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INVARIANCE PROPERTIES IN THE DYNAMIC GAUSSIAN COPULA MODEL *

Stéphane Crépey! and Shiqi Song?

Abstract. We prove that the default times (or any of their minima) in the dynamic Gaussian copula model of
Crépey, Jeanblanc, and Wu (2013) are invariance times in the sense of Crépey and Song (2017), with related
invariance probability measures different from the pricing measure. This reflects a departure from the immersion
property, whereby the default intensities of the surviving names and therefore the value of credit protection spike
at default times. These properties are in line with the wrong-way risk feature of counterparty risk embedded in
credit derivatives, i.e. the adverse dependence between the default risk of a counterparty and an underlying credit
derivative exposure.

Keywords: counterparty credit risk, wrong-way risk, Gaussian copula, dynamic copula, immersion property, invariance
time, CDS.

Mathematics Subject Classification: 91G40, 60G07.

1. Introduction

This paper deals with the mathematics of the dynamic Gaussian copula (DGC) model of Crépey, Jeanblanc, and Wu
(2013) (see also Crépey, Bielecki, and Brigo (2014, Chapter 7) and Crépey and Nguyen (2016)). As developed in Crépey
etal. (2014, Section 7.3.3), this model yields a dynamic meaning to the ad hoc bump sensitivities that were used by traders
for hedging CDO tranches by CDS contracts before the subprime crisis. From a more topical perspective, it can be used
for counterparty risk computations on CDS portfolios. Related models include the one-period Merton model of Fermanian
and Vigneron (2015, Section 6) or other variants commonly used in credit and counterparty risk softwares.

The dynamic Gaussian copula model has been assessed from an engineering perspective in previous work, but a detailed
mathematical study, including explicit computation of the main model primitives, has been deferred to the present paper.

1.1. Invariance Times and Probability Measures

We work on a filtered probability space (2, G, .4, Q). Given a G stopping time 7 and a subfiltration F of G, F and G
satisfying the usual conditions, let J and S denote the survival indicator process of T and its optional projection known as
the Azéma supermartingale of 7, i.e.

Jt:]l{.,—>t}7 St :OJt :@(T>t|.rt)7 tZO

The following conditions are studied in Crépey and Song (2015, 2017).
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Condition (B). 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].

For any left-limited process Y, we denote by Y™~ = JY + (1 — J)Y,_ the process Y stopped before 7.

Condition (A). Given a constant time horizon 7" > 0, there exists a probability measure P equivalent to Q on Fr such
that (F, P) local martingales stopped before 7 are (G, Q) local martingales on [0, 7).

If the conditions (B) and (A) are satisfied, then we say that 7 is an invariance time and PP is an invariance probability
measure. If, in addition, ST > 0 almost surely, then F predictable reductions are uniquely defined on (0,7 and any
inequality between two G predictable processes on (0, 7] implies the same inequality between their IF predictable reductions
on (0, T] (see Song (2014a, Lemma 6.1)); invariance probability measures are uniquely defined on JFr, so that one can talk
of the invariance probability measure P (as the specification of an invariance probability measure outside F7 is immaterial
anyway).

2. Dynamic Gaussian Copula Model

In the paper we prove that, given a constant time horizon 7' > 0, the default times 7; (or any of their minima) in the
DGC model are invariance times, with related invariance probability measures [P uniquely defined and not equal to QQ on
Fr. This reflects a departure from the immersion property, whereby the default intensities of the surviving names and
therefore the value of credit protection spike at default times, as observed in practice. This feature makes the DGC model
appropriate for dealing with counterparty risk on credit derivatives (notably, portfolios of CDS contracts) traded between a
bank and its counterparty, respectively labeled as —1 and 0, and referencing credit names 1 to n, for some positive integer
n. Accordingly, we introduce

N ={-1,0,1,...,n}and N* ={1,...,n}

and we focus on 7 = 7_; A 7 in the paper. However, analog properties hold for any minimum of the 7; and, in particular,
for the 7; themselves.

2.1. The model

We consider a family of independent standard linear Brownian motions Z and Z*,i € N. For g € [0, 1), we define

= \/0Zi + /1 - 0Z;. 2.1)

Let ¢ be a continuous function on R with fR+ ¢2(s)ds = 1 and o?(t) = +°° ¢2(s)ds > 0 forall t € Ry. For any

i € N, let h; be a continuously differentiable strictly increasing function from R to R, with derivative denoted by hi,
such that limg o h;(s) = —oo and limg4o0 hi(s) = +00. We define

+oo +oo
T = h;l(/ s(u)dBY) f/ (w)dZy + /1 — / u)dZ.), (2.2)
0
for i € N. The random times (7;);c n follow the standard one-factor Gaussian copula model of Li (2000) (a DGC model
in abbreviation), with correlation parameter p and with marginal survival function ® o h; of 7;, where
+oo

1 2
P(t) = ——e¢ 2dx,teR
(t) t or

is the standard normal survival function. Note that, if o < 1, the 7; avoid each other:

Q(r; =7;) =0, forany i # jin N.
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2.2. Density Property

By multivariate density default model, we mean a model with an I conditional density of the default times (see e.g. the
condition (DH) in Pham (2010, page 1800)), given some reference subfiltration IF of G. 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 in Jeanblanc and Le Cam (2009) (under the name of initial time) and El Karoui, Jeanblanc, and Jiao
(2010, 2015a,b).

First we prove that the DGC model is a multivariate density model with respect to the natural filtration B = (5, );>¢ of
the Brownian motions Z and Z*,i € N. We introduce the following processes.

t 00
mi = / ¢(u)dB! and mi = / s(u)dB! = h(r;) —mi, i € N.
0 t

The standard normal density function is denoted by

1 2

P(x) = NeT oz

e 2, xeR.
Theorem 2.1. The dynamic Gaussian copula model is a multivariate density model of default times (with respect to the
filtration B), with conditional Lebesgue density

pt(ti,i < N) = 8t71 .. .8t”Q(TZ' <t 1€ N|Bt)

of the T;, 1 € N, given, for any nonnegative t;,1 € N, andt € R, by

pilti, i € N) = /Rsb(y) 1;[V¢< NONET: ﬁy) o) (1)_ Qdy. (2.3)

Proof. The conditional density function p given B; can be computed thanks to the independence of increments of the
processes Z, Z',i € N. Actually, for any £ > 0, we can write

7 = h; Y (mi 4 /ot + /1 —0&), i €N,

where ¢ is a real normal random variable with variance o, where (£;) ;e is a centered Gaussian vector independent of £
with homogeneous marginal variances o7 and zero pairwise correlations, and where the family &, &;,i € N, is independent
of B;. See Crépey et al. (2014, page 172)'. ®

2.3. Computation of the intensity processes

Note that the 7; are B,, measurable, but they are not B stopping times. In the DGC model, the full model filtration
G = (Gi)i>o is taken as the progressive enlargement of the Brownian filtration B by the 7;,¢ € N, augmented so as to
satisfy the usual conditions, i.e.

G =Nest(Bs Vv \/ a(ri A 5)), t>0. 2.4)
€N

In this section we prove that the 7; are totally inaccessible G stopping times with intensities that we compute explicitly.

lor Crépey et al. (2013, page 3) in the journal version.
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For I C N and j € N, we define:

[Ilo+1 I_ 0
lo+1-o’ (I =)o+ 1

. hilu J
ZtJ,I(u) _ J( mt IZ mt

I 0 1\2
=, — 1_
P Ilo+1 (07) ( 0)

Fort > 0, let
i={ieN:1, <t}
(representing the set of obligors in /N that are in default at time ¢) and let

pr=p", o0 =0, J, = N\T.
Foro > 0,p € [0,1] and J C N, we define the functions

82]‘ (I)J,p,o

(PJ,p,U(ZJ):Q(fj >ZJ7JEJ) Jpa(ZJ) b,
P,

(ZJ)a .7 S J7 (25)

where z; = (z;) ;e is areal vector and (£;) ;e is a centered Gaussian vector with homogeneous marginal variances o
and pairwise correlations p. Note the following:

Lemma 2.1. For [ = N\ J, the family of random variables

(ff‘ e p+12&)

defines a centered Gaussian vector independent of o(&;,i € I), with homogeneous marginal variances and pairwise
correlations, respectively given as

jeJ

2 lp+1 p
c°(1—=p)=——— and N | (2.6)
Ilp+1-p I]p+1
Lemma 2.2. Foru > 0,
. ‘
IE[]l{uj<Tj ,jeJ}|Bt vV 0(7’1)] = (PJ,pI,UI (Zf’ (Uj)v] S J) 2.7
Proof. For j € J and u; € R, the condition u; < 7; is equivalent to
a(t) = a(t) a(t) a(t)
Noting that m? € By, m! € B, VV o(7;),i € I, the desired result follows by an application of Lemma 2.1. 1
Lemma 2.3. Foreveryt > 0and I C N we have, writing J = N\ I and 71 = (7;)ser
{m<t<m:iel,jeJinG ={n<t<r:iel,jedJin(B,Vo(r)). (2.9)

Proof. Let the 7(;) be the increasing ordering of the 7;, with also 7oy = 0 and 7(,,4.1) = oo. According to the optional
splitting formula which holds in any multivariate density model of default times (see Song (2014b)), for any G optional
process Y, there exists a O(B) @ B([0, c0]™)-measurable functions YV, i € N, such that

n

Y = Z vy (@ (T TGy, Tt T(i))]l[T(i)vT(iJrl))’ (2.10)
i=0
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where a 1 b denotes a if a < b and oo if a > b, for a,b € [0,00]. Since G; = o(¥;) and YO (1 | 7(5y,..., 7 1
T(i))]l[f(iw(m)) is a function of B; and 77 on {7; <t < 7; : 4 € I,j € J}, this implies (2.9). B

Theorem 2.2. Forany j € N, 7; admits a (G, Q) intensity given by

Proof. Letl € N. For bounded B; measurable functions F, for measurable bounded function f, for 0 < t < s < oo, we
look at

E[Ff(TI)]]'{Ti§t<7'j:i€],j€]}]l{t<nSS}]’

We need only to consider [ € J. Then, using (2.7) to pass to the third line and conditioning in conjunction with the tower
rule to pass to the fourth line:

E[Ff(TI)]l{Ti§t<7',-,iEI,jEJ}]l{s<n}]

E[Ff(TI)]l{TiSt,iEI}E[]l{t<Tj ’je-‘][}ﬂ{s<ﬂ’} ‘Bt V O'(TI)]]
E[Ff(TI):U'{Tiﬁt,ief}q)],p’,crl (th’ (Uj),j S J)]
where u; = t except u; = s, 2.12)

@, 1 ,1(2] (ug).5€T)

= E[Ff(TI)1{7i§t<7'j,i617j6J} q:‘]J,pI,oI(Z'Z_J(t)vjeJ) ]

(bjtv/)txUt (th"It (uj)vjEjt)

O y.p0.00 (20T (8).5ETE)

= E[Ff(r)l{r<t<r,ict jery
With the formula (2.9), we conclude

El{1<r<s}|G] = E[l 1<} 1G] — E[L{5<r,}|Gi]
(bjfaptygt(ztj’l-t (Uj),j € ~7t)
D7, poo (ZDTH(1),5 € T)

= ]]-{t<7'[}(1 -

The stated result follows by an application of the Laplace formula of Dellacherie (1972, Chapter V, Theorem T54) (see
also Dellacherie and Doléans-Dade (1971) or Knight (1991)). &

2.4. Computation of the drift of the Brownian motion

Next we study the processes B i i € N, in the filtration G. Thanks to Theorem 2.1, the DGC model is a multivariate
density model. According to Jacod (1987), this implies the following:

Lemma 2.4. The processes B',i € N, are G semimartingales. B

By virtue of Jeanblanc and Song (2013, Theorem 6.4), another consequence of the multivariate density property is the
martingale representation property.

Theorem 2.3. Let W, for i € N, denote the martingale part in G of B*. Let
dM} = dl,,<; —~idt, t >0,

where the process ~' is defined in (2.11). Then, the martingale representation property holds in G with respect to
(Wi M i€ N).

This section is devoted to the computation of the martingales W*¢. We begin with the following remark on the Gaussian
processes B? (cf. Lemma 2.1).
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Lemma 2.5. For J C N and I = N \ J, the family of processes

Bi_ ZBZ> (2.13)
< (Il =De+14 e

is a continuous Lévy process (multivariate Brownian motion with drift) independent of o(B',i € I), of homogeneous
marginal variances and pairwise correlations, equal to, respectively,

12 [Ilo+1 I 0
g = (1-— 761nd = N |
()" = ‘Q)II\QJrl—Q P T Me+1

(2.14)

Proof. This follows by computing the brackets of the continuous local martingales and applying the Lévy processes
characterization. i

Lemma2.6. Fork e Iand)0<t<s<s
E[BY, — BY|B, V o(11)] = (& [cudu) m.

Proof. Fork € I,for0 <t <s<s < oo,

’

1 S
B —Bf—(?/ Sudu) M (2.15)

t

is a centered Gaussian random variable, independent of mf, with variance

’ ’ ’

(5 =) =25 [ + 5 ([utn? = (5= 9) = ([t

t Qi
Hence, for k € 1,

E[Bf, — B§|Bt Vo(r)] = E[Bf, — B§|Bt \Y, a(m§7i eI)]
— E[BE — BHB, v o(mf) v olgii € I\ {k})

where &; form a Gaussian family independent of 5; V O’(Bk ), constructed with (2.13),
= E[BY — B¥|o(m})] = (5 [ cudu) m} because of (2.15). 1

In the sequel we find it sometimes convenient to denote stochastic integration (or integration against measures) by . and
the Lebesgue measure on the half-line by .

Theorem 2.4. For J C N and k € J, define the function
bLk](Z,.TJ) = E[]l{zj<§j,j€.]}(§k + .%‘)], S R, Z = (Zj,j S J),

where (§;,j € J) is a Gaussian family of homogeneous marginal variances (o1)? and pairwise correlations p'. For any
k € N, define the process

3

Bk NON mg +1 bk (Z17(8),5 € o), M S,
= N k€T, } N k& ;
t (t) { [S t} Oé(t) { ¢ t} (pjhpt’(;rt (Zg,It (t),] c $)

Q
~

~
I

, teRy.

Then, Wk = B¥ — gk
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Proof. For0 <t < s < s < oo, for any bounded B; measurable function F' and measurable bounded function f, we
compute

E[Ff(71)Lir,<t<r, ict.jer} (BE Bk)}
E[Ff(mr)ir <t ienyLie<r, ,jGJ}E[(B , — BY)|B, v o(tn)]]

= E[Ff(TI)]l{T <t, zel}]l{t<r] geJ} f Gudu mt]
Iftkel,mfeB, Vo(r) Ifk¢l,
E

= E
= E

Ff(TI)]l{n<f 16[}ﬂ{f<TJ jGJ} f gudu mt}

k
Ff(rr)lgr<tien( W IN <udu E[]l{t«j,jeJ}WiﬂBt Vo(rr)]]
Ff(TI)]l{‘riSt,iGI}(ﬁ fss§udu

1 A Y BV
{ZJI(t)<a(t) -\ 2761 a0 JGJ}( 2161 Of(t) ZZEI af )| ¢V o(r)]]

= E[Ff(r)l{r<tien( W fs gudu E[1 {ZI1(t)<g;.5€T} (& + A Zie.l ;T(LZ) )]
= ]E[Ff(TI)]l{ngt,iel}(% fssgudu) bﬁ((Zf7I(t)7] S J)7 )‘I Zie] %)]

- 05 (20 (8),5€T), N e p 2ok
= EFf(r)lr<tienyLit<r, jen (5 Jo Sudu <I>J,pz,gz<zz*f<tne€f) =

k
t

[
[
[
[

&=

This, combined with the formula (2.9), implies

’

1 if +1 bkt((th,It(t),j €Ti), A ZLEL oz(f))
{kel}} a(t) {kgzt} q)jt,Ptyat(Zgyzt(t)’J € "7t)

The G drift of B¥ is obtained as the differential of the above with respect to Lebesgue measure, i.e.

S(t) mk b, (Z7(0),5 € T), M Syer, o)

=L Lper,y —= + Lirgr, : dt.nm
at) \ " a( T T (2T (), € T

3. Reduced DGC Model

‘We now study the invariance properties of the DGC model. In this perspective, the market information before the default
event of the bank or of its counterparty is modeled by the filtration F = (F;);>0, where

Fe=Net(BsV \/ (o(mi N 5)), 3.1)

iEN*

augmented so as to satisfy the usual conditions.

Because of the multivariate density property of the family of (77, j € N*) with respect to the filtration B (same proof
as Theorem 2.1), the computations we have made in G in the previous section can be made similarly in F. In particular,
the following splitting formula holds (cf. (2.9)): for any ¢ > 0 and I C N*, writing J = N*\ I,

{n<t<mrieljeJinkh={n<t<t:iel,jeJ}NB,Vo(r). (3.2)
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Moreover, the so-called condition (H’) holds, i.e. the processes B*, k € N, are F semimartingales, and the random times
7j,7 € N*, are I totally inaccessible stopping times, as stated in the following lemma. For ¢ > 0, let

Ty ={i € N*:7 <t}, Jf = N*\TIf, pi = pi, of = o™,

Lemma 3.1. Forany k € N, the process WF = BF — fot BEds, t > 0is an [ local martingale, where

o . * o
PRGN mL bl (207 (1), € T7), M Yiery o)
=—= KET;Y 7 k¢Ly i Ir .
ETa) | TR o TR B e e e (Z01 (1), 5 € T7)

, teR,.

For j € N*, 7; is an I totally inaccessible stopping time and the process thj =dl; < — '_yg dt, t > 0,is an[F local
martingale, where

_j hi(t) i Th ) *
Y= ]l{t<7j}oj((t))wf7;7p;,g: (ZP7 (t),5 € TF), t €Ry. (3.3)

The family of processes W* k € N and M7, j € N*, has the martingale representation property in the filtration F. i

3.1. The Azéma supermartingale

Our next aim is to compute the Azéma supermartingale of the random time 7_; A 7y in the filtration F, i.e.,
E[ﬂ{t<771/\'m}|]:t]a t>0.

Lemma 3.2. The Azéma supermartingale of the random time T_1 A 1 in the filtration F is given by

j I .
P10} 0 (20T (1), 5 € TP U{-1,0})
= i I7 )

D s pr0r (277 (1), 5 € T)

S, t>0. (3.4)

)

In particular, the Azéma supermartingale S is positive.

Proof. For any bounded B; measurable functions F' and measurable bounded function f, we compute (cf. (2.12))

E (Tl)ﬂ{rigkrj,z‘eI,jeJ}]l{KT,l/\m}}

E[Ff(r0) 17, <tieny B[ {1<r, :jGJ}]l{t<'{'_I1/\TO}|Bt Vo(rr)]]
(T (7, <t:ieryPgug—1,0y,01,00 (Z]7 (8) 1 5 € JU{~1,0})]
(1) @\,U{_lyo}’pfvgj(Zfl’l(t):jeJu{fl,O})}

F Tr 1. i - -
f {ri<t<tjuiel,jeJ} ‘bJ,pl,gI(Zf’I(t)iJEJ)

i Zf . *
¢jth{7l,0},p;,a’z(ZZ t(t):jeTU{-1,0})
5IF .
éjt*,pz(,az‘(zt t(t):]ejt*)

= E[Ff(TI)]l{n§t<7j:z‘el,jeJ} ],

where conditioning and the tower rule are used in the next-to-last identity. With the formula (3.2), we conclude

i\ I} . .

D 7o (1,0} pp,03 (217 (8) 1 j € TP U{=1,0})
]E[]l{t<7',1/\7—0}|ft} = ST : "
s pr.op (2070 (1) 1 € TY)

Letv = % . 5¢, where S¢ denotes the continuous martingale component of the (F, Q) Azéma supermartingale .S.
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Lemma 3.3. We have

j 3Zi- . * | ZY
dvy = Zjej;,u{—l,o} wé;u{f1,o},p;,a; (2,7 () € T U{-1,0})d¢/™
1 ijf— - * 471:
- Zjej;, ¢\J7tz,p;,a; (2,7 () :j e FF)dc™,
where, for I C N*, Ctl’l denotes the martingale part of (—ﬁdmg + W Yier ﬁdm%) inTF.

Proof. To obtain dSy (which is then divided by .S;), it suffices to apply Itd calculus to the expression (3.4) of S on every
random interval where Z;"_ is constant. Note that, knowing ¢ is in such an interval, 7z;_ is in F;. Also note that the jumps
of S triggered by the jumps of Z/_ have no impact here, because S° is a continuous local martingale. i

3.2. T reductions of 3*,~7
Lemma 3.4. The triplet (1_1 A 10, F, G) satisfies the condition (B).

Proof. To check the condition (B), by the monotone class theorem, we only need consider the elementary G predictable
processes of the form U = vf(7_1 A 5,79 A s)]l(syt], for an F; measurable random variable F' and a Borel function f.
Since Ul (g ) = F' f(s,5)1 5,1 (0,], Wwe may take U’ = F f(s, s)1, 4 in the condition (B). R

Next we consider the reduction of the processes 3%, 47 in the filtration F. Notice that, for ¢t < 7_; A 79,
L,=I;, J=Jr U{-1,0}.

Therefore, the following lemma holds.

Lemma 3.5. The F reduction of ¥7,j € N*, is
¥ =1 MW‘ (25 (1), € JrU{-1,0}), teR (3.5)
Tt {t<7;} Oz(t) TrU{—1,0},pF 075 \“t yJ t ) ) +- .

Similarly, the F reduction of B*, k € N, is

i S(t) mkF
= ]1 *)y ————
Bt Oz(t) x {kezZt} Oé(t)+
0%y o (Z95 (1), G € TF U{=1,0), NE Y, q, 200
Lirgz;y Tru{-1,01\\“¢ t €T aft) CteR,.N

T N
D e U{—1,0}07,0: (2170 (1),5 € TF U{—1,0})

Note that the processes 77,57 and B*, E’“ are cadlag. The next result shows that the process 3% (and consequently B)
is linked with 3% through the process v.

Lemma 3.6. For k € N, . .
/ 556[8 = / des + (Bk, V), t €10, 7-1 A To).
0 0

Proof. Notice that B is a continuous process. By the Jeulin—Yor formula (see e.g. Dellacherie, Maisonneuve, and Meyer
(1992, no 77 Remarques b))),

t
B —/ Brds — (B*,v)y, t € [0,7_1 A o),
0

defines a G local martingale. But, acccording to Theorem 2.4, the drift of B*in G is fot 6§ds,t > (. We conclude that

t t t
/55615:/ des:/ BEds + (B*,v),
0 0 0
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fort € [0,7-1 A 7o) B

Knowing the IF reductions B’“ and 37 of ¥ and 47, in view of the martingale representation property in IF, accounting
also for the avoidance of 7_; A 79 and 7;,j € N*, the strategy for constructing an invariance probability measure P
becomes clear. It is enough to find a probability measure [P equivalent to Q on F7 (given a constant 7' > 0) such that the
(F,P) drift of B*, k € N, is Bk and the (IF,P) compensator of 77, j € N*, has the density process 7”.

To implement this idea, the following estimates will be useful.

Lemma 3.7. There exists a constant C > 0 such that

() <C(Y sup |mif* + 1)t (3.6)
i€N0<SSt

andfor0 <r <tandj e N*

FVAL <O sup [mi|+1), (3.7)
i€N0<S§t

VI val) < CY sup (jmi]+ 1) In(lmi| + 1).
ieN 0<s<t

Proof. Applying Lemma A.2 to the formula (3.3) and noting that the function «, continuous and positive, is bounded
away from 0 on [0, T'], we obtain, for positive constants C' that may change from place to place,

We<C [ (D > 128 +1)%s<C(Y ] Y sup [Z(s)[+ 1),

0 ICNjeN\I ICN jen\1 9<sst

which yields (3.6). Applying Lemma A.2 to the formulas (3.3) for 47 and (3.5) for 47, we obtain the first line in (3.7)),
whence the second line follows from

¥ (3 v#4) < C(max sup |m%|+1)In(C(max sup |mi|+ 1))
iEN g<s<t 1EN o<s<t
=max sup C(|m|+1)In(Clm:|+1).0
ieN 0<s<t
Notice that the processes 77 are positive. Consider the IF local martingale = v + > JEN* (Z—j —1). M7,
Lemma 3.8. The Doléans-Dade exponential £ () is a true (F, Q) martingale.
Proof. Following Lepingle and Mémin (1978, Theorem III.1), we consider

G 3o G
e (4G - ma+ G - 1) - G - 1) 1,
and its FF predictable dual projection
t i o Vrs- -
Mo = Sy fi (04 G =m0+ (G2 - ) - G - 1) lds

S jen Jo (- (n(F-) = n(3.)) — (3, —71)) ds.

Combining Lemma 3.7 and Lemma A.3, we prove that ez (W)t Mr g Q integrable for a sufficiently small t = o > 0.
According to Lepingle and Mémin (1978, Theorem I11.1), we conclude that E[E (1), ] = 1. The same argument applied with
the conditional probability Q[-|F;,] instead of Q proves that E[£ ()2, |F2,] = 1. Iterating, we arrive at E[E(u)r,] = 1
for any integer £ > 0. i
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3.3. The invariance probability measure

We have proved that £(u) is an (IF, Q) true martingale. We can then define a new probability measure P = £(11).Q on
Fr.

Theorem 3.1. The probability measure P is an invariance probability measure for the DGC model (1—1 A 19, F, G, Q) on
the horizon [0, T|, for any constant T > 0.

Proof. By the Girsanov theorem, the intensity of 7;, i € N*, in F under IP is 5%, while the drift of B* k € N, in F under
Pis (B* . X + (B*,v)).

Given a constant 7' > 0, let us prove that the probability measure P such that % = &(u) is an invariance probability
measure for the quadruplet (7—1 A 79, F, G, Q). According to Crépey and Song (2017, Corollary C.1), we only need to
consider the locally bounded (F, P) local martingales P in the condition (A). We write

W*=B*—gF A~ (B, v) ke N, and M7 =115 o) — 37 . A, k€N, j € N*.
Thanks to Lemma 3.6, the stopped process
(I//V\k)'r_l/\ro— _ (Bk _ Bk . )\)fr_l/\'ro _ (Wk)r_lAro
is a (G, Q) local martingale. The (G, Q) local martingale property of
(A’Zj)r,mm— _ (]1[7.]_700) - 7j ) )‘)r,l/\m _ (Mj)nl/\ro

(cf. Lemma 3.5) is clear.

As we did in Lemma 3.1 under the probability @, it can be proven that the family of processes Wk, k € N, and M ,
J € N*, has the martingale representation property in the filtration F under P. Hence any (IF, P) local martingale P is an
stochastic integral in F of the processes W* and of M7 under the probability measure P. The natural idea is to say, then,
PT-1/70~ is the stochastic integral in G of the processes (W*)™170 and of (M7)7™-1\70 under the probability Q, so that
P17~ jtself is a (G, Q) local martingale. However, knowing the discussion in Jeulin and Yor (1979) about “faux amis”
regarding enlargement of filtration and stochastic integrals, we have to be careful. More precisely, we need to distinguish
between the stochastic integral in the sense of semimartingales and the stochastic integral in the sense of local martingales,
recalling from Emery (1980) (cf. also Delbaen and Schachermayer (1994, Theorem 2.9)) that a stochastic integral in the
sense of semimartingales with respect to a local martingale need not be a local martingale.

We can argue as follows. We consider separately the cases of continuous and purely discontinuous P. When P is a
continuous (IF, P) local martingale, P is the (I, P) stochastic integral, in the sense of local martingales, of an F predictable
(n + 2) dimensional process H = (H*,k € N) with respect to the (n + 2) dimensional process (W*, k € N). Since
the matrix (%, k, k' € N) is uniformly positive-definite, for every k € N, H” is individually (F,P) integrable
with respect to the one dimensional Brownian motion " in the sense of local martingales (see Jacod and Shiryaev (2003,
Chapter III, Section 4)). Moreover, as (H k, W’“, v) exists under P (noting H kW is continuous), by the Girsanov theorem
(see He, Wang, and Yan (1992, Theorem 12.13)), (H k, W’“, v) is of locally integrable total variation under Q. Hence H k
is integrable with respect to <W", v) under Q. Moreover the (F, Q) martingale part of W*isan (F, @) Brownian motion,
hence the (F, Q) integrability of H* against this martingale part reduces to the a.s. finiteness of (H¥)? . X, which holds
under P and therefore under Q. In sum, H* is (F, Q) integrable with respect to TW* in the sense of semimartingales. As the
hypothesis (H’) holds between F C G under Q (see after (3.2)), Jeulin (1980, Proposition 2.1) implies that H ks (G,Q)
integrable with respect to W* in the sense of semimartingales. By Jeanblanc and Song (2013, Lemma 2.1), the stochastic
integrals in the sense of the (IF, Q) semimartingales and in the sense of the (G, Q) semimartingales are the same, hence
P=%,.nvH". W* also holds in the sense of (G, Q) semimartingales. By Lemma 3.6, (W#)7-1A70 = (JWk)71A70 jg
a (G, Q) local martingale. Applying He, Wang, and Yan (1992, Theorem 9.16), we conclude that, in fact, H* is (G, Q)
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integrable with respect to (JW*)7™-1/7 in the sense of local martingales. Hence

PT_l/\Tgf — Z (Hk . /W\k)T_l/\Tof — Z (Hk . Wk)‘r_l/\‘ro
keEN keN

is a (G, Q) local martingale.

Consider now the case of P purely discontinuous. Without loss of generality we suppose that the locally bounded
process P is in fact bounded. Then, P is the (IF, P) stochastic integral (in the sense of local martingale) of an F predictable
n dimensional process K = (K7,j € N*) with respect to the n dimensional process (JT/[\ J,j € N*). The processes
M ,j € N*, have disjoint jump times with jump amplitude 1. This implies that K7 is integrable with respect to M
individually. Moreover, as P is bounded, the random variables K. ] € N*, are bounded, hence K itself is bounded (cf.
He et al. (1992, Theorem 7.23)). As a consequence, K is automatically (G, Q) integrable with respect to (]\//T J,j € N*)
in the sense of local martingale. By Jeanblanc and Song (2013, Lemma 2.1) again,

PT-1ATo— — Z (Kj _J/\Zj)‘l’—l/\m* — Z (Kj _Mj)T—l/\To’
JEN* JEN*

which is a (G, Q) local martingale. B

3.4. Alternative Proof of the Condition (A)

Theorem 3.1 yields an explicit construction of the invariance probability measure P in the DGC model. If we only want
to establish the condition (A), i.e. the existence of PP, a shorter proof is available based on the sufficiency condition of
Crépey and Song (2017, Theorem 5.1).

Lemma 3.9. The (G, Q) intensity v of the random time 7_1 A 1y is given by

Y=L ar) (YY)

Proof. This follows from, for example, Crépey and Song (2016, Lemma 6.2). B
Theorem 3.2. The condition (A) holds in the DGC model (t_1 A 19, F, G, Q).

Proof. Given a constant horizon T' > 0, according to Crépey and Song (2017, Theorem 5.1), we only need to prove the
exponential integrability of fOT/\T ~sds, which can be done similarly to the proof of Lemma 3.8. i

4. Wrong Way Risk

As visible in (2.11), the default intensities of the surviving names spike at defaults in the DGC model. This is very much
related to the departure from the immersion property in this model, i.e. the fact that the invariance probability measure
P is not equal to the pricing measure Q on Fr. This *wrong way risk’ feature (cf. Crépey and Song (2016)) makes the
DGC model appropriate for dealing with counterparty risk on credit derivatives, notably portfolios of CDS contracts traded
between a bank and its counterparty, respectively labeled as —1 and 0, and bearing on reference firms: =1, ..., n.

To illustrate this numerically, in this concluding section of the paper, we study the valuation adjustment accounting for
counterparty and funding risks (total valuation adjustment TVA) embedded in one CDS between a bank and its counterparty
on a third reference firm.

In Figure 1, the left graph shows the TVA computed as a function of the correlation parameter o in a DGC model of
the three credit names (hence n = 1): the bank, its counterparty and the reference credit name of the CDS. The different
curves correspond to different levels of credit spread A of bank: the higher ), the higher the funding costs for the bank,
resulting in higher TVAs. All the TVA numbers are computed by a Monte Carlo scheme dubbed “FT scheme of order 3”
in Crépey and Nguyen (2016, Section 6.1). FT refers to Fujii and Takahashi (2012a,b). The numerical parameters are set
as in Crépey and Nguyen (2016, Section 6.1), to which we refer the reader for a complete description of the CDS contract,
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of the FT numerical scheme and of other numerical experiments involving CDS portfolios (as opposed to a single contract
here).

The right panel of Figure 1 shows the analog of the left graph, but in a fake DGC model, where we deliberately ignore
the impact of the default of the counterparty in the valuation of the CDS at time 7_; A 7o (technically, in the notation of
Crépey and Song (2016, Equation (6.7)), we replace (Pe Ae) by P;_ in the coefficient f ), in order to kill the wrong-way
risk feature of the DGC model. We can see from the figure that, for large p, the corresponding fake TVA numbers are five
to ten times smaller than the “true” TVA levels that can be seen in the left panel. In addition of being much smaller for
large p, the fake DGC TVA numbers in the right panel are mostly decreasing with . This shows that the wrong-way risk
feature of the DGC model is indeed responsible for the “systemic” increasing pattern observed in the left panel.

TVA one CDS different correlations TVA one CDS different correlations
0.9 T T T T 0.25 T
B >
0.2
> e >
Q== = = . <.
0.15} T ege
< < -q-=--- |
> >
= =
oaf .
——\=0%
5\ = 1(721
0.05F = A =2%
— . A=3% |4
0
0.2 0.4 0.6 0.8 0.99

Figure 1. Left: TVA on one CDS as a function of the correlation parameter ¢ and for different bank
credit spreads A, in a DGC model with three names: the bank, its counterparty and the reference credit
name of the CDS. Right: Analog results in a fake DGC model without wrong-way-risk.

A. Gaussian Estimates

In this appendix we derive the Gaussian estimates that are used in the proofs of Lemmas 3.7 and 3.8.

Lemma A.1. Given a positive decreasing continuously differentiable function I on R such that

/ tI0(t)dt < oo and tl%m t4=10(t) — 0,
R4 o0

for some integer d > 0, we write g(y) = ) G(y) = fyoc tiT(t)dt. Let § > 0 and a, e > 0.
M Ifg(y) > ay for y >y, then

1 11
Gly) < (5 +e)y" 'Ty) for y>7Vv \/|d1|(eag+).

(%

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

Gly) > (— -

«

)dlf() for y>y\/\/|d ———).

ea? o
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Proof. (i) For every positive continuously differentiable function ¢ on (0, +00),

(Gy) —eWT®) = —y'T(y) — &' WT (W) + (W) (v)
= (e(W)g(y) —y* — & W) () > (aye(y) —y* — ¢’ )T (y)

fory > g. For p(y) = (% + €)y?™!,

awe(w) — v — & (5) = (1 + o)y — 3 — (2 +od - )y'~? =

cay’ = (= + )~ )y = (cay? — (= +e)(d 1)y

Therefore,ify > §V/|d — 1|(2 + 1), then (G(y) — o(y)T'(y))" > aye(y)—y —¢'(y) > 0.Butlimyo (G(y) — @(¥)I'(y)) =
0, hence G(y) — ¢(y)I'(y) < 0.

(i1) We again begin with

(eW)g(y) —v* — ¢’ (¥))L(y)

(Gy) —e(WI(y) =
< (eW)(ay +a') —y* — ' (y))I(y)

— €)y*~1, assuming 1 > e (otherwise (ii) obviously holds). &

Sl

for y > §. We conclude as in (i) based on ¢(y) = (

We use the notation (2.5) as well as ® and ¢ for the standard normal survival and density functions. By a first application
of Lemma A.1, to the standard normal density I' = ¢, we recover the following classical inequalities on ¢ = %: for any
constant ¢ > 1,

cly <U(y) < ey, y > o, (A1)

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

Lemma A.2. There exist constants a and b such that, for every j € J,
0< ¢! ,(z) <a+b||z]|w. (A.2)

Proof. By conditional independence of the components of a multivariate Gaussian vector with homogeneous pairwise
; +
correlation o, we have @, , (z) = [, I'(y)dy, where T'(y) = [],c, ® (i;%ﬂ #(y). Hence

j Zjtovry
bete) = i et (S ) )

where w, ,(z,y) = (I)F(y() ) Straightforward computations yield
p,o\Z

V(¢ z1+oypt, o
g<t>=—r((t)) G OP R

whereas for t > maxjcj —= ( ov1—pyo— z)andt > f max;c s z;, we have

g(t) < ey HRIE TP 4t < at,
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. _ o\/p o\/p . . . _ o o . .. .
witha = 7, 200@ o= T 1 > 1. Applying Lemma A.1(i) with d = 1, = 1 and € = 1, respectively (ii) with

dzO,a:dande:%,yields

tI'(t)dt < 2I'(y), y > 0, respectivel / I'it)dt > —TI'(y), y>yV —,
/y (t)dt <2I'(y), y p v, (t) 25y Y):, y>y NG

where § = U%/ﬁ maxye g |zi| + %\/ﬁm/l — pyo. Thus, settingy; =5+ 1 = U%/ﬁ maxjey |zi| + %\/ﬁm/l — pyo + 1,

/0 tl“(t)dtz/o tF(t)dt+/ tl“(t)dtgyl/ T(t)dt + 2T (yy)

Y1 0

Y1 e o] e’}
gyl/ F(t)dt+4o7y1/ D(t)dt < (1+4a)/ D(t)dt,
0 Yy 0

1

i.e.
/ . (2, 8)dt < (1 + 4a)y. (Ad)
0

Now, by (A.3) and the right hand side inequality in (A.1),

0<o0y/1—-p Z)U(z)

! zj oy
< B L ztovey ]71 2z +o/py o\4, d
_/ <<I>(yo) (2 oy T T, (L >y0}> Wp,o (2, y)dy

(A.5)

1 cz; co\/p
— 1 o(2,y)d
<<I><yo> " m/ﬂ) T o7 Jp HovmrevTmon =z ¥t (@ y)dy

1 cz; cop [
< + 2 ) + Yw, o (2,y)dy,
(‘I’(yo) ovT=p) oVT=ply =7 =)

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

0<o0y/1—p f)"g(z)

IN

1 CZj CO'\/E .
(‘I)(yo) - Jﬁ) + Jm(1+4 Yyp. 1

Lemma A.3. Let m; = fo s(s)dBs, where B is a a univariate standard Brownian motion and < is a square integrable

2
function with unit L? norm. For any constant q > 0, e13"Po<s<t ™= js integrable for sufficiently small t.

Proof. The process (my);>0 is equal in law to a time changed Brownian motion (W%);>¢, where W is a a univariate
standard Brownian motion and ¢ = fot ¢2(s)ds goes to 0 with t. Thus, it suffices to show the result with m replaced by
W. Let r; be the density function of the law of supy< <, |Ws| and let R;(y) = fyoo ri(x)dz,y > 0, so that

Ee?*Posose W] = / e ry(y)dy = —[Re(y)e™ |3 + 2 / yRi(y)e™" dy (A.6)
0 0
and (using the reflection principle of the Brownian motion)

Ri(y) = Qlsupg<s<; (Wi + W) >yl < Qlsupgc,<, Wit > ] + Qlsupgc, <, Wy > 4]
= 2Qsupgc,<r We > 5] = 2Q[[Wi| > £] = 2Q[[W1| > ;%] = 4@(5%7),
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where by the left hand side in (A.1)

S

Y
o

Y c ¥
2y =

&
2Vt

[od

P < co(

Yy e LSy
2/t Vor DN '

Therefore, for & > ¢, both terms are finite in the right hand side of (A.6), which shows the result. i
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