= ~ 8.11
_( Z (g—@t)'yg/_(])t_ct_@t)+/l Z %Y)dt.l ( )

YeEY. YeY,

8.3 Cure Period

In our DGC and DMO examples so far, we postulated no cure period, i.e. § = 0. Let’s now assume, in
a DMO setup, a positive cure period 8, with a P(G) measurable C = (V,I¢,1°) and with deterministic
interest rates r; for simplicity. Similar considerations would apply in a DGC setup. In the case of
vanilla credit derivatives (CDS contracts and CDO tranches with promised dividends given by )7

in a deterministic interest rate environment, the process A; = f[T t]efst mudvgp. is a function of the
default times in [T7 t]. Writing KtY = (]l{nygt}fﬁyl{nygt}) = (th,nyHtY), K = (KY)YE)), A; =
f[o,t] e Ji rudugp, (so that BrA; = BrA} — BrA%_), we consider a cure period (G, Q) factor process
X: = (¢, I, K¢). By application of the results of |Bielecki, Jakubowski, and Nieweglowski (2012) (or by

a direct proof based on Heath and Schweizer (2000, Theorem 1) and Becherer and Schweizer (2005,
Corollary 2.3)), X is a (G, Q) homogeneous strong Markov process. Recall from (5.4) and (5.2) that

= ]l{TCSTg}(l - RC)(QT‘5 - C’7C')+ - ]l{'rbSTé;}(l - Rb)(Q75 - C?)_, (812)

where

Ly = Lngry = 1= [T = HD) Ly = L ey = 1= [T (1- 7).
YeY. YeV,

Moreover, in the case of vanilla credit derivatives such as CDS and CDO contracts as of (6.12)), we
have in the DMO model:

.8 .8
Qs =P+ A5 =P+ Aj_a — 6f7 TuduA:-_ = P(Té,FTa,KTa) + A*(Té,FTa,KTs) — efT T“duﬂi_,

for continuous functions P and A.

Remark 81 Similar as in the DGC case (see the remark |71)), any continuity statement with respect
to the second components ty of the values ky of the KtY, Y € Y, has to be understood in the sense of
the corresponding “order sets” domain and topology.

Hence, £ can be written in functional form as
€ =&(r Is, K5, Cr, AS_) = 64(X,5,Cr, AF), (8.13)

for some function & continuous in the values z of X and where C, and AX_ are considered as G,
measurable parameters. We consider the (F,P = Q) reduced factor process X; = (I, K¢, C}, (A%)}),
where K = (Iyey, K )yey. Note that there exist unique F predictable reductions C’ of C (assumed
G predictable) and (A*)" of A* on [0,7], by virtue of the condition (B) and of the positivity of St
established in the DMO model in Theorem [5| We denote by k and 7 respective values of K (or IN() and
X and we write k¥! for the vector obtained from k by replacing the component with index Y by (1,1).
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Lemma 81 We have cdva; = J;_cdva(t, X¢), Q x X a.e., where

cdva(t, X;) Z Vi § (t, I, K Yt ,C1, (A%))), (8.14)
Yey.

for a continuous function £(t,Z) such that

& =&, X,). (8.15)
Proof. In view of , the (G, Q) Markov property of X yields
& =E(B '8,561Gr) = E(Br ' Bra64(X,5,Cr, A7) [ Gr) = €(X7,Cr, AT, (8.16)
for some continuous function £(z,c,d). On {r = ny < T}, we have
K, — (RTi)Y,T
and hence

5<XT7CT7 A;,) = E(T» FT7KT7CT7A‘I*'7)

z * F > T o~/ * \/ (817)
=&(r, I, (Kr—)V7,Cr, AL ) = E(7, Iy, (K, 2)Y7, C (A%,

from which the results follows by an application of Lemma [ |

In view of (5.6) and of Lemmaostulatlng that lvat(9) in is given before 7 as a continuous
0.11]

function lva(t, Xt, ) the condition (| ) holds for the function f(t z 19) such that, with = (v,k, ¢, d)
and y(t,2) = Yy cy, v

F(t,2,09) + (r(t) +~(t,2))9 = cdva(t, T) + lva(t, 7, ). (8.18)

Therefore, Theorem (8 still holds for § > 0 with fas of (8.18) instead of in (DMO.3). Hence, we
can derive the following cure period analog of Corollary [81]

Corollary 82 In the DMO model, we have v = ~(-, X) = ZYey ’y € Ha. Assuming all the other

conditions in Theorem @ and for a cure period 6 > 0, hence for f = f(t 'y,k c,d, 19) as of ( , the
corresponding reduced TVA BSDE admits a unique square integrable solution Oy = @(t Xt) where
the function O(t,T) is a continuous m’scosity solution to the corresponding semilinear PIDE. A solution ©
to the full TVA BSDE is obtained by setting © = O on [0,7) and

Or = Tirery (E(T, Iy, (K, )", Ch (A% )5) = (Pre — Cr e — éT_)Jr]l{_l@}A) :

where 1 € Ve is the identity of the shock triggering the first default of a party. The (G, Q) local martingale
component p of © satisfies, for t € [0, 7]:
dpuy = djiy — (5‘(7, Tr, (Kro )", CL (A%))) = B4 — (Pre = Cre — 6,2) P 1 Tb}A)th

—( S @t I, (R) Y CL(AD)) — Gl — (P - G- 617 A Y A )dt. "
YeVe Ye,
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9 Numerical Implementation and Results

Due to funding costs, the TVA equations are nonlinear BSDEs. In the case of credit derivatives, they are
also very high-dimensional. For nonlinear and very high-dimensional problems, any numerical scheme
based, even to some extent, on dynamic programming, such as purely backward deterministic PDE
schemes, but also forward/backward simulation/regression BSDE schemes, are ruled out by the curse
of dimensionality (see e.g. |Crépey (2013, Part IV)). Now, in any bottom-up credit portfolio model
such as the DGC or the DMO model, the dimension is at least the number of credit names. Hence,
for n greater than a few units, the only feasible TVA schemes are purely forward simulation schemes,
such as the branching particles scheme of Henry-Labordere (2012) or a Monte Carlo estimation of the
successive terms of the linear expansion of [Fujii and Takahashi (2012a,2012b)), respectively dubbed
“PHL scheme” and “FT scheme” below. In our setup, the PHL scheme involves a nontrivial and rather
sensitive fine-tuning for finding a polynom in ¢ that approximates the terms (P; — Cy — ﬁ)i in lva:(9)
in a suitable range for ¥. Ideally, such a polynom should be adaptive and depend on (P; — Ct), but
in a PHL scheme the approximating polynom has to be fixed once for all in the simulation. The only
way we were able to achieve a good fine-tuning is by using a preliminary knowledge on the solution
obtained by running the FT scheme or a linear approximation in the first place. Since a numerical
scheme that can be run automatically and does not involve any fine-tuning is preferable, we focus on
the FT scheme in the sequel.

9.1 Fujii and Takahashi’s TVA Linear Expansion

The FT scheme is based on an expansion of the coefficient, hence of the solution O, to a Markovian
BSDE on [0,T] such as (4.5)/(6.11)), as a series O ~ 00+ oW+ 0@ 4 0B ... of solutions to linear
BSDESs, where the next BSDE in the series uses the solution to the previous one as input data. Let

f(t,2,9) == f(t,7,9) +v(t,T)9 = cdva(t,z) + lva(t,z,9) — r(t,z)d (9.1)

(cf. ) In order to exploit some cancellation between related discount factors in Lemma [91| below,
it is preferable to use an F'T' expansion of the coefficient f rather than ]7, treating the ~(t,7)d term in
f as a discount factor (cf. the right identity in ) In terms of f, the reduced BSDE (4.5]) is written
as: ©p = 0 and, for ¢ € [0, 7],

~d6y = f(t, Xy, O)dt — diiy = (f(t, X¢,04) — ~(t, X¢)Or)dt — djiy.

The corresponding FT expansion reads (cf. Fujii and Takahashi (2012a;, Equations (2.4), (2.6) and
(2.7) in the arXiv version)): ©% = 0 and, for ¢ € [0, T,
65 =6 + 0 + 26 + &6 4 ...
F(t, X4, 65) = F(t, X¢,09) + (01 + 0@ + 36 .. )0y f(t, X1, 6() + ...
Quoting |[Fujii and Takahashi (2012a) page 4 in the arXiv version), “by putting e = 1, 0O + oM 4
0 +00) 4. s expected to provide a reasonable approximation for the original © as long as the
residual term is small enough to allow the perturbative treatment.” This is studied mathematically in

a diffusive setup in |Takahashi and Yamada (2015). Collecting all terms in ¢', the resulting first O
terms are written as @®) = 0, due to the null terminal condition of the reduced TVA BSDE (4.5)), and

o -2 | DR (4 %, 89 — 0)as | 7).
tT ~

6 =i / e K0, 1 (5, %y, 80 = 0)6as | 7], 9.2)
t

~ T s v —_ ~ ~ ~
i = ]E[/ e X, (5, %0, 60 = 0)8ds | ).
t
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The first two lines correspond to the identities (2.19) and (2.22) in the arXiv version of |[Fujii and
Takahashi (2012a). Compared with the third line, the complete third order term comprises another
component based on 832 f- In our case, 81292 f involves a Dirac measure via the terms (P — Cy — ﬁ)i
in lva(9) (cf. (5.6)), so that we truncate the expansion to the term éf') as above. Moreover, we use
the interacting particles implementation of these formulas provided in |[Fujii and Takahashi (2015) and
Fujii, Sato, and Takahashi (2014). Namely, we randomize, based on independent exponential draws (;
with parameters u;, each time integral that intervenes in either explicitly or implicitly through

the terms 6" and 6%. Specifically, the following identities follow from (9.2]) by the tower rule :

- ~ 11
o) = E[n €
0 G <T 11

< ¥ _ ~
e Jo ! ’y(r,XT)de (Cl’ XCl , O)i| ,
et CitpaCe gt
- e

[1 H2
et CitraCatpsds

é(()Q) = E[HC1+C2<T W(T’Xr)draﬂf@l,igﬂ)f(@ + <27)?§1+C230)}7

(9.3)
o= SO T X ydr

o = E{n
0 C1+Ca+(<T L1243

09 F (61X, 0) 007 (61 + G2 Koy 16,1 0) F (1 + 2+ G Ry vcurn0) -

In the case of dynamic (G,Q) copula models as considered in this second part of the paper, (F,P)
simulation may be nontrivial. That would for instance be an issue in the DGC model (in the DMO
model (F,P = Q) simulation is equally easy as (G,P = Q) simulation due to the immersion properties of
the setup). But, as explained after the next result, it is always possible to reformulate the P expectations
in as Q expectations, by a direct formula not involving any Girsanov weights, which allows

estimating the é((f) simply by (G, Q) simulation.

Lemma 91 Assuming the conditions (B) and (C) and the positivity of S, then, for any F progressively
measurable nonnegative process h and any independent nonnegative random variable (, it holds:

]:E []].{C<T}67 f‘)( ’Y;dshg} =K []l{c<.,—_}h<] . (94)

Proof. By Fubini’s theorem, we only need to prove the lemma for { = s constant positive. Let Hs =
Lis<ryhs. Since h is F adapted, E[Hs1(,,3] = E[HsSs]. We recall from (Crépey and Song (2015al
Lemma 2.2 5)) the following multiplicative stochastic exponential decomposition of S on [0, 7] (having
assumed Sy > 0):

1 1
S - SQS(—ST.'D)S(@.Q%

where S = Q —D is the (F, Q) canonical Doob-Meyer decomposition of S. By (Crépey and Song (2015al,
Theorem 3.1), the (F,Q) density process of P is given by £(75.Q) on [0, T]. Therefore,

E[H,1 ()] = E[H,S,] = ]E[HSSOE(—S%.D)SS(%.Q)S] - IE[HSSOE(—S%.D)S]. (9.5)

Note that So = 1 and D is the drift of the Azema supermartingale of 7 in (F,Q), so that D is absolutely
continuous, i.e. D = v.\ for some density process v. Hence, the stochastic exponential 5(—5%.2)) is a

usual exponential. By Jeulin (1980, Remark 4.5), 1o -] g~ is the (G, Q) predictable dual projection
of 17 o). Therefore,

14
L5~ =70,

so that, in view of the remark , % =1 holds on [0, T]. As a consequence, after substitution of ¢ for
s, the identity (9.5)) is rewritten as (9.4). B
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Applications of Lemma [91] to (9.3) yield

111

& — E[ncla%f(gh)?gl,o)}
é(()Q) = E[1€1+C2<?M819f(C17X§1aO)f(CI + Cz,)?gﬁcgyo)]’
H1p2 (9.6)
(5(3) _ E[]l = el£1C1+H2C2+H3(3
0 C1+Ca+(C3<T L1 L2 i

aﬁf(clv)?ﬁpo)aﬁf(cl + C27)~(<1+¢2,0)f(4"1 + ¢+ {3,)?41“2%3,0)}.

In the two cases considered with § = 0 in this second part of the paper, the reduced factor process
X consists of some components of a full factor process X, namely X: = (m¢,k¢) in the DGC setup
without cure period of Sect. and X; = (I, H;) in the DMO setup without cure period of Sect.
Hence, for § = 0, we can compute the éél) based on by (G, Q) simulation of X, which is fast and
easy in both cases based on the copula properties of each model. In the DMO setup with positive cure
period ¢ > 0 of Sect. one residual difficulty with the formulas is that f(t,z,9) in involves
nontrivial edva(t,z) terms as of (8.14]). But the computation of these can be avoided by resorting to

the following add-on to Lemma , (9.7) implying that the é(()i) in can be computed by (G, Q)
simulation of X, C and A*. Recall & from (8.13).

Lemma 92 In the DMO setup with positive cure period § > 0 of Sect.[8.3, the notation of which we use
here, for any F predictable process h and for any independent diffuse random variable ¢ such that h¢ is Q
integrable, we have:

oyd — [$F0 r(s)ds
E[1 (¢ cryheedva(C, Xe)] = E[Lccryhe Yyey, 1l e Je 7 g*(XZ;C,CC,Ag)], (9.7)

where we write XtY’S = (t, Iy, (K¢)Y'%), for any 0 < s < t.

Proof. By the recursively immersed feature of the DMO model (Markov copula properties of Bielecki
et al. (2014a, Part 1) and [Bielecki, Jakubowski, and Nieweglowski (2012)), the process X Y obtained
as X deprived from the Y** component of K is a (G, Q) homogeneous strong Markov process, for any
Y € Y. We denote by T the transition function of the process XY killed at the rate r over the time
horizon §, i.e., k=Y representing a value of K deprived from its Y*" component,

+6

(o, (1, k) = T [l (7 k) =Bl 0 TR )IXY = (Ly k)]
—E[e” 5 T o (x 57164
On {r =7y}, we have K s = (K,s)"", hence (cf. (8:13))
€= &u(r’ Tps. (Kp) "7, Cr AT) = &y (X1, Cr A,
for functions &y such that, for any z = (s,v,k), c,d,
&y (@Y, c,d) = &(s, 7, k7% ¢, d).

Viewing C; and AX_ as Gr_ measurable parameters, we compute:

— T(S TJ
& =Ele~ Sl T(S)dsﬂgr] :]E[e_fT r(s)ds Z §Y(XT_5Y7CT7A’j*'f)]l{T:ny}‘gT]
Yey.
6
-y Ele= 7 rMsg, (XY Cr, AT_) (4 1G4]
Yey.
D T ey (Cr AL N ey = D T [ (5 Cr ATDIK )Ly
YeVe YeYe
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where the fact that {r = 9y} = {r > ny} € G- (resp. XY doesn’t jump at 7 on {r = ny}) was used
to pass to the third line (resp. in the last identity). Hence, Lemma [61] yields

cdvar = Ji— Y AW T3 [y (5 Cr AL(XY), @ x X ae. (9.8)
Yey'

As a consequence, given an independent random variable ¢ with density p such that h¢ is Q integrable,

we can write, using respectively the formula and the definition of 7:;Y to pass to the second and
third line:

E[h¢ Lie<rycdva((, )Afc)] = ng[ht]l{K;}cdva(t,)A(’t)] p(t)dt = fOTIE[ht]l{K;}cdvat] p(t)dt
= o E[hilizny Syey, ¥ T 6 (- Co AN (X b0y

+0
=Jy E{ht]l{tST} Yyey, W Bl “s)dsﬁv(XZszCtﬂt*f)lgt]} p(t)dt

5
= [ B[l picry Syey, e 0 7O, (19, T, (Kys) Y, Cr, AF)] p(t)dt
0 {t<r} €V s
— s d Y,
=E[Licaryhclicer Lyey, e 10 "% e (X6 C A m

Note that this proof exploits the specific immersion and Markov copula properties of the DMO model,
through which each process XY is Markov in the full model filtration G.

To conclude this paper we present TVA computations in the above DGC and DMO models,
on CDS contracts and protection legs of CDO tranches corresponding to dividend processes of the
respective forms D? and D as of . For these computations we follow the most conservative TVA
approach of ignoring windfall benefits at own default, setting R, = 1 and A = 0 (see the remark ,
which allows numerical validation of the results based on the reduced BSDE by results based on
the full BSDE (3.6). Namely, further setting ¢ = A = 0, we have the following linear approximation
formula for the time-0 value of the solution to the full TVA BSDE:

60 ~E[LirerBrat + [ Buge(P)ds]
(9.9)

= B[ ary Byl 1<y (1= Re)(Prs + Ays — )+ / Bks (Py = Co) T ds].

For A = 0, this approximation is exact and a Monte Carlo loop based on the second line in yields
an unbiased estimate for Oy = éo alternative to Monte Carlo estimates for éél) + 562) + éég) in (19.3))
or . For X\ # 0, is only a linear approximation to ©g.

Unless stated otherwise, the following numerical values are used (on top of Ry, =1 and A =c =
A = 0, for consistency with , and of the values set after regarding the parameters of the
credit derivative contracts):

r=0, Re=40%, 6=0, V=I°=1"=0, X =100 bp = 0.01, uj:%, m = 10%, (9.10)

where m is the number of runs that are used in all the Monte Carlo estimates. In particular, for these
data, © is nonnegative.

9.2 Numerical Results in the DGC Model

We start by TVA computations on CDS contracts with maturity 7'= 10 years in a DGC model with
¢ = 1\[;%] and o = 0.6 unless otherwise stated. The functions h; are chosen so that the 7; follow
exponential distributions calibrated to the fair contractual CDS spreads that appear in Table [I} In
Figure[2] the left graph shows the TVA on a CDS on name 1, computed in a DGC model with n =1 by
FT schemes of order 1 to 3, for different levels of nonlinearity represented by the value of the unsecured
borrowing spread X. The right graph shows similar results regarding a portfolio of one CDS contract on
each name ¢ = 1,...,10. The time-0 clean value of the default leg of the CDS in case n = 1, respectively
the sum of the ten default legs in case n = 10, is 4.52, respectively 40.78 (of course Py = 0 in both
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7 -1 0 1 % -1 0 1 2 3 4 5 6 7 8 9 10
S 36 | 41 | 47 S 39 | 40 | 47 | 36 | 41 | 48 | 54 | 54 | 27 | 30 | 36 | 50

Table 1 Time-0 bp CDS spreads of names -1 (the bank), 0 (the counterparty) and of the reference names 1 to n
used when n =1 (left) and n = 10 (right).

cases by definition of the fair contractual CDS spreads). Hence, in relative terms, the TVA numbers
visible in Figure [ are quite high, much greater for instance than in the cases of counterparty risk on
interest rate derivatives considered in |Crépey, Gerboud, Grbac, and Ngor (2013). This is explained by
the wrong-way risk feature of the DGC model, namely, the default intensities of the surviving names
and the value of the CDS protection spike at defaults in this model (as will be demonstrated by the
left graph in our concluding figure . When ) increases (for X = 0 that’s a case of linear TVA where
FT higher order terms equal 0), the second (resp. third) FT term may represent in each case up to
5% to 10% of the first (resp. second) FT term, from which we conclude that the first FT term can be
used as a first order linear estimate of the TVA, with a nonlinear correction that can be estimated by
the second FT term.

TVA one CDS different orders TVA 10 CDSs different orders
T T

0.42 . .
1st 2nd 3rd 1st 2nd 3rd

Order Order

Fig. 2 Left: DGC TVA on one CDS computed by FT scheme of order 1 to 3, for different levels of nonlinearity
(unsecured borrowing spread \). Right: Similar results regarding the portfolio of CDS contracts on ten names.

In Figure [3] the left graph shows the TVA on one CDS computed by FT schemes of order 3 as
a function of the DGC correlation parameter g, with other parameters set as before. The right graph
shows the analogous results regarding the portfolio of ten CDS contracts. In both cases, the TVA
numbers increase (roughly linearly) with o, as desirable from the financial interpretation point of view.
For more about this (regarding also the change of monotonicity that would occur at very high g in case
of a reference entity of the CDS significantly riskier than the counterparty), see |Brigo and Chourdakis
(2008), |Brigo and Capponi (2010) and Brigo, Capponi, and Pallavicini (2014]).

In Figure [4] the left graph shows that the errors, in the sense of the % relative standard errors
(% rel. SE), of the different orders of the FT scheme don’t explode with the dimension (number of
credit names that underlie the CDS contracts). The middle graph, produced with n = 1, shows that
the errors don’t explode with the level of nonlinearity represented by the unsecured borrowing spread
X. Consistent with the fact that the successive FT terms are computed by purely forward Monte Carlo
schemes, their computation times are essentially linear in the number of names, as visible in the right
graph.

Table illustrates the statement made after . Namely, for X = 0, the 95% confidence interval
of the FT scheme based on is included into (in particular, fully consistent with) the 95% confidence
interval of the Monte Carlo based on the formula , formula which is unbiased for A = 0. But, as \
increases (i.e. from bottom to top in the table), the approximation reveals a significant upward
bias increasing with A, for uses (Ps — Cs)™ instead of what should be (Ps — Cs — @)™ under the
time integral, with © > 0 here. On top of this bias, one can see in Table[2] that the confidence intervals
of the Monte Carlo estimates based on are substantially broader than the FT ones. In addition,
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TVA one CDS different correlations

TVA 10 CDSs different correlations
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Fig. 3 Left: TVA on one CDS computed by FT scheme of order 3 as a function of the DGC correlation parameter g.
Right: Similar results regarding a portfolio of CDS contracts on ten different names.
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Fig. 4 Left: The % relative standard errors of the different orders of the expansions don’t explode with the number

of names (A = 100 bp). Middle: The % relative standard errors of the different orders of the expansions don’t explode
with the level of nonlinearity represented by the unsecured borrowing spread A (n = 1). Right: Since FT terms
are computed by purely forward Monte Carlo schemes, their computation times are linear in the number of names
(A =100 bp).

to evaluate the time integral in with the required accuracy, we used time discretisation with 500
time points (i.e. a time mesh of T//500 =~ one week for T = 10y here), so that the computation times
with are much larger than the FT ones, typically a few minutes for FT versus a few hours with
(all of course proportional to the number of CDS contracts that are used). An alternative would
be to randomize the time-integral in as we do in the FT schemes, but this would result in an
even greater variance than the one reflected in the last column of Table [2] (for computation times that
would be similar to the ones of the FT scheme). Summarizing, in the DGC model, the TVA numbers
based on the full BSDE take significantly more time and/or are significantly less accurate than the
TVA numbers based on the reduced BSDE.

X (bps) || FT3 | 95% CI ©9) | 95% CI
300 0.60 | [0.58,0.63] || L.17 | [1.11,1.22
200 0.54 | [0.52,0.56] || 0.01 | [0.85,0.96
100 0.48 | [0.47,0.50] || 0.65 | [0.59,0.70

0 0.43 | [0.41,0.44] || 0.40 | [0.34,0.45

Table 2 TVA computations on one CDS (g = 0.6). Columns 2 and 3: by the FT scheme based on . Columns /4

and 5: by Monte Carlo based on the formula .
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9.3 Numerical Results in the DMO Model

We consider a DMO model with constant shock intensities and n = 120 credit names (unless stated
otherwise). Note that the dependence between names is all in the common shocks in this model.
The stochasticity of the intensities is not crucial for the gap risk feature that we want to investigate
here. Using deterministic (constant in this case) intensities allows speeding up the simulations. We take
individual shock intensities v{*} = 107% x (100+44), which increases from 101 bp to 220 bp as i increases
from 1 to 120. We consider four nested groups of joint defaults, respectively consisting of the riskiest
3%, 9%, 21% and 100% (i.e. all) names, with respective shock intensities of 20, 10, 6.67 and 5 bp. The
counterparty (resp. the bank) is taken as the eleventh (resp. tenth) safest name in the portfolio. In
this model, we consider CDO tranches with upfront payment (dividend process D as of ), for a
maturity T = 2 years and attachment (resp. detachment) points 0%, 3% and 14% (resp. 3%, 14% and
100%). Figure [5| shows the corresponding TVA computed by FT scheme of order 1 to 3 for different
levels of nonlinearity (unsecured borrowing spread ). The respective values of Py (upfront payment)
for the equity, mezzanine and senior tranche are 229.65, 5.68 and 2.99. Compared with these, the
TVA numbers of Figure [f] are very high, especially for the higher tranches, considerably greater again
(cf. Figure |2 and related comments) than the TVA numbers computed on interest rate derivatives in
Crépey et al. (2013). This is explained by the gap risk feature of the DMO model, namely, the joint
default dividend A, # 0. By comparison, in the DGC model we have A, = 0 but the default intensities
of surviving names and the cost of credit protection spike at defaults (whereas default intensities of
surviving names are not affected by defaults in the DMO model). It is in this sense that we view the
DGC and the DMO model as respective wrong-way and gap risk setups.

The second (resp. third) FT term never exceeds in each case, depending on X increasing from 0
to 300 bp (for A = 0 that’s a case of linear TVA with higher order FT terms all equal to 0), more than
5% of the first (resp. second) FT term in Figure [5] from which we conclude that the first FT term can
be used as a first order linear estimate of the TVA, with a nonlinear correction that can be estimated
by the second FT term. Figure [f] is the analog of the DGC CDS Figure ] but for the DMO CDO
tranches of Figure [] with similar conclusions. Table [3] compared with Figures [f] and [f] shows that

TVA equity tranche different orders TVA mezzanine tranche different orders TVA senior tranche different orders
10 " = 2.35 " = 188 " =
—+=X=0% —=A=0% —=A=0%
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—=)\=2% 23 ——)\=2% 186 =\ \=2%
8 ——)\=3% g —+—1=3% —-)\=3%
. ~__ 184
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Fig. 5 TVA on CDO tranches with 120 underlying names computed by FT scheme of order 1 to 3, for different
levels of nonlinearity (unsecured borrowing spread \). Left: Equity tranche. Middle: Mezzanine tranche. Right: Senior
Tranche.

on top of being biased (depending on ), equal to 100 bp in Table , a Monte Carlo estimate based
on the linear approximation formula has a large variance, especially for higher tranches. In fact,
for higher tranches, nonzero payoffs become quite rare events, so that exploiting the knowledge of the
explicit formulas for the intensities in an FT scheme greatly improves the variance by comparison with
a crude simulation based on . In addition, the simulations for take considerably more time,
due to the discretisation that is used for valuing the time integral (or, if the integral was randomized
as in the FT scheme, then this would increase the variance even further).
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Fig. 6 Analog of Figure |4] for the mezzanine CDO tranche of the middle panel of Figure [5in the DMO model.

Tranche TVA | Rel. SE 95% CI Tranche TVA | Rel. SE 95% CI
Eq. 5.00 7.43% 4.63 , 5.37 Eq. 4.94 2.40% 4.82 , 5.06
Mezz. 2.05 63.25% 0.75 , 3.34 Mezz. 2.14 19.60% 1.72 , 2.55
Sen. 1.67 | 64.59 % 0.59 , 2.75 Sen. 1.74 20.02% 1.39 , 2.09

Table 3 Linearized DMO TVA on CDO tranches computed by a Monte Carlo based on (A = 100 bp). Left:
m = 10%. Right: m = 10°.

In the remaining paragraphs of this section, we show some results computed in the DMO setup
in the continuous variation-margining case where V; = P;_ (cf. the remark , as opposed to V =10
before.

Table [f] compares the performance of the FT scheme based on the reduced BSDE and of Monte
Carlo simulations based on the formula to compute the TVA in the continuous variation-margining
case where V> = P,_. As already repeatedly found above, the FT scheme has significantly less variance,
crucially so for higher tranches. The FT scheme also takes considerably less computation time, due to
the need of computing the time integral in the case of (unless this integral is randomized but this
would increase the variance even more). Note that even in this continuous variation-margining case,

Tranche TVA | Rel. SE 95% CI1 Tranche TVA | Rel. err. 95% CI
Eq. 0.99 5.02% 0.96 , 0.99 Eq. 1.02 17.02% 0.84 , 1.19
Mezz. 2.12 4.94% 2.09 , 2.15 Mezz. 1.95 66.51% 0.65 , 3.24
Sen. 1.76 4.94% 1.74 ,1.79 Sen. 1.62 66.64% 0.54 , 2.70

Table 4 TVA computations in the continuous variation-margining case V; = Pr_ (A = 100 bp, § = 0, m = 10%).
Left: FT scheme based on (9.3). Right : Monte Carlo based on the formula (9.9).

we have
Qs —CFi=(Ps —Pro)+ Aps — I, (9.11)

where the wrong-way and gap terms (P,s — Pr_) and A_s = ,6’;;1 f[T)T(,»] BsdDs, in which A_s includes
the “joint default dividend” D; — D-_ = A;, can be quite substantial. Accordingly, observe from the
left panel in Table El that, even though V; = P._ and § = 0, the TVA numbers are still important
relatively to the corresponding values of Py especially for higher tranches. By comparison with Table
we see that it’s only for the equity tranche that the TVA is substantially reduced by the variation
margins, whereas the TVA of higher tranches, essentially due to common shocks, cannot be mitigated
by variation margining.

These findings motivate the need for initial margins 7°. But the left panel of Table [5, computed
with § = 0 based on , shows that the amount of initial margins 7¢, assumed a constant proportional
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to ©g for simplicity here, that is required to balance the DMO gap risk term (joint default dividend
Ar = Dy — D,_) is huge, especially for higher tranches. This is consistent with the extreme tail event
feature of CVA on long protection (especially higher) CDO tranches. Namely, most of the CVA comes
from the few joint default scenarios giving rise to the joint default dividends A = D — D,_. To
compete with these, initial margins must be of the same level of magnitude, i.e. very large, and this
at every point in time of every possible scenario, as DMO default times are totally inaccessible. Such
levels of initial margins would represent a huge funding charge for the counterparty. We only consider
the perspective of the bank here, but a huge funding charge for the counterparty means that the bank
could hardly claim such levels of initial margins. About the difficulty of mitigating joint to default risk
by collateralization, see also |Bo and Capponi (2015] last paragraph of Sect. 3.1).

Back to I° = 0, the right panel in Table [5] shows the impact of the cure period §, using Lemma
to compute the éél) by (G, Q) simulation based on (9.7)). Regarding long default protection positions
of the bank corresponding to payoffs D as of (6.12]), most of the CVA is due to the joint default
dividend Ar in the common-shock model, especially for higher tranches. This gap risk is already there
for 6 = 0, instantaneously realized in the joint default dividend Ar = D — D,_, rather than developing
progressively through § > 0. Accordingly, the right panel in Table [5] shows that the impact of ¢ is very
limited, even if a bit less for the equity tranche. In the DGC model, we would have a similar effect
through a large term (P.s — Pr_) in q, already large for 6 = 0 as revealed by the comparison
between the left graphs in Figures [3| and [7] However, this limited impact of § > 0 (or instantaneous
impact of 7, already present for 6 = 0) is restricted to this particular situation of counterparty risk
on credit derivatives that we consider here. For counterparty risk on other kinds of derivatives, the
methodology of the first part of this paper (Sect. [2| through @ is equally relevant and the impact
of ¢ is significant. In fact, the continuously variation-margined TVA for § = 0 is then equal to zero.
Hence, once a position is fully collateralized in terms of variation margins, the gap risk related to the
cure period becomes the first order residual risk. The reader is referred in this regard to |[Armenti and
Crépey (2015} Sect. 8.5), where an impact in v/3 is observed in the context of a model of counterparty
risk on interest rate derivatives.

[ Tranche/I¢ H © [ 106 [ 1020¢ [ 10360¢ [ 10%0¢ H Tranche/ § H 0 [ 2 weeks [ 1 year ]

Eqg. 0.97 | 0.85 0.16 0.00 0.00 Eq. 0.99 0.99 1.49
Mezz. 2.12 2.11 1.99 0.87 0.00 Mezz. 2.12 2.12 2.14
Sen. 1.77 1.76 1.66 0.73 0.00 Sen. 1.76 1.76 1.76

Table 5 Impact on @g of the initial margin I¢ posted by the counterparty (left panel with § = 0) and of the cure
period § > 0 (right panel with I¢ = 0) in the continuous variation-margining case where V- = Pr_.

9.4 Conclusions

To put a final point on the respective wrong-way and gap risk features of the DGC and DMO models,
our concludlng figure [7] shows the analogs of the left graph in Figure [l and of the middle graph in
F 1gure usmg flawed simulations where we replace Pt + Ae by P;— in all the coefficients f (cf. -7
and ) thus artificially removing the respective wrong-way and gap risk from the DGC and
DMO models. We can see from the figure that the corresponding fake TVA numbers are up to five
(resp. ten) times smaller than the “true” TVA levels that can be seen in Figure (resp. . In addition
of being much smaller, the fake DGC TVA numbers in the left panel are now mostly decreasing with
0, showing by comparison with the previous DGC results that it is actually the wrong-way risk that
explains the “systemic” increasing feature observed in the “true” DGC model. As for the fact that the
fake DMO TVA numbers are so small, it confirms that most of the TVA in the genuine DMO model
is due to joint defaults, which is consistent with the findings in |Bo and Capponi (2015} Figure 1).
From a broader numerical perspective, independent of the particular credit derivative models
that are used in the second part of this paper, let’s recap the advantages of the reduced TVA BSDE
with respect to the full TVA BSDE from a numerical point of view. First, in case A > 0,
no direct simulation approach for the full TVA BSDE (3.6) seems possible. Second, when A =0 and a
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Fig. 7 Left: Analog of the left graph of Figure [3|in a fake DGC model without wrong-way-risk. Right: Analog of the
middle graph of Figure [5|in a fake DMO model without gap risk.

direct simulation approach for the full BSDE could be possible, in the case of high dimensional
applications where only purely forward simulation schemes are feasible, it’s only a first order linear
approximation that can be estimated directly based on . By contrast, a nonlinear correction
can be computed for ) based on the FT expansion and its particle implementation ({9.3|) or
lm) The tractability of the FT schemes or is due to the null terminal condition @T =0

in , implying that 8(0) =0 in , , which would not be the case in a tentative
3.6)).

adaptatlon of the FT scheme to the full BSDE ( Third, even in cases where one can neglect the
nonlinearity in and solve it by standard Monte Carlo, using the reduced BSDE (| improves
the variance of the simulation.

A Gaussian Estimates

In this appendix we derive Gaussian estimates used in the study of the DGC model of Sect. [7}

Lemma Al Given a positive decreasing continuously differentiable function I' on Ry such that

/ tIr(t)dt < oo and lim t4"1r(t) — 0,
Ry

tToo

for some integer d > 0, we write g(y) = — 11:,((5)), G(y) = f;o t4r(t)dt. Let 5> 0 and a, e > 0.
(1) If 9(y) = ay fory >y, then

Gly) < (i +e)y Iy for y>gvyfld- 1|(€0%2 + é),

(i) If g(y) < ay fory >y, then

1 1

G(y) > (E — e)yd_lf(y) for y>iyVva/ld— 1|(EO7 — E)'

Proof. We only prove (i), for (ii) is similar. For every positive continuously differentiable function ¢
on (0, +00),

(G(y) — o) () =~y I'(y) — &' W (y) + o(y)9(y) T (v)
= (p()gy) — v — &' W) (y) > (ayely) —y* — &' W) (y)
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for y > g. For o(y) = (2 + )y,
aye(y) — v~ @ (y) = (1 +ea)y’ o = (= +)(d— Dy'~2 =
cay’ — (5 +d = 1y"2 = (cay® — (= +e)(d~ 1)y’

Therefore, if y > 5V \/|d— 1|(Zz + 1), then (G(y) — () I'(y)) > aye(y) — y* — ¢'(y) > 0. But
limy oo (G(y) —¢(y)I'(y)) = 0, hence G(y) — ¢(y)I'(y) <0. W

We use the notation as well as @ and ¢ for the standard normal survival and density functions.
By a first application of Lemma [AT] to the standard normal density I" = ¢, we recover the following
classical inequalities on ¥ = ‘b : for any constant ¢ > 1,

¢y <o(y) < ey, y> o, (A.1)

for some yo > 0 depending on c. The following estimate, where ¢ and yo are as here, can be seen as a
multivariate extension of the right hand side inequality in (A.1).

Lemma A2 There exist constants a and b such that, for every j € J,
0 < ¥, (2) <a+blz]lco. (A.2)

Proof. By conditional independence of the components of a multivariate Gaussian vector with homo-
geneous pairwise correlation g, we have &), (z) = [, I'(y)dy, where I'(y) = [[;c, ® (m> o(y).

ov/1—p
Hence
; Zi +o\/py
1/]],0( ) Uﬁ/wp’g(z y ( J \/% )dy, (A3)
where wp,o(z,y) = @F(y()z) . Straightforward computations yield
p,o

g(t):—l;/((:)) :Z (z(lj—i—lai/;t)gal\c +t>t,

leJ

whereas for ¢ > max;¢ ; Uf(m/l pyo — z;) and t > f max¢ j z;, we have

+oo/pt
9(t) < Xjey e U\/; g%+t<o‘t

with a := ZZGJ 2c Ufp ai‘/\L +1 > 1. Applylng Lemma 1) with d = 1, = 1 and ¢ = 1,

respectively (ii) with d =0, o = @ and € = 5=, yields

tI'(t)dt < 2I'(y), y >0, respectivel rt)ydt>-—rI(y), y>yVv —,
| roa<are), y pectively [ FOa 2 2 r0). v>v 7

where y = \1[ maxc j |Zl\+gf‘7\/1 — pyo. Thus, setting y; = y+1 = f maxc j |zl\+afm/1 — pyo+
1,

1

[e%e] Y1 oo Y1
/0 tr(t)dt :/O tF(t)dt+/y tr(t)dt < y1/0 I(t)dt +2I'(y1)
< / " Pyt + day / ¥ Pyt < (1 + 4a) / Y ryt,
0 Yy 0

Y1

ie.

/ Ly (2, 1)dt < (1 + 48)y1. (A.4)
0
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Now, by (A.3]) and the right hand side inequality in (A.1)),
0<oy1-pipq(z)

1 25+ o\/py
< —1 . ioupy L S y)d
- /IR <d5(yo) gty T T, {de) wp,o(2,y)dy
1 czj co\/p (A.5)
= 1 7 d
<¢(y0) * 0m> ovVT—p Jr {oyBy>0/Tpyo—2;} Yoo (2, ¥)dy
1 cz; co\/p o0
< + > + Yywp,o(2,y)dy,
(‘P(yo) ovI—=p/) ovI=0pJ po(2:9)

so that by substitution of (A.4) into (A.5))

— 1 czj co/p _
0<oy1 Pl/)p,a(z) < <¢(yo) + U\/ﬁ) + Um(1+4a)y1. ]

Lemma A3 Let my = fg ¢(s)dBs, where B is a a univariate standard Brownian motion and < is a square

2
integrable function with unit L? norm. For any constant q¢ > 0, eZ5"Po<s<t ™s s integrable for sufficiently
small t.

Proof. The process (m¢)¢>o is equal in law to a time changed Brownian motion (W7):>q, where W is

a a univariate standard Brownian motion and ¢ = f; s%(s)ds goes to 0 with ¢. Thus, it suffices to show
the result with m replaced by W. Let r; be the density function of the law of supg<,<; |[Ws| and let
Ri(y) = fyoo ri(xz)dz,y > 0, so that

oo

o0
Bler =i Vi = [ e )y = ~[Re)e I+ 20 [ (e dy (A.6)
0 0
and (using the reflection principle of the Brownian motion)

Ri(y) = Q[supgco<; (Wi + W5) > 9] < Qsupg< < Wi > 4] + Qlsupgcoc; Wi > 4]
= 2Qlsupg<s< Ws > 5] = 2Q[[Wi| > 5] = 2Q[[Wh| > 377] = 42(52%),

where by the left hand side in (A.1))
)5l < el .

Y Yy Y
o(-L )L Yy = . =L > .
G2 =GR = 7 SN
Therefore, for % > ¢, both terms are finite in the right hand side of (A.6]), which shows the result. i

2
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