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V_TDbar

rho*Dbar

Payoff of debt is constant ρD̄ plus a digital option (1 − ρ)D̄I{VT ≥D̄} minus ρ puts

struck at D̄.

We can express everything in terms of the call function

C(K) = E[ e−rT (VT − K)+ ]

because C′(K) = −e−rT
P(K < VT )
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Investor puts q0 in, borrows d0 = C(D̄) − q0, at overall interest R > r.

Value repaid to the lender is

min{ d0 eRT , (VT − D̄)+ }.

Choose R to equate

d0 = e−rT
E[ d0 eRT ∧ (VT − D̄)+ ] = C(D̄) − C(D̄ + d0eRT ).

None of this requires any distributional assumptions about V .
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A CDO tranche with attachment points 0 < a < b < 1 will deliver

1

b − a



(
Ψ(wT )

D̄
− (1 − b))+ ∧ (b − a)

ff

at time T .

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 7/9



Another picture

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 8/9



Another picture

0.20 0.25 0.30 0.35 0.40 0.45 0.50 0.55 0.60
0

20

40

60

80

100

120

140

160

180

Credit spread vs leverage of bond−issuing firms
Sigma = 0.4, r = 0.05, T = 1, recovery = 0.6
Lower attachment point = 7%, upper = 10%, beta = 0.2

Leverage

S
pr

ea
d 

in
 p

er
ce

nt

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 8/9



Conclusions

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 9/9



Conclusions

• Tries to explain correlation of CDO defaults by modelling a correlated

structure for the underlying bonds

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 9/9



Conclusions

• Tries to explain correlation of CDO defaults by modelling a correlated

structure for the underlying bonds - joint Gaussian story, but at a deeper level

than the ‘industry standard’

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 9/9



Conclusions

• Tries to explain correlation of CDO defaults by modelling a correlated

structure for the underlying bonds - joint Gaussian story, but at a deeper level

than the ‘industry standard’

• Early part of the presentation appears to be more involved than necessary

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 9/9



Conclusions

• Tries to explain correlation of CDO defaults by modelling a correlated

structure for the underlying bonds - joint Gaussian story, but at a deeper level

than the ‘industry standard’

• Early part of the presentation appears to be more involved than necessary

• Does the proposed model for individual bond defaults match CDS data?

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 9/9



Conclusions

• Tries to explain correlation of CDO defaults by modelling a correlated

structure for the underlying bonds - joint Gaussian story, but at a deeper level

than the ‘industry standard’

• Early part of the presentation appears to be more involved than necessary

• Does the proposed model for individual bond defaults match CDS data?

• Heterogeneous pools of bonds?

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 9/9



Conclusions

• Tries to explain correlation of CDO defaults by modelling a correlated

structure for the underlying bonds - joint Gaussian story, but at a deeper level

than the ‘industry standard’

• Early part of the presentation appears to be more involved than necessary

• Does the proposed model for individual bond defaults match CDS data?

• Heterogeneous pools of bonds?

• Tax benefits of corporate debt?

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 9/9



Conclusions

• Tries to explain correlation of CDO defaults by modelling a correlated

structure for the underlying bonds - joint Gaussian story, but at a deeper level

than the ‘industry standard’

• Early part of the presentation appears to be more involved than necessary

• Does the proposed model for individual bond defaults match CDS data?

• Heterogeneous pools of bonds?

• Tax benefits of corporate debt?

————————————————-

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 9/9



Conclusions

• Tries to explain correlation of CDO defaults by modelling a correlated

structure for the underlying bonds - joint Gaussian story, but at a deeper level

than the ‘industry standard’

• Early part of the presentation appears to be more involved than necessary

• Does the proposed model for individual bond defaults match CDS data?

• Heterogeneous pools of bonds?

• Tax benefits of corporate debt?

————————————————-

Discussion of Crashes and Collateralized Lending by Jakub Jurek and Erik Stafford – p. 9/9


	Overview ...
	Overview ...
	Overview ...
	Overview ...
	Overview ...
	Overview ...
	Overview ...
	Overview ...
	Overview ...

	Another way to look at things
	Another way to look at things
	Another way to look at things
	Another way to look at things
	Another way to look at things
	Another way to look at things
	Another way to look at things
	Another way to look at things
	Another way to look at things
	Another way to look at things

	A picture
	A picture
	A picture
	A picture
	A picture

	Calculating the spread
	Calculating the spread
	Calculating the spread

	Spread for loan to buy equity
	Spread for loan to buy equity
	Spread for loan to buy equity
	Spread for loan to buy equity
	Spread for loan to buy equity
	Spread for loan to buy equity

	Valuing CDO tranches
	Valuing CDO tranches
	Valuing CDO tranches
	Valuing CDO tranches
	Valuing CDO tranches
	Valuing CDO tranches
	Valuing CDO tranches
	Valuing CDO tranches

	Another picture
	Another picture

	Conclusions
	Conclusions
	Conclusions
	Conclusions
	Conclusions
	Conclusions
	Conclusions
	Conclusions
	Conclusions


