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Abstract  During the past decade, a structured financial product called “Collateralized Debt Obligation
(CDO)” has been drawing much attention of researchers and practitioners, and is now traded with growing
liquidity. However, the approach for CDO pricing has been rather limited in the literature, largely because
it is necessary to evaluate the time dependent distribution of the underlying cumulative loss so as to find the
pricing scheme satisfying the non-arbitrage condition of the derivatives market. The purpose of this paper is
to fill this gap by describing the CDO model in terms of a semi-Markov modulated Poisson process. Based
on the theoretical results of Huang and Sumita [6] as well as the Laguerre transform method, numerical
algorithms are developed for evaluating the time dependent distribution of the cumulative loss up to time
t, which in turn enables one to evaluate the price of a CDO tranche. Some numerical results are presented,
demonstrating the power of the algorithms.

Keywords: Applied probability, semi-Markov modulated Poisson process, reward pro-
cess, Laguerre transform, finance, CDO pricing

1. Introduction

A structured financial product called “Collateralized Debt Obligation (CDO)” securitizes a
reference portfolio of default risky instruments. If the portfolio contains loans or bonds, then
the CDO is called a cash CDO. When the referenced portfolio consists of “Credit Default
Swaps (CDS’s)”, it is called a synthetic CDO. Recently, portfolio credit derivatives such as
Tranched Index have been drawing much attention of researchers and practitioners, and are
now traded with growing liquidity.

A typical approach for assessing (synthetic) CDO and Tranched Index is based on the
Gaussian copula model of Li [10]. Because this model is essentially static, the dynamic
evolution of CDO tranches cannot be captured. In order to overcome this difficulty, it is
often necessary to introduce a two layer process, where the first layer describing the macro
economic condition would affect portfolio loss distributions expressed in the second layer.
In other words, the default intensity function would satisfy a stochastic differential equation
(or assumed to be driven by a certain Markov chain) characterized by the state of the
external economic condition as well as the history of defaults up to the current time. Some
recent papers along this direction include Arnsdorf and Halperin [1], Bielecki, Vidozzi and
Vidozzi [2], Frey and Backhaus [5], de Kock, Kraft and Steffensen [3], Schonbucher [11] and
Sidenius, Piterbarg and Andersen [12].

Although some structural characteristics of CDO tranches could be captured by these
pioneering models, they are far from offering the computational vehicle for evaluating CDO
tranches in continuous time, and one often has to resort to Monte Carlo simulation for this
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Cumulative random shocks and CDO pricing 159

purpose. To the best knowledge of the authors, Lando [9] is the first to suggest the use
of MMPP for capturing the stochastic behavior of portfolio losses. (Here, MMPP stands
for Markov Modulated Poisson Process, which is a generalization of the Poisson process in
that the arrival rate depends on the state of an independent continuous time Markov chain.
For further details, the reader is referred to Fischer and Meier-Hellstern [4].) Consequently,
the computational procedure for general Markov chains can be applied for evaluating loss
distributions. However, the infinitesimal generator characterizing the underlying Markov
chain could be huge, imposing the tremendous computational burden. Takada, Sumita and
Takahashi [21] recapture the MMPP model of Lando [9] within the context of CDO. By
exploiting the first passage time structure, efficient computational procedures are developed
for evaluating loss distributions and pricing CDO tranches. This model has been extended
further in Takada and Sumita [20], where two industrial segments are introduced to enhance
the reality of the model. In both Takada, Sumita and Takahashi [21] and Takada and
Sumita [20], the loss of a single default is considered to be constant, which may be somewhat
unrealistic.

In order to overcome this pitfall, this paper provides a cumulative random shock process
generated from a semi-Markov modulated Poisson process, enabling one to cope with random
costs associated with corporate defaults. It should be noted that this process is a special case
of the multivariate reward process discussed in Huang and Sumita [6], where the transform
results obtained therein are used to derive the time dependent distribution of the cumulative
aggregate loss explicitly. Using the Laguerre transform method developed by Keilson and
Nunn [7], Keilson, Nunn and Sumita [8], and further studied by Sumita [13], computational
algorithms are developed for evaluating the distribution of the loss process for the underlying
CDO model, which in turn enables one to evaluate the price of a CDO tranche.

The analytic results obtained in Huang and Sumita [6] cannot be inverted into real
domain. Accordingly, the use of such results have been largely restricted to asymptotic
expansions of moments. However, for applications like the CDO pricing problem under
consideration here, the moment information is not sufficient and it is absolutely necessary
to evaluate the distribution of the cumulative aggregate loss at time t explicitly. The
thrust of this paper is to re-express the transform results by taking advantage of a case
of a semi-Markov modulated Poisson process in such a way that the inversion from the
bivariate Laplace transform domain to the real domain becomes possible. This work is
quite laborious and challenging, and should be considered as a good contribution in its own
right. Furthermore, it is worth noting that the bivariate version of the matrix Laguerre
transform is developed for the first time in this paper.

Throughout the paper, vectors and matrices are underlined and double underlined re-
spectively, e.g. u and v. The vector of having all components equal to 1 is denoted by 1. The
indicator function 5{St_atement} takes the value of 1 if Statement holds true and 0 otherwise.

The structure of this paper is as follows. In Section 2, the structure and pricing scheme
of CDO are introduced. Section 3 describes the model employed in this paper to capture
the default phenomenon, with transform results of the distribution of the cumulative ag-
gregate loss Z(t) of the underlying reference portfolio. Numerical algorithms for evaluating
the distribution of Z(t) via the Laguerre transform are provided in Section 4. Some nu-
merical results are presented in Section 5, demonstrating the power of the algorithms, with
concluding remarks given in Section 6.

In order to facilitate the readability of the paper, the inversion procedures via the La-
guerre transform and the algorithms discussed in Section 4 are summarized in Appendices
A and B. The reader is also referred to Sumita and Kijima [17, 18] for a succinct summary
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160 J.-P. Huang & U. Sumita

of the computational algorithms associated with the Laguerre transform.

2. Structure of CDO and Pricing CDO Tranches

The CDO scheme involves the protection buyer (the CDO issuer) and the protection seller
(the investor) as depicted in Figure 1. Given a reference portfolio, the CDO is typically
structured by dividing the associated credit risk into tranches of increasing seniority. Here,
each tranche consists of an attachment point K, and a detachment point K, of the cu-
mulative aggregate loss of the underlying reference portfolio, where 0 < K, < K. The
protection buyer is fully responsible for the portfolio loss up to K,. When the portfolio loss
exceeds K, the protection seller compensates the protection buyer by paying the exceeding
amount beyond K, but only up to K; — K,. In exchange, predetermined premiums are
paid to the protection seller by the protection buyer according to a prespecified schedule
up to the maturity year in such a way that no-arbitrage condition of the credit derivatives
market is satisfied. Following Takada, Sumita and Takahashi [21], the procedural details
are described below for determining the premium scheme for each tranche.

Investor CDO Issuer

— Protection — .
Protection Seller Protection Buyer

+—— Premium <+—

Figure 1: Contract of CDO tranche

A typical CDO tranche contract consists of the attachment point K,, the detachment
point Ky, the premium settlement points 7 = {79, - ,7x} with 79 = 0, and the unit
premium cg, k,- These entities are related to each other through the following procedural
details. Let Z(t) be the cumulative aggregate loss of the underlying reference portfolio up
to time ¢. We note that Z(t) can be typically described as a stochastic process characterized
by a counting process associated with corporate defaults and random bad debts resulting
from such corporate defaults. Let Lk, i, (t) be defined by

0 it Z(t) < K
L[KmKd] (t) = g(t) — Ka if Ka < Z(t) S Kd . (21)
Kd—Ka if Kd< Z(t)

With notation (z)* = max{0,z}, Lk, x,(t) in (2.1) can be rewritten as

Liseorea(t) = (2() - Ka>+ - (20 - Kd>+ . (2.2)

One sees that Lig, k,(t) can be depicted as a function of Z(t) as shown in Figure 2.

Let PAY sen—buy(7) be the amount to be paid to the protection buyer by the protection
seller at time 7,k = 0,1,--- , K. This amount is equal to the increment of the cumulative
aggregate loss since time 7,_1, that is,

PAYSE)HHbuy(ﬂc) = L[Ka,Kd] (Tk) - L[Ka,Kd] (kal) s k= 1, 27 T ,K- (2-3)

In return, the protection buyer pays to the protection seller by the amount of the unit pre-
mium cig, k, applied to the remaining hedge interval, i.e. (Kq— K,) minus the cumulative
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LiKa, xd](t)
Kd-Kafp----————===-"----""-"-----

Ka Kd Z(v)

Figure 2: Cumulative loss Lix, x, of a CDO tranche

payment made by the protection seller to the protection buyer up to time 7. This amount,
denoted by PAY puy—sen (C[Km K> Tk), can be written as

k
PAY vuy—sent (Clica, k4] k) = C[Ka,Kd]{(Kd - K,) — Z PAYsequuy(Tj)} (2.4)

J=1

for k=1,2,---, K. Substitution of (2.3) into (2.4) then yields

PA Ybuy—>sell (C[Ka,Kd]a Tk) = C[Ka,Kd]{(Kd - Ka) - L[Ka,Kd](Tk)} : (2-5)

Figure 3 illustrates the procedural details discussed above.

In order to satisfy no-arbitrage condition of the credit derivatives market, the unit pre-
mium c(g, i, should be set in such a way that the expected payment throughout the contract
period from the protection buyer to the protection seller is equal to that from the protection
seller to the protection buyer. Let c’[*Ka, K.l be this equilibrium premium. One then sees that,

K K

Z e IE [PA YSellqbuy(Tk)] B Z ek [PA Ybuy—sell (CE(Kade}’ Tk)} ’ (2.6)
k=1 k=1

where 7 is the risk free interest rate. Here, it is assumed that there exists a risk neutral
martingale measure under which all price processes discounted by the interest rate r; are
martingales. With an additional assumption that r; is constant, all expectations are taken
in this paper with respect to this measure.

By substituting (2.3) and (2.5) into (2.6), it can be solved for ¢y . as

. Y€ E [L[Ka,Kd}(Tk) - L[Ka,Kd](Tk—l)]
ClKa,Ka] = %

Zk:1 e "ITRE [(Ka — Kq4) — L[Ka,Kd](Tk)]

, (2.7)

so that

Spmp eI {E[L[KayKd](Tk)] — E[Lix, 50 (Te-1)] }
Sy e { (Ko = Ka) — E[Lig ()]}

ClKa K = (2.8)
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cumulative aggregate loss: Z(t)
I

Kd

[Ka, Kd]-tranche
Ka

Protection Seller
(Protectionleg)

PAYse[l—>buy = l

PrOteCtiOn Buyer J—I—i—m—’—R

(Premiumleg) PAYbuy—sell
= CIKa, Kd] x [|

time

—

Figure 3: Typical cash flow of a CDO tranche contract

As we will see, by specifying how corporate defaults are generated stochastically and
what would be the random nature of the bad debt resulting from such corporate defaults,
Z(t) can be modeled as a stochastic process. If the survival function Fy(z,t) = P[Z(t) > 2]
of Z(t) is obtained, then the expectation of Lk, x,(t) can be evaluated from (2.2) as

E[Lik, x,(t)] = / Fy(z,t)dz — /K Fy(z,t)dz + K F7(Ky,t) . (2.9)
a d

Consequently, the equilibrium premium e, 1, CANL be computed based on (2.8). In the
next section, we employ a semi-Markov modulated Poisson process , which is a special case
of the unified multivariate counting process of Sumita and Huang [15], for characterizing oc-
currences of corporate defaults. The corresponding univariate version of the reward process
discussed by Huang and Sumita [6] then characterizes Z(t), yielding the Laplace transform
of Z(t) for each t > 0 based on the results from [6]. The inversion of the Laplace transform
can be obtained via the Laguerre transform method, thereby enabling one to assess CFKC“ Kl
numerically.

3. Corporate Default Structure based on Semi-Markov Modulated Poisson Pro-
cess and Associated Cumulative Aggregate Loss Process

For the CDO pricing problem discussed in the previous section, we assume that corporate
defaults are generated by a semi-Markov modulated Poisson process. More specifically, let
J(t) be a semi-Markov process on J = {0, 1,2}, describing the macro-economic condition.
Here, state 1 corresponds to the normal economic condition while state 0 and state 2 repre-
sent the bad economic condition and the good economic condition respectively. Corporate
defaults occur according to a Poisson process M;(t) with intensity \; whenever the semi-
Markov process is in state i. The d-th corporate default in state ¢ results in the random bad
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debt of Yis.i.q, where Yj...4's constitute a sequence of i.i.d. random variables with respect
to d for each 7, and such i.i.d. sequences are mutually independent with respect to i.

In order to facilitate our analysis, it is assumed that the semi-Markov process J(t) is
governed by a matrix cumulative distribution function (c.d.f.) A(x) = [A;;(x)] , which is
absolutely continuous with the matrix probability density function (p.d.f.) a(z) = lag(v)] =

<L A(x) . It should be noted that, if we define A;(z) and A;(z) by
ZAu D Ai(r) =1 - Ai(a)

then A;(z) is the c.d.f. and A;(z) is the corresponding survival function of the dwell time

of J(t) in state . The hazard rate functions associated with the semi-Markov process are

then defined as 77”( ) = %J((i)) , 1,5 € J . The Laplace transform of a(z) is denoted by
fo x)dx .

For notat1ona1 convenience, the transition epochs of the semi-Markov process are denoted
by 7,,n > 0, with 7o = 0. The age process X (¢) associated with the semi-Markov process
is then defined as X(t) = ¢t — max{r, : 0 < 7, < t}. For the cumulative arrival intensity
function Li(x ) in state i, if we consider an age-dependent intensity function \;(x), one has

fo :(y)dy . The probability of observing k arrivals in state ¢ within the current age
of x can then be obtained as

Li(x)*
gl(x7k) :e_Li(x) ]({;L‘) ) k:071727"' y e J.
Huang and Sumita [6] provide a multivariate reward process Z(t) = [Z(t), Zy(t), -+ , Zx(t)]"

defined on R¥ given by

M;(t) Nij(t)

Z(t) = /0 N+ Va+ 5 Yo (3.1)

€J d=1 i€J jeJ d=1

where p(7) denotes the multivariate reward rate function while the underlying semi-Markov
process J(t) is in state i € J. Y, 5 and Y .5 represent the vector valued random jumps
associated with the d-th arrival of M;(¢) in state ¢ and the d-th jump of N;;(t) describing
transitions of J(t) from state i to state j, respectively.

In this paper, we let Z(t) be the cumulative aggregate loss of the underlying reference
portfolio. One then sees that

M;(t)

=3 Vinia. (3.2)

1€ d=1

We note that Z(t) is a univariate version of Z(¢) analyzed in Huang and Sumita [6] , with
the following simplifications.

)\Z(l') =\ , forie J
Yn.j.a = 0 with probability 1 (3.3)
p(i)=0forallieJ

Let ((r,s) be the double Laplace transform of Z(t), i.e

¢(r,s) = /000 et Ele™4W]dt . (3.4)
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By setting u = 1, v = 1, w = 0+ in Theorem 3.1 of Huang and Sumita [6], and incorporating

the simplifications in (3.3), one sees that

¢(r, ) Zﬁ(sl O ) X i(sl,QM(r)) x 1, (3.5)

where Z(0) = 0, p(0) denotes the initial probability vector of J(0), and
0ri (1) = [0ar0(r), - -+ ,0ar.5(r)]" with 0574(r) denoting the Laplace transform of distribution
of Y4, 1.€., given the common probability density function Yys.i(2) of Yas.iq,

busalr) = [ Dl (3.6)

The Laplace transform generating function E(y, u) and EkD (w,u) are defined as

é(w,g) = [@j(w,,uz)] ; @j(wi,ui) — Z (/000 e‘wiraij(x)gi(ac,mi)dx> u (3.7)
m;=0
ED(% u) = [5{i:j}gf(ww“z‘)] L B (wiy ) = g; (/000 e_wizAi(QT)gi($7mi)d$> w"

(3.8)

Given t > 0, the random variable Z(t) has a mass at the origin denoted by zy(t) =
P[Z(t) = 0], and an absolutely continuous density fz, (z,t) for z > 0. More formally,
Fz(z,t) = P[Z(t) < z] can be written as

F ( = ZO / fZ+ Z, t (39)
Accordingly, ((r,s) in (3.4) is given by

¢(rys) = Col(s) + ¢ (ry5) (3.10)

where

Co(s) = /000 e Sxt)dt; ((r,s) = /000 /000 e e 4, (2, t)dzdt . (3.11)

It can be readily seen that (y(s) = lim,_, ((r, s). We note from (3.6) that lim,_, 8,,(r) =
0. It then follows from Equation (3.5) that

o= 0 {1 E ot [

From (3.5) together with (3.12), (. (r,s) = ((r,s) — (o(s) can then be obtained, after a little
algebra, as

(3.12)

ieJ

Go(r.s) = p(0) x {yf:é (s;,QMm)e} B (sL8y()x1. (313
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where
Bras (5:00a()) = By (5 0004(r)) — asls + )
= i%:i(r) /0 ) G_Staij(t)e””(kl;—?k dt | (3.14)
and
Bisi(SﬂM:i(?“)) = BZ‘(S,HM:i(r)) _%S;:M
Dy e

4. Development of Numerical Algorithms for Evaluating the Distribution of
Z(t) via the Laguerre Transform

In this section, we develop numerical algorithms for evaluating zo(t) and fz, (2,t) via the
Laguerre transform based on (3.12) through (3.15). A succinct summary of the Laguerre
transform is provided in Appendix A. The reader is referred to Sumita and Kijima [17, 18]
for further details concerning the algorithmic aspects of the Laguerre transform.

Let

Ait)k
ak:ij<t) = aij<t>e/\it% ) k= 07 17 27 e (41)
- - it
Aualt) = AL k=002, (4.2)
For notational simplicity, we define
{an}n:N = {CLO, Ay, 7CLN} ;
{a(m,n)}mn:MN = {a(0,0)7 ao,1), """ 5 A0O,N)s T 5 AM0) A(M1), " M(M,N)} ) (4-3)

where a, or a(,,) may be a number, a vector or a matrix, and M or N denotes a positive

integer or co. With this notation, we define the corresponding Laguerre sharp and dagger
, {/_1# and {A_Ln} __, l.e.

o o . n:oo

; # T
coefficients {gk:n o {a Al 1.

=k:nJn:

_ # . m
4u ngnu ’ (44)

=S, (45)

gf (u) :/ e’s"gk(t)dt
k 0 —

Zi(“) :/ e Ay (t)dt
0

n il n A#
and gzn = Zm:O gk#m’ Ak:n = Zm:O Akm
Similarly, for f.(r) = fooo e " Vur.i(z)dz, the Laguerre coefficients {gi}mm and {gjn}mm
are defined as

THw) =0u(r)| . =D yfom, (4.6)

r=
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166 J.-P. Huang & U. Sumita

and yT =>", y# We note that the Laguerre transform generating functions associated
with time t are expressed using v with index n, while those corresponding to the reward z

are described in terms of v with index m.

By using the array operation CONV, VCONV, VBCONV, VMCONV and VMBCONV

defined in Appendix B, one has

(.}, & i ()=p"(0)-a* | n=01,--,
(zf.(0} =VM ONV({ #ne—1 o {a? ) ) (=23 ...
{—#n n:00 21:6; Z#RZZE#H(K) ) TLZO,L )
/=1
{H#n}n(x, 21§>f HOn:]_?T(())AO#n? n:0717"' .

From Equation (3.12), the Laguerre sharp coefficients {z(fn}nm

(4.9)

(4.10)

of zp(t) is then obtained as

AH
{2} e = (T} e + VCONV ({2} {450, ) - (4.11)
For fz, (z,t), let {yfém(k)}moo be defined by
7 = #* (ke — # — e
{0000} g = CONV ({y, (k= 1)}, A{vE} )+ B =2.3 (4.12)
with {yfm(l)}mm = {yfm}mm for i € J. We also define
t def
{b+:ij:(m,n) }mn:oooo = b+ wgi(myn) T Z Yi: m X ak VRO (413)
def *
{b+z(mn }mn:oooo @ -:Z mn Zyzm XAL’LTL : (414)
Correspondingly, {b i )}mn:oooo and {bﬁ (m n)}mn:oooo can be given by
# f i f f
b+:ij:(m n) b+ sig:( - b+ ij:(m—1m) b+ diji(m,n—1) + bJr ij:(m—1,n—1) 415)
*FF gt *7 *T *T
b+:i:(m,n) b+ :2:(myn) b+:i:(m—1,n) - b—l—:i:(m,n—l) + b-l—:i:(m—l,n—l) : (416)
This then yields the matrix sequence {b+ (m, n)}mnmw with Qf () = [bf i } and the
vector sequence {b #mn)}mnmo@ with b*#mn) - [bjﬁ:(m’n)}iej‘
Using these matrix and vector sequences, we define
def
{Ef(mvn)(l)}mn:oooo = ﬂ-f( )(1> - BT(O) .l:)f:(mm) , myn=0,1,---
(4.17)
# _ #
{77 ) O} oone = VMBCONV({EHm S V) S Qf(mm)}mm) :
(=23 --- (4.18)
ﬂf(m’n)}mnmm & ﬂﬁ(mm) = Wf( )(f) , myn=01,---, (4.19)
=1
# def # T wAt o
{7 o S & Wiy =2 (0) 07 s mymn=0,1,--- (4.20)
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From Equation (3.13), the Laguerre sharp coefficients {z+ (mm) b s OF [z, (2,t) can then
be obtained as

{r*

+:(m,n) }mnoooo

Consequently, 2o(t) and fz, (2,t) can be evaluated as

{ Zf:(m,n) }mn:oooo

= f: 2ola(t) (4.22)

n=0

fz,(2,t) ZZz (mm) brn (2, 1) (4.23)

n=0 m=0

where 2}, = 3" 2 zi:(m,n) =020 2o Zf:(i,j) and C,, (2, 1) = £, (2)0,(t) with £, (z) =
e (i) (e ") forn =0,1,2,---.

n! \ dz
The Laguerre coefficients of an exponential density function can be expressed in a closed
form as shown in Appendix A. For probability density functions that are generated from
exponential density functions through mixings and/or convolutions, their Laguerre coeffi-
cients can be obtained by employing operational properties of the Laguerre transform. For

example, let C'M,, be a class of completely monotone density functions defined by

CMm:{ f Spf sz 7pz_07zpi:1 } ) (424)
=1

where ¢y(s fo “stf(t)dt. We also introduce a class of Polya Frequency functions of
order n denoted by PF,, where

PFn:{f:gof(s):ﬁ A } (4.25)

:184—)\7;

The Laguerre transform of any probability density function in C'M,, U PF,, can be readily
obtained through mixings and/or convolutions of Laguerre transforms of exponential density
functions. Accordingly, if a;;(z) € CM,, U PF,, the corresponding zy(t) and fz, (2,t) can
be evaluated based on the algorithmic procedures given in this section. It is worth noting
that a family of PF,’s for n € N is dense in the class of absolutely continuous probability
density functions associated with non-negative random variables.

5. Numerical Results

The purpose of this section is to demonstrate the power of the numerical algorithms de-
veloped in the previous section. In practice, it is natural to assume that the economic
condition changes in a lattice continuous manner so that J(¢) becomes a skip-free semi-
Markov process. We also assume that the dwell time of J(¢) in each state belongs to PFj.
More specifically, the matrix Laplace transform a(s) of the semi-Markov matrix of J(t) is
given by

a(s) = [Pz’j Oéi(s)] , (5.1)
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where p;; =0if i = j or |i — j| > 1 and p;; > 0 otherwise, Zjejpij =1, and

0751 Q; 9
b
Q;1t+S Qo+ s

a;(s) = / e "tdA(t) = e J . (5.2)
0

The amount of the bad debt generated by each default is assumed to be exponentially

distributed with mean p~!. Specific parameter values to be employed in this setting are

summarized in Table 1.

Table 1: Underlying parameter values for evaluating zo(t) and fz, (2,t)

Parameter Value Parameter Value Parameter Value
J {0,1,2} L 30 K 20

A [1.2,1,0.8]" Qs [1,1.2,1.4)7 Qo [2,1.8,1.6]"

0 1 0

L 1 p(0) [0,1,0]" p 06 0 04

) 0 1 0

The values of 20(t) and fz,(z,t) are depicted in Figures 4 and 5 respectively. The
corresponding survival function Fz(z,t) is shown in Figure 6. We note that the survival
function Fz(0,t) has jumps of size zy(t) at Z(t) = 0, which diminishes as ¢ — 0.

0.4

0.35

0.3

0.25

Probability
o
N

o
[
a

0.1

0.05

Time

Figure 4: Probability of zy(t)

BlZ(®)]
t

In Figure 7, the asymptotic expansion of as t — oo is compared with the exact

E[Z({1)]
t

value of obtained through the Laguerre transform procedure. In this numerical
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Figure 6: Survival function F(z,t)
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example, the asymptotic expansion is rather slow, demonstrating the importance of the
Laguerre transform procedure when ¢ is not sufficiently large.
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Figure 7: Convergence of

For the CDO pricing problem discussed in Section 2, the equilibrium unit premium
(k. K, 0 Equation (2.8) can be obtained by using Equation (2.9). The algorithmic pro-
cedure for evaluating c’["Km K] is also shown in Appendix B. Let the risk free interest rate
be 7y = 0.03, and let the maturity be 5 years. There are 4 periods in each year. In this
setting, the equilibrium unit premiums for various tranches are given in Table 2. In the first
block of Table 2, it can be seen that the underlying risk for the protection seller decreases
as the tranche interval shifts upwards, where the equilibrium unit premium decreases from
12.27% for [10, 20] to 1.30 bp for [40, 50]. In the second block, K, is fixed at K, = 10 while
Ky is changed from 20 to 50. The underlying risk for the protection seller also decreases
as Ky increases, where the equilibrium unit premium decreases from 12.27% for [10,20] to
1.55% for [10,50]. In the third block, K, is increased from 10 to 40 while K, is fixed at
K4 = 50. The underlying risk for the protection seller again decreases along the direction of
this change, where the equilibrium unit premium decreases from 1.55% for [10, 50] to 1.30
bp for [40, 50]. These results suggest the following.

1. The risk of the protection seller for the CDO model decreases as a tranche of the same
width shifts upward.

2. The above risk also decreases as the detachment point K, increases while the attachment
point K, is fixed.

3. A similar phenomenon to 2 is observed when the attachment point K, increases while
the detachment point K is fixed.
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Table 2: Numerical results of equilibrium unit premium of CDQO’s

K, Ky  [10,20] [20,30] [30,40] [40,50]
Unit premium 12.27%  2.60%  27.03 bp 1.30 bp

[K..K,  [10,20] [10,30] [10,40] [10,50]
Unit premium  12.27%  3.66% 2.14% 1.55%

(K., K4 [10,50] [20,50]  [30,50] [40,50]
Unit premium  1.55% 54.16 bp 9.36 bp  1.30 bp
“bp” = basis point, i.e. 1 bp = 0.01%

6. Concluding Remarks

In this paper, a dynamic model is developed for assessing the price of a CDO tranche. A
cumulative random shock process generated from a semi-Markov modulated Poisson process
is employed to capture the stochastic behavior of the cumulative aggregate loss of the under-
lying reference portfolio. By using the transform results obtained in Huang and Sumita [6]
together with the Laguerre transform method developed by Keilson and Nunn [7], Keilson,
Nunn and Sumita [8], and further studied by Sumita [13], computational algorithms are
developed for evaluating the distribution of the loss process for the underlying CDO model,
which in turn enables one to evaluate the price of the CDO tranche. Some numerical results
are presented, demonstrating the efficiency of the algorithms.

In order to calibrate the reality through this model, it is necessary to establish an efficient
procedure to estimate the underlying parameters specified in Table 1. These parameters
cannot be estimated by collecting historical data of corporate defaults as well as switches of
macro economic conditions. For this purpose, one has to obtain sufficient data concerning
CDO tranches as well as the associated prices from the market. The underlying parameters
ought to be estimated so as to provide “the minimum distance” to such market data. It is
quite difficult to overcome this hurdle without closely working with a financial institution
which has direct access to such information.
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A. Introduction of the Laguerre Transform Method as a Tool of Numerical
Inversion Laplace Transforms

In this section, the Laguerre transform method for numerical inversion of Laplace transforms
is succinctly summarized. We consider the Laguerre polynomials £,,(x) defined by

et rd\" _x
Q@QZHQE)@% ), n=0,1,2,- (A1)

and the associated Laguerre functions
lo(z) = e7*2L, () . (A.2)

It is known that {¢,(x)} constitute an orthonormal basis of Ly(0,00) = {f : [;* f*(z)dz <
o0}, i.e., the space of square integrable functions deﬁned on [0, 00), see e.g. Szegd [19]. The

inner product defined on Ly (0, 00) is (f, g) fo x)dz. Thus, one has that
1 fi =
(o, £) /‘z z)dr = erme=n (A.3)
0 else

For any function f € Ly(0,00), the Fourier-Laguerre expansion of f is given by

fa) = 3o fitalo) s where fi=(5.6) = [ fa (A1)

0

The second part of (A.4) follows from the orthonormality of {/,(z)}. Using this relation,
a function f € Ly(0,00) is mapped onto a series {fI}, which is called a sequence of the
Laguerre dagger coefficients. One can easily see that, if the Laguerre dagger coefficients are
known, the values of f(z) can be calculated easily via (A.4) based on the following recursion
formula

1
@HQQZE:TﬁqufﬂMA@—nQAW&, n=23, (A.5)
starting with £o(z) = /2 and £y (x) = (1 — 2)e™*/2,

Let the Laplace transform of f(z) be p(w) = [~ e ™" f(x)dx, and define T}(u) =
S flum. It then follows that

TH“>:].EU¢(%1tZ>' (A.6)

Given the Laguerre dagger coefficients {fI} of function f, we define the Laguerre sharp
coefficients { f#} as follows

[E=0 == =12 fi=) fk. (A7)
m=0
From Equation (A.6), one has
= 11+u
# _ #,n _ —
T} (U)—;fnu =e(57—) - (A8)
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It is shown by Keilson and Nunn [7] that using Equation (A.8), the continuum convolution of
two functions can be calculated through discrete convolution of their Laguerre sharp coeffi-
cients. More specifically, for (fg)(z) = [ f( (y)dy, one has pr.,(w) = @r(w)p,(w),
where ¢ .q(w), pr(w) and @4(w) denote the Laplace transforms of (f * g)(x), f(z) and g(z)
respectively, so that

7, (w) = TF (T} ()

or equivalently
(Fx9)f = flmgh - (A.9)
m=0

Use Equation (A.9), one can easily calculate the Laguerre sharp coefficient {(f x g)#} if
{f#} and {g7} are known, and then inverting via Equation (A.7) and the series expansion
n (A.4). Similarly, many other continuum operations are also mapped into lattice opera-
tions, including differentiation and integration. In what follows, some of these operational
properties used in this paper are summarized.

Theorem A.1 (Moment Formula) Let f(x) be a non-negative p.d.f. with Laguerre sharp
coefficients { f#}. Let M (i fo 2’ f(x)dx, one has

o

M(i) =4 (=)' ff, 0<i<2. (A.10)

n=0

Theorem A.2 (Convolution and Integration). Consider r, f,g € L9(0,00) with Laguerre
sharp coeﬂicients {7’#} {f#} and {g¥*} respectively. Then,
= Jo f( gy & =3 o fE gt
I P e
e 2 A (), n>
Matrix Laguerre transfrom

The Laguerre transform is extended to matrix functions by Sumita [13,14]. For a K x K
matrix function a(x) = la;;(x)], let L, (0,00) = {a(x) : a;j(x) € L(0,00)}. The space
L,(0,00) has inner product

la(x) b(=)) = 2 / tr{a(w)b(z) " bz . (A.11)

The set of matrix function ¢ (z) with £ (z) = {,(z)[ becomes an orthonormal basis of
éZ(O, o0) in the following sence. There exists a unique sequence of the Laguerre dagger

coefficient matrices {gL} such that

ae) = Yoalt,@)5 o = @)L, (@) = [ alo) (o) (A12)

=n=n

n=0

Similar to the one dimensional case, the matrix Laplace transform a(w) = [~ e "“a(x)dx
has the relations that

=
Il

> 114w
n Al
=2 au" = 1—u (21—u)’ (A.13)

n=0
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and

T7(u) = igf@f = g(l Lt u) , (A.14)

where a# = aT —al
=n—1"

Blvarlate Laguerre transfrom

The bivariate version of the Laguerre transform is introduced in Sumita and Kijima [16].
Let Ly(R3) = {f : [[pe f*(2,y)dzdy < oo} and define
+

lpin(2,y) =l (2)ln(y) , 0<z,y<o0. (A.15)

It is then easy to see that {l,,(x,y)} is an orthonormal basis of Ly(R%). For any f €
Ly(R2), the Laguerre dagger coefficients {f} .} and the Laguerre sharp coefficients {f7,}
are given by

o= Lot = [ [ @)l )dndy. (A.16)
R+
frﬁn = f;mn - f;rz,n—l - f'r;[m—l,n + f:n—l,n—l : (A17)
One then has
= fhlon(z.y) (A.18)
n=0 m=0
Define the double Laplace transform p(w,s) = [ fRi e "Te® f(x,y)dxdy, it follows that
S 11 1l1+u 114w
_ Py — - - Al
nzw;)fm"uv 1—u1—v¢(21—u’21—v>’ (A.19)
11 11
ZZ FH gy = ( tu o +”>. (A.20)
—— 21—u 21 —w

Theorem A.3 (Bivariate Matrix Convolution and Integration). Let a(w,y), b(z,y), c(z,y) €
L (RQ) has matriz Laguerre coefficients {aJr b {a# 1 {bJf b {l:)f:n}, {gjm} and {gfm} re-
spectwely Then,

1. a(z,y) fofo — 2’y —y)c(@, Y )dx'dy’

= :mn Zi:o Zj:o_m in— ]C# 3

=]

2. a(r,y) = [[7b(a',y)da’ & ol =2377 3T (- )””’ij ;
3. g(xay) = fyoo Z:)(xuy/)dy, <~ T - 221 02] n+1( )n—Hl:)#

ij
At the last of this section, we summarlze the Laguerre coefficients of exponential density

in a simple closed form, which are often appeared in applied probability theory.

@

Exponential density
The p.d.f. of an exponential density function having mean p~! is denoted by

e(u;z) =pe ™, >0, p>0,

and the corresponding Laguerre dagger coefficients {el (u)} is given as

2 20— 1I\n
et (u) = —H (“ ) om0, (A.21)
2+ 1\2p+ 1
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B. Algorithms in Section 4
In this section, provided are the numerical algorithms for evaluating the probability mass
function zy(t) and the p.d.f. fz (2,t) discussed in Section 3, as well as the equilibrium unit
premium cfy; g represented by Equation (2.8) in Section 2.

For numerical evaluation, the infinite series’ involved in (3.12) through (3.15) have to be
truncated. Let K and L be the truncation points determined as

R e

(=1

, (B.1)
ieJ

(=1
with
K
5 ® et Q)
B (030s00) = 20 [ oS ar (B3
and

ﬁﬂ(s Onri(r ) Ze / e A;(t)e” (A/f') dt . (B.4)

K and L are determined so as to achieve the accuracy of € for the first two moments of the
size of each default, which is exponentially distributed with parameter p based on (A.10).

We are now in a position to describe the main algorithm. The following operators are
employed.

Definition B.1.

N

MMTL: MMTL({f}, ) =43 (1),

n=0

MMT? : MMTQ({fn )—422 1) n2f,

CONV: {en}, = CONV({an} o b)) & = Zn: -
m=0

CONVE ({ fm}mN) — CONV (cow{;;l ({ fm}n:N>, { me}n:N»
PSUM: {b.},y =PSUM({an}, ) & b= Xn: i
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OUTP : {cmm sy = OUTP({an}, o {budn)  © Conmy = Gy

<~ b(m,n) = Q(m,n) — A(m—1,n) — A(m,n—-1) + A(m—1,n—1)

n

VCONV: {e}, y = VCONV({a,}, v {bu},x) & =D al by,
m=0
VBCONY :  {cpnm}.~ VBCONV({amn SRS (YOS SN
= Clmmn) = Zza(m i,n—7)= l])
=0 7=0
VMCONV: {c,}, = VMCONV ({a,}, . {b}.\) & o =D al.b,

VMBCONV : {c(uun b = YMBCON ({0 nens {20 i)
E L) = DD Uminil
=0

3 7=0

BPSUM : {b(m,n)}mn:MN=BPSUM<{a(m,n)}mn:MN) & b<m,n>=2 (s 5)

M N
BINNP : BINNP ({a(m,n)}mn:MN, {b(m,n)}mmMN) =) ) apmmbiman)

m=0 n=0

MSUV : {btmm } sy = MSUV({a 1) MN)

= mn —2 Z Z mﬂ&(w

In what follows, the algorithm of evaluating zy(t) and fz, (2,t) is provided.

Algorithm B.2 Evaluating z,(t) and fz, (2,t) for given K and L

177

IanIt: 1_)(0)’ {yjm}mM7 {yl#m}mM’ {aziijin}n:N’ {atijin}n:N’ {A]tiiin}n:N’ {Akln} (Z’j €

J, 1<k <K), en,en, 2,t
Output: z(t) and fz, (2,1)
Procedure:

STEP 1: Preparation
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1: Fix K and L
2: Initialize M and N

STEP 2: Determine M

1: Evaluate the following two variable from mathematical moments of Y ...
E?,, = K(L +1)Var[Yarie] + K*(L + 1)?E[Yari.e)?
2: Evaluate the corresponding approximations from the Laguerre coefficients

{y# KL} = CONV L+1 <{y2¢m}mM>
B, = MMT1<{y# KLy M) B2, = MMTQ( ylie M)

3: while max (EZ-:M — E;M,EZ-Q:M — E3M> > g)r do
1€

4 M=M+1

5. Reevaluate {yz#m}m M

6: Update {yz#mKL}m o and reevaluate EL, E%,
7: end while

STEP 3: Determine N
1: Evaluate the following two variable

E}.N:(L+1)/ tai(t)e—“o‘) dt

> Ait
EXy = (L+ 1)/ t? ai(t)e’\it%

0
2: Evaluate the corresponding approximations from the Laguerre coefficients
: L
{a?ﬁfﬁ} N CONVLJ{D( a# K:ij: n}n.N>
Bly = MMT1<{ afilid ), Biy=MnT2({afELY )

dt

Kz].n sz.n

3: while max <E21N Ely, EfN — EZQN) > ey do
4: N=N+1

) #
5:  Reevaluate {aK:ijm}n:N o
6: Update {aﬁ:ﬁfﬁb}nw and reevaluate E} y, E?y
7. end while

STEP 4: Evaluate {b# and {b*#

}mn :MN

forie J

+:(m, n)}mn MN

and {b

1: Evaluate {b

g ( )}mnMN +:i:(m,n) }mn:MN

B o) Yoty = ZK: OUTP (PSUM(CONVE_, ({yf},..,) ) PSUM({afi}0) )
k=0
{b+ g:(m,n) }mn:MN - BDIFF<{bT }mn:MN>
USSR Z OUTP (PSUM(CONVE, ({y7.},.0,) ) PSUM({ 4%, )

{b::?m,n)}mn;MN - BDIFF({bz (m,n) }mn MN)

2: Construct {I:)#: and {b*#

+:(m,n) }mn:MN }mn :MN

STEP 5: Evaluate 2y(t) and fz, (z,t)
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L: Evaluate {ngn}nzzw {Hin}n:N’ fi:(m,n)}mn:MN and {H+ (m,n) }mn:MN
T () =p"(0)-a¥ | n=01,--- N

(&0 (0)},.y = VMOONY ({xf, (£ = 1)}, {af },v)

N Z {Ef)%n(é)} N

¢, =p'(0)-A7,, n=01,---,N
E—#:Im,n)(l):]_?T< >.I:)f:(m,n) ’ m:O,1,~~- ’M7 n:()’l’”. 7N
# _ # #
T iy (O} yaenin = VMBCONV({W+:(mm) (=1} Q%(m,n)}mn:MN)

—f (mn mn:MN Z {_+ (mn mn:MN

# T *#
H+:(m,n) =P (O) l_7+( n)

2: Evaluate {zgﬁ} N

(b = (T} + VOONV ({a .y {40}, )
3: Evaluate {zf:(

m=0,1,--- M, n=0,1,---,N

}mn :MN

{Zf:(m,n) }mn:MN {H+ (m,n) }mn:MN + VBCONV<{W+ (m,n) }mn MN> {b*#m n) }mn:MN>
4: Evaluate zo(t)

20(t) = INNP(PSUM ({,},, v ) {a(0)},,.x)
5. Evaluate fz, (2,1)

fz.(2,t) = BINNP (BPSUM ({zj{ - }mn:MN) ALy (2:1) }mn:MN)

where £, ) (2,t) = € (2)0n(1)

This algorithm enables one to evaluate the survival function of Z(t). Let

_ ) P[Z(t) > 4] for z >0
Fal=1) = { P[Z(t) > 0] + z(t) forz=0 (B:5)

Let {Z(Tmm)}mn:MN be defined as

{2gm,n)}mn:MN - MSUV<{Zf(m,n)}mnMN> ?

one then has

, BINNP {E(Tm’n)}mmMN, {ﬁ(mvn) ,t)}mn:MN + 20(t) for z=10

Similarly, the expectation E[Lix, x,1(t)] in Equation (2.9) can be obtained by

B[Lic,rea(t)] = BINNP(MSUV(BDIFF({2], b)) {omn (K )} i)

+ BINNP (MSUV (BDIFF ({2}, },arw ) ) {omm (Bt D},ar)
+ K Fy(Kat) . (B.7)
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Then, one can evaluate the equilibrium unit premium cE‘Ku Kl in Equation (2.8) by using
(B.7) repeatedly.
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