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Open Ace

Abstract

This paper mainly studies the pricing of credit default swap with the loan as the reference asset
under the primary-secondary model. In the contract of credit default swap (CDS), we consider that
the defaults of the counterparties are correlated with the stochastic interest rate following Vasi-
cek model or the default state of the reference firm. We assume that the company’s default is in-
dependent with the company’s prepayment and obtain the pricing formulas of the loan and loan
CDS.
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1. Introduction

Since the end of the twentieth century, the derivatives market has developed rapidly and become one of the most
important financial innovations in the internationally financial market. It has also become a new tool of managing
credit risk after the loan transaction and the asset securitization. Credit default swap (CDS) is one of the most
important derivatives to manage credit risk in the financial market.

Because it is easy to implement standardization, the credit default swap market has the rapid expansion.
However, some concealed contradictions exposed gradually, such as the United States subprime crisis and the
European sovereign debt crisis. They make people realize that credit derivatives bring the convenience and
contain huge risk at the same time, especially contagious risk. Therefore, the pricing problem of credit default
swap became a hot research topic in recent years.
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Until now, there have been mainly two basic approaches to study credit risk: the structural approach and the
reduced approach. The corresponding models are called the structural model and the reduced-form model. The
structural approach introduced the firm’s default governed by the value of its assets and debts such as [1] [2].
However, for the problem of the valuation of credit products with jump-diffusion risk, it is still difficult to get
explicit results, even using the above approaches in the event of defaulting before the maturity date. Nevertheless,
the reduced-form approach is comparatively flexible and tractable to solve this problem. For the reduced-form
approach, exogenous mechanism of firm’s default was introduced. This model considers the default as a random
event which was controlled by an exogenous intensity process (see [3]-[5]). With the more aggregate credit risk
in the modern financial markets, we have recognized that the defaults of many firms have direct linkage.
Thereby the valuation of credit securities with contagious risk has aroused a lot of authors’ interests. The model
of credit contagion was firstly proposed to account for the concentration risk in large portfolios of defaultable
securities (DL Model) in [6]. Later, DL Model was generalized and the concept of counterparty risk which was
from the default of firm’s counterparties was firstly introduced in [7]. Because it is impossible to assume that the
impact of one firm’s default to another firm’s default keeps constant all the time, some authors introduced a
hyperbolic function to reflect the attenuation effect in [8]. Recently, the cases that the interest rate satisfied the
jump-diffusion process and the fractional Brownian motion were also discussed in [9]-[11]. The above conclu-
sions on CDS were mostly obtained when the reference assets were the bonds.

With the rapid development of the financial securities and financial derivatives, the proportion of the financial
assets in the total assets of the society is increasing. Therefore, the ability and the level of managing the risk for
the financial institutions have become the decisive factors to improve their competitiveness and profitability. As
a special enterprise, bank has a special role in the economical development. Its main business is to deposit and
provide the loans. The credit risk of the bank is mainly derived from the loans. In China, credit risk is
excessively concentrated. The existing methods and tools managing credit risk are ineffective. Thus, making use
of domestic and foreign research on credit derivatives, the exploration and the development of credit derivatives
to transfer credit risk in China’s market become very necessary. However, most conclusions on credit derivatives
based on the loan were qualitative and there are few deeply quantitative research. [12] studied the pricing of
mortgage CDS under structured model. [13] considered the characteristics in various types of loans. They
proposed a new idea of using CDS to transfer their risks and gave the pricing model of CDS. The research on
credit default swap based on the loan in foreign countries mostly used the reduced method such as [14] [15]. The
above studies did not consider the contagious risk among the counterparties. [16] discussed the pricing problem
of loan CDS with contagious risk. But the loan was particular in [16] and it had a cash deposit. In this paper, we
will make use of the contagious model with attenuation effect to study the pricing of CDS based on fully
amortizing fixed-rate mortgage (FRM). This kind of the loan is very common. Therefore, the conclusions in this
paper will provide the theoretical preparation and the suggestions for the credit products development and the
research in China.

2. The Structure of the Default and the Prepayment

Suppose(Q,]—',{]—]}:O ,Q) be the filtered probability space satisfying the usual conditions. }-:“TT*'T* <00

and Q is an equivalent martingale measure under which discounted securities’ prices are martingales and is
i i

unigue. The point processes {M‘}i—AB are the default processes of firm A and firm B and {N‘}i—AB is the

process of repaying the loan in advance of firm A and firm B. When Mti firstly jumps from 0 to 1, we call the
firm i defaults and denote 7, be the default time of company i. When N, firstly jumps from 0 to 1, we call
the firm i repays the remained loan in advance and denote T;] be the time of the repayment in advance. I{‘} is

the indicator function, then M, = I{ oL N = I{i g We assume that the unique macro state variable is the
7q 7p<
interest rate r ={r,,t >0} . Denote
R=RvE'VE VH VI, (1)
where

R =o(r,0<s<t),R =o(M,0<s<t),H =c(N,0<s<t). @)



Y. L. Liu et al.

Let
G =FivFLG =F v EL,
G =FvG
Suppose that 7, (i=AB) and 7, (i=AB) respectively have the positively §;-measurable processes A
i * t,; t .
and &' . For te[O,T ] , jol;ds <o and IO§§d5 <o, P-as.

We can define 7 and r'p as following

©)

7 =inf {t:j;ﬂs‘ds > E‘}, 7} =inf {t:j(jg;ds > Ej}, (4)

where {E‘,O <i< n},{Ej,O <j< n} are independent. The conditional and unconditional distributions of 7
and 7, are given by

P(z} >tlgé):exp(—j;/13du), te[O,T*], P(z} >t)=E[exp(—j;/1,jdu)}, te[O,T*J,

(5)
P(c), >t|g;):exp(—j;§u‘du), te[oT7], P(s, >t)=E[exp(—j;§uidu)] te[0,T°].
The joint distributions of rfj and TL are given by
P(e>t1G) =P (el a7y >t1G}) =exp| ~([; du+ J; du) | te[0T7])
(6)

P('>t)= E{exp[—(ﬁﬂjdu +L§c§jdu)}}, te[O,T*].

3. The Pricing of the Loan

The reference asset of credit default swap is a loan which takes the installments. After the signing of the loan
contract, the borrower of the loan promises to repay equal amount of the principal and the interest to the lender
in each repayment date which is called Fully Amortizing Fixed-rate Mortgage (FRM). Until the maturity date,
the borrowers should repay all the principal and the interest. In addition, the lender generally requires the
borrower to issue a corresponding collateral before the contract in order to improve the borrower’s credit rating
and the credit limits. The collateral can be a basket of the financial assets or some physical assets. In this paper,
we assume that the repayment of the loan satisfies two conditions: 1) The time of the payment is continuous; 2)
Allow the borrower to repay the loan in advance, but need repay all the loans once time.

The borrower may choose to repay the loan in advance, default or hold a loan. We assume that L is the
repayment amount of the borrower in the unit time. M (t) is the remaining loan at time t. T is the maturity date
of the loan. 7z, and z, are respectively the default time of company i and the time of the repayment in
advance. R(t) is the recovery rate of the loan when the borrower defaults. L, M (t) and R(t) are not
stochastic. 7= min(rd,rp denotes the stop time of repayment for the loan. If z =7, the remained loan is
M (r,).1f 7 =1, the remained loanis M(z,) and the bank can recover M (z,)R(z,). Thus, the cash flow
is the continuous repayment Y if the borrower dose not default or repay the loan in advance before the maturity
date. In a no-arbitrage market, the value of FRM is the discount of the expectation of the future cash flow on the
risk-neutral measure.

Therefore, the price of the loan is

V(t)=E? [M (r, ) } EQ [ e

{rp <T} I{rp>s}ds:|
—["Pr(u)du T, —[*r(u)du
B M (R (e e e o] @)

+E2 U: Le kv

{Tp<T}

ep>T 2T} '{»s}ds]
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Simplifying it, we have

—[7Pr(u)du —[Fd r(u)du
V(=B M(r,)e e M (s )R )T ]

T e ©
+ES[L Le™ I{Ds}ds]

where E2[-]=E°[-|%]. Now, we give a lemma about the distributions of zj and 7, .

Lemmal. Forall T e [t,T*], the conditional probabilities of the default and the prepayment of firm i are
respectively

P(rf1 >T |Q‘): I{ . exp(—f/li (u)du)

i
T

Je (uyd ©
i i) _ Q —Jyo (u)du
P(Tp>T|gt)—|{Tip>t}Et [e }
Proof. The process in details can be found in Appendix.
In order to calculate the price of the loan, we give another form of the pricing formula (8).
Theorem 1. The pricing formula of the loan V' (t) has the following form

Vi(t)=E? UTM (s)&' (S)e‘j‘(r(””'(“)”“”))d“ds}

+EQ [J'tTR (s)M(s)A' (s)eI‘(r(u)+§l(u)+;“l(u))duds} (10)

+LE? Ufe'lf(rw»a(uwﬂ‘<u>)d“d8}.

Proof. The process in details can be found in Appendix.

In the following, we give the primary-secondary model with the attenuation effect which the intensities of the
default and the prepayment of firm A and firm B satisfy. We apply the contagious model into the loan and loan
CDS based on the above loan.

Suppose that the default intensity and the intensity of repaying the loan in advance of the primary firm A
satisfy the following equations:

AM(t)=ag +alr(t), & (1) = by’ (1)
the default intensity and the intensity of repaying the loan in advance of the secondary firm B satisfy the
following equations:

a;

AB(t)=al +alr(t)+1, , ,——2
R P (e

£°(t)=by, (12)

where a),a’,a’,a’,a’,bf,by >0, af arerealand a)+a'>0, aZ +a’ +a) >0,
Now, we assume that the interest rate satisfies Vasicek model,
dr(t)=a(b-r(t))dt+o,dz, (t), (13)
where Z (t) is the standard Brownian motion which describes the market risk, o, is the standard deviation
which represents the stochastic volatility, parameter b is the long-term average of interest rate, a represents the

speed of recovery that r, returns to b from the deviation value of the long-term average. The interest rate has
the following explicit solution:

ol (e_a(u_t) —1)2

_ ' 4 gl
r(u)=f(tu)+ o +[ o ez, (v). (14)

. 1-e
Let p(v,u)= o.e ), b(t,u)= L p(tv)dv=0, %. From [7], we have
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feran= ]/t s [ 20 a0 foy.s)iz, (v). (15)
e[ [r(u)du]
= [t (tu)du +Ifwdu (16)
1 (08)(s-)+ 2 (s 2fame ) e )|

var ([b(v.s)dz, (v))

- EQU b(v,8)dZ, (v)x [b(v v)}: [b(v.s)dv 17)

:%[(S‘t)—g(l—e*‘(“>)+£(1_62a<st) ))

3.1. The Price of the Loan Issued by the Primary Firm A

In fact, we need to substitute (11) into the pricing formula in Theorem 1.

YA (u)+2A
Firstly, we calculate LEQ UT Rlrup e (u))duds}.

LEQ [f e il www))d”ds}
_ LLT EtQ |:e—[t5(r(u)+.§A(u)+/1A(u))du :l

. (18)
_ LLT EtQ |:ejt (r(u)+a@+b0A+afr(u))du :l
_ LJ. (s t ao +b0 |: —(l+a1A)Lsr(u)du :|dS
For any normal random variables X and Y,
E(e™®)= exp[Ayx + By, +%(Azaf< +20,, AB + Bzof)}. (19)
So we obtain
EtQ |:e(l+alA)J.15r(U)du :| |: (1+ a1 (I ) _Var (J‘ (u)du):|
2 L (20)
_ _ O, _ £ —a(s-t) = (1_ —2a(s-t)
_exp{ (1+af)(f (ts)(s [s t) 1 e )+2a(1 e )H
Secondly, we calculate E? [LTM (s)&? (s)eI‘S(r(u)+§A(u)MA(U))duds}.
EQ [ [[M(s)&” (S)eI‘S(r(””"ﬂ(”)m(”))d”ds}
(21)

—I M bAEQ|: ( (u)+¢A(u)+,1A(u))duds:|,

13 (u)+EAU)+AA () du
then, we substitute (18) into (21) and get the value of EQ [LTM (s)&*(s)e (e e ) ds}.
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At last, we calculate E° D‘TR(S) M (s)2" (s)eI'S(r(“)*5A(“)”A(“))d“ds}.

T N A(u)+AA(u))d 22)
+| R(s)M (s)a'r(s)E? [eh(r(uw () u}ds
= ['R(s)M (s)aE? [e-ff(r<u>+f’*<u>+ﬂ‘<u>)du }ds
+[TR(s)M (s)are 14 [r<s)e<1*a1’*>f'<“>d“}ds.
For any normal random variables X and Y,
aE eAX+BY
|: :| _ E[BeAX+BY:|
oB 23)
= exp[A,uX +Buy +%(Aza§ +2ABo,, +B’c? )}(,uY +Bao{ + Aoy, )
Let X =[r(u)du,Y =r(s). Wehave
OEQ e—(1+af\)jtsr(u)du+8r(s)
Q —(1+af\)jt5r(u)du !
El|r(s)e = =
(24)
B=0

:exp[Aﬂx SR 4 Ay
and
o =Cou(r(s), [r(u)du)
= €2 [r(s) [ r(u)du |- E2 [r(s) Q] [r(u)au]
~EQ [ [0 (v.s)dz, (v)x [b(v,s)dz, (v)] (25)

Substituting (18), (24) and (25) into (22), we deduce the price of the loan issued by the primary firm A.

3.2. The Price of the Loan Issued by the Secondary Firm B

The pricing process is similar to the pricing of the primary firm A. We need three steps.
—[¥r(u)+&B(u)+aB
Firstly, we calculate LEQ D‘:e Rlrtah oy (u))duds]
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LEQUT Rlrept @A) } L] EQ{ (()+s<>+zB<u>)du}ds

Ls[r(u)mg +ag +alBr(u)+|{Té\<u}
e

du
_ LJ‘tTElQ ag (u—rd )+1} ds (26)

7'.. T, <U] Jdu
_ LI{TEQ —jt( )+bE +af +afr(u ))duEQ e 1{{5\ | ag (u—rd )+1 |‘Ft'\/_7:r* ds.

Let —a =aZ =C* >0, then

_cA

L[ A, _A+Jdu
gofe LIl | v FL

Q o s -c* .
=E EXp - J.l +J.ré\l{ré\<u}m du |-7:1.V.Fr*

—EQ (exp(l{t<1§<s} In[CA(s—rcf\)+1D|7{v]-'Tij @7)
=7+ [ oxp(1 g IN[C* (s—u)+1])d(1-P(cf >ul F v EL))
= [[c*(s—u)+1]d(1-P(ef >ul R v FL)) - [[d(P (e >ul £ v £L)).
In the above equation, applying the integration by parts,
[[c*(s-u)+1]d(1-P(z} >u|;ftvf-Ti))—L°°d(F>(rdA >u|£va£))
~[c*(s-u)+1](1-P(z} >u|]{vﬁi))}f
+CA[(1-P(ed >ul A v FL))du+P(cf >s| AV L) 28
=(1-P(ef > s1 R v EL))+CA(s-1)
~CA[P(ef >ul A v FL)du+P(cf >s| K v FL)
=C*(s—t)+1-C*[P(z} >u| A v E- )du.
We assume that no defaults occur up to time t for firm A. Then
P(r[f SU|F v J—"Ti): exp(—.[tu/l’* (v)dv) = exp(—aé* (u-t)- af.ftur (v)dv). (29)
Substituting (29) into (28), we obtain
CA(s—t)+1—cAjSP(r;‘>u|fvf2)du
(30)
=C*(s-t)+1-C J'exp( ai.[ )

By (26),



Y. L. Liuetal

af

|
A

s J[ « Jdu
L[Te| e Frd g o A 2 g

= LJ‘tTEQ [ 13(r(u) 08 +a +aPr(u))du (CA(S—t)-i-l—CA.[:eXp(—ao (u-t)-a/ .[ dv)du)}ds

= L[ E? ol a8 gk peaf e (CA(s—t)+1—CAf EXP( ag (u-t)-a/['r( dv)du)}dS

_ LLTEtQ e(b§+a§)(s—t)e_jf(1+a1‘3)r(u)du (CA (S —t)+1):| ds

_LJ-tTCAEtQ |:e(bc?+ag)(5t)ef,5(l+a1 r( (I exp( (u t alj )du)}ds
= L[ (Ch(s—t)+1)e (%*a‘?)(“)EtQ[ el e }ds L['c gl ) EB{e““‘“ [fessteratit )dvdu)]ds

+ad |(s— +ag + S— (u- ¢ U !
—LJ' (Ch(s—t)+1)e =) [)EtQ[e (af ) }ds LI chel® BN t)J'te 24 t)Et‘g[e( £ )R et }duds
(31)
Then, applying the conclusion that E(eAX“‘Y):exp[A,uX +Bu, +%(A20'>2( +20-XYAB+Bzo-Y2)} for any

normal random variables X and Y, we have (31).

Secondly, we calculate EZ [LTM (s)&8(s)e Rt ds}
£Q J~TM B ~J¢(ruy+£B(u b Q (( )r8(u)2%(u)Jdu q
2 M (s)£8 (s)e f M (s)bJE; s. (32)
Because EF[ RlpE ) } is calculated in the first step, (32) can be easily obtained.

At last, we calculate E2 DtTR(s)M(s)/IB( )e A ds}.

T B —'[Is(r(u)+§B(u)+lB(u))du
.[t R(s)M(s)A°(s)e ds

du

— ["R(5)M (s)(r (s)+ &5 (s)+ 27 (s)) e M g
—["R(s)M (s)(r(s)+ R{rpet 25 g
JREM(s)(r(s)+&°(s))e
= [[R(s)M (S)d(_ej‘(r(uw e j - ITR (s)M (s)(r(s)+&° (S))e’ff(““>+¢B<u>+48<u))d”ds

l (33)
+J S TCIOIIE)
—IRS ( )+§()) f(()*é() (U))duds
(e PRy (1) -R (M 1) [ T (R (s (5)) o

= R(s)M (s)e IO

T du

[TREM (s)(r(s) 5 (5))e 0l

t



Y. L. Liu et al.

So

" ! (34)
T —j't u)+E°(u)+A ( ))du
—LR(S)M(S)EF[ () }ds
rem st |

From above equation, we only need calculate LTR(S) M (s)ER [r(s)eI‘s(r(“)*‘fB(“)”B(“))d”}ds in (33).

= [r(s)e—jts(r(u)+§B(u)+/18(u))du:|

s fxs[l A . uaig " Jdu
_ EtQ r(S)e—fl(r(u)+b§+ag+afr(u))duE e {d } 3B( ré\) 1 | ]__t v ]:-_rl; (35)

:(CA(s_t)+1)EF[r(s)e(”ala)j‘sr(u)du}CAIfeaﬁ(“”EF[r(s)e el o }du.

The first part in (35) is similarly obtained by the same method and process to the former, so we omit it. Now,
we calculate the second part. Let X =—(1+ alB)J' (u)du-a, J' v)dv,Y =r(s), then

e r(s)e 0

6EtQ [ (1+a1 )I‘ )du-+Br(s) afj:‘r(v)dv:l

oB

(36)

1
:exp(A,uX +EAza§j(,uY +Acyy ),

B=0

where g, and u, are easily obtained by the conclusions about the interest rate r(t).For o,,, we have
« = Cov, (r(s),—(1+ ap)[r(u)du- afjtur(v)dv)
=—(1+a’)Cov, (r(s),fr(u)du)—a{*Covt (r(s),f“r(v)dv)

37)
=—(1+af)E? U:p(v,s)dzr (v)><fb(v,s)dzr (v)} a ER Up v,s)dz, ( Ib (v,u)dz, (v )}
=—(1+a?) [ p(v.s)b(v,s)dv—a. [ p(v,s)b(v,u)dv.

For o%,u<s, we have
( 1+al)| du—affu v)dv)
=( +a ) Var, (I (u du) rt(.[tur v dv)+2a1 1+a1) (Lsr(u)du,Lur(v)dv)
. . . (38)
:(1 a ) Var, (Lr(u du) Vaq (J'tr (v dv)+2a1 1+a1) [_[b v,s)dzZ, (v)xj'tb(v,u)dzr (V):|
d [

(1+a1) _[S (u) du) Vaq J'tur v dv)+2a1 1+a’ )I (v,s)b(v,u)dv.
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Thus, combining (34)-(38), we deduce the pricing formula of the loan issued by secondary firm B.

4. The Pricing of Loan CDS

This paper assumes that the contract will terminate when the borrower defaults or prepays the loan in advance.

We consider a simple situation that z, and z, are independent. Therefore,

Rz, > %7, > y) = EC [efflu(u)du,;lvg(u)du]’ 39)
dR(r>s —[¥(A(u)+&(u))du
— % (ds Lo (3(s)+&(s) € [e R } (40)

oR (74 > x7, > )
OXoy

_ EIQ [l (x) & ( y) e*f‘xﬂ(U)dU*Lyé(U)du } , (41)

where =17, A7,

Firm C has a loan from firm J with the maturity date T,. The loan satisfies the above conditions. To seek
protection against the possible loss, firm C buys a credit default swap with the maturity date T, (T2 <Tl) from
firm K on condition that firm C gives the payments to seller K at a fixed swap rate ¢ in time while seller K
promises to compensate buyer C for the loss caused by the default of firm J at a certain rate R (R is the recovery
rate of the loan). Each party has the obligation to make payments until its own default. The source of credit risk
may be from three parties: the borrower of the loan, the buyer of CDS and the seller of CDS. In the following,
we discuss a simple situation which only contains the default risk from reference firm J and the CDS’s seller K.

The default intensity and the intensity of repaying the loan in advance of firm J satisfy the following
equations

A (t)=a, +ar(t),&(t)=by. (42)

The default intensity and the intensity of repaying the loan in advance of firm K satisfy the following
equations

3,
af (t-r3)+1'
Firstly, the time-0 market value of buyer C’s payments to seller K is
N Z13(r(u)e2? (u)+e?
PV (t) _ CEtQ [J‘:ze‘ft r(u)du I{,J >S}d5J _ CE[Q (J‘:ze L( (u)+A”(u)+¢ (U))dudSJ. (44)

Secondly, the time-0 market value of seller K’s promised payoff in case of firm J’s default is

_ejég*‘“”’“ (1-R(z))M ()1

e O ()1 1 1|

A (t)=ag +a1Kr(t)+I{rg<I} EX(t)=hbg. (43)

le)

PV, =E

loss

() o) }

S Ca SR T T @

=E© ej"rgr(”)d” (1— R(z )) M (zd) I{ri ol

T
,J'OZ

aK
aX +afr(u)+1( 2 |du
K

Let —af =aX =C" >0, then
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A
J —jgz[ag +afr(u)+l 4 IA_CJJdU
_fdr(u)d {Td U Clu-rg |+
=E°[e lo (u)u(l—R(Tj)M(Tuj)l{,&]%}e (v-d) ]

_(T2 -cA

_ AT =0 —alKjgzr(u)du—jégr(u)du J J 0 {’SQ‘}CA(U—Q‘)H
e EQ e (1-R(z ))M(rd)l{rm}e (46)

= e*Tzatlj( EQ[e*f"lK jgzr(”)dufforgr(“)d“ (1_ R (Tj )) M (Tj ) | (CA (TZ _ T(;] )) +1]

{T&] <T2}
TJ

—e " EQ U;ze_a{( JoPr(ujae (1-R(s))M (s) 4’ (s)e_J"d(r(LJ)+)'J(LJ>+§J(L'))du (CA (T, -s) +1) dle

= e’TZatl)( J'(;rz (1_ R (S)) M (S)(CA (Tz _ S) +1) EQ |:ﬂ‘] (s)e*ﬂlK ngr(u)dueffos(f(u)uj (U)+§J(U))du :| ds.

Now, we calculate

EQ [/IJ (s)e ol JoPr(u)du *fo(( )”J(“”éj(u))du}
_E° [(a; +alr(s))e g Ll e <u>)du}
e ¥ ¥)ge [(aé ralr(s))e B (“af)jér(”)d”} (47)
_ aO (bo +30)EQ ‘: —af jgzr(u)v}ue-(bralJ )fgr(u)d“:l
+ allefs(b‘)J +ad)EQ ‘:I’ (5)6731 £ J2r( “e (Haf )Igr(”)d“ }
Let X = _[ u)du,Y = I u)du . For any normal random variables X and Y,
E(e™®)= eXp{A,uX + By, +%(A20§ +20,, AB+ BZGYZ)}. So we have
T b(O u)
yX:y(Jor( ) J f (0,u)du+ f Tdu,
s s sb O,U 2
Uy = y(_[or(u)du) = [ f(0,u)du +fo%du.
o? ZVar(ﬂzr(u)du)zEQU;zb T,)0Z, (u)x [b(u,T,)dz, (u J [0 (u.T,) du. (49)
ol =Var(j;r( )du) EQ U b(u jb s)dz, (u ] b(u,s)” du. (50)

Oy =E° U r(u)duf;r (u } [ } [ ] (51)

= €[ [D(u.T,)dz, (u)x [}b(u.5)dz, (u )] [(b(u.T,)b(u,s)du

(48)
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T. —(1+a )[Sr(u)du
EQ [e—a{(fozr(U)due (1 | )fo( )d }: exp{A,uX + By, +%(A20'>2( +20,, AB + 820'3 )}

Then, we substitute (48)-(51) into (52) and get E® [e_a{( Igzr(“)d“ef(haf o du} Let
A=1X =-af J'OTZr(u)du —(1+a)[’r(u)du;B=0,Y =r(s). We have
ay = y(—af joTzr(u)du ~(1+a) )J'Osr(u)du)

=-af[f (0,u)du +I§2@du ~(1+4/ )[j;f (0.u)du+|;

= p(r(s))= f(O,s)+@.
ol :Var(—alKJ'OTzr(u)du—(l+af)j;r(u)du)
= (ar )ZVar(J'JZr(u)du)+(1+aj)ZVar(j:r(u)du)

+2af (1+a] )Cov(ﬂzr(u)du,.[;r(u)du)

J-(1+a? )cov(r(s).[ir(u)u)
——al (B[ r(s) ["r (w)au] -E°r(s)]E° | ['r(u)c ]
J(E°[r(s)fir(w)au ] -2 r(s)]E® | [r (u)au]
— _arE® [ *p(v,5)dZ, (v)x ["b(v.T,)dz, (v):|
~(1+a! )E?| [1p(v.5)dZ, (v)x [}p(v.s)dz, (v)|
=-a [ p(v,5)b(v,T,)dv—(1+a] ) ['p(v.5)b(v,s)dv.
For any normal random variables X and Y,

OE |:eAX+BY :|

= _ E|:BeAX+BY:|

= exp{A,uX + By, +%(A20'>2( +2ABo,, +B’c? )}(,uY +Bo{ + Aoy, )

Therefore,

EQ [r (s)e™® Joer(uyu g (1ead o (o) }

6EtQ [e(haf )j‘sr(u)dUJrBr(s)—alJ Jir(v)dv :l

oB

B=0

sb(O,U)2 U

1
:exp(A,uX +§Aza§j(,uy +Acyy ).

(52)

(53)

(54)

(55)

(56)

(57)



Y. L. Liu et al.

We substitute (53)-(55) into(57) and get the above expectation.
Thus, in accordance with the arbitrage-free principle, we obtain the swap rate of loan CDS

J
Q| alodrWdu (4 5(.3 3
- E {eo (2-R(z ))M(rd)l{rm}l{rgﬂz}} -
€= PV (0) B £0 ( L;I'ze—jts(r(u)ﬂj(u)+§3(u))d“dsj |

5. Conclusion

CDS is one of the credit derivatives with large trading volume in the global financial market. In fact, there is a
certain relationship among most of the companies in real market, such as the problem of holding each other’s
bonds and so on. If a company defaults, it will affect the default possibility of another company. Default
contagion is a common phenomenon in financial markets. This paper studies the pricing of CDS with the loan as
the reference asset when contagious risk has the attenuation effect. We consider that the default intensity is
correlated with the counterparty’s default and the interest rate following Vasicek model. The conclusions in this
paper can provide the theoretical preparation and suggestions for the credit products development and the
research in China. In fact, we only discussed the simple situation. The default of a firm and the prepayment of
the loan issued by the firm are independent. Moreover, we price the loan and CDS under the primary-secondary
framework. We can also consider other more complex cases, such as the correlation of the default intensity and
the prepayment intensity, the looping default effect and so on.
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Appendix

1. Proof of Lemma 1

Proof. Firstly, from Section 2, we have

P(zy >T1G)

P(ch > |q)=e[l{,;>T} M‘}:P(fé TG R) N B ig)
-1, eXp(_L“%(u)du)zl

{1} EXp(—j;/li (u)du) {

(59)

i
Ty >t

} exp(—J'lT/I‘ (u)du).

Similarly, we have
P(,>T1G)

P(sy > T1G) =1y, 160 | =P, =T 10w M) - e P (e > 11G)

(60)

exp(—_[OTéi (u)du) -
e ap e (wyau) op(-[€ (W)

2. Proof of Theorem 1

t

Proof. Firstly, EtQ |:|\/| (Tip)e*fgpr(U)du |{1L<T}:| _ E{Q |:J'TM (S)fi (s)eIf(r(U)+§I(u)+ﬂ'(U))dudS:|.

i - :ipr u)du _ i - :ipr(u du i
M (z;)e t '{ia}}EtQ(M(Tp)ej ) JE |gj
—[Yr(u)du . ~[Y& (u)du © i — %2 (u)du
- [f'\" (y)e e (y)e T ay["a! (x)e dx} (61)
|:ITM (S)fi (S)e_jts(r(U)+§i(U)Mi(U))dudS:l.

Secondly,
JIMOOR(e %2 (x)e F O g (y)e H | (©2)

At last,
Q| [Tyekr(udu _vEQ| [Tafr(wa i
E, [L Te i >s}d5} =Yg Ut e g g B8 1G j
_ LE[Q I:odxj:oJ-ITe_Itsr(u)duds/li (X)e"jtw(u)dufi (y)e_jtul(u)dudy:|
— LEtQ J-tTefj.tsr(u)dudstli (X) e’jxxﬂ'l (u)du dXJ.Swgi ( y) e’J.xy}'i (u)du dyj|

=LE? _f,Te'Jf(f(“)+5i(U)Mi(“))d“ds}.

(63)

Therefore, the theorem is deduced.
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