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Credit Risk and Low Default
Portfolios

Banks fulfil an essential role in today’s society. They safeguard the deposits of individuals and com-
panies, and grant loans to fund mortgages, investments and other expenses. These activities are not
without risk, which is why risk management is a vital aspect of operating a bank.

Recall for example the financial crisis of 2007 and 2008. As Holt discusses in [1], one of the main causes
was the relaxed standards for mortgage loans. Many loans were granted by banks to individuals without
good enough solvency, and when many could not repay their debt the banks became in trouble. This
even caused one of the largest banks at that time, Lehman Brothers, to collapse in 2008.

Considering the impact banks have on the global economy, they are under the supervision of a regulator,
who monitors the banks’ ability to manage their risk in an adequate manner. All banks are under
supervision of their ‘national’ regulator, for European banks this is the European Central Bank (ECB). In
order to ensure worldwide financial security and fair competition national banks organised themselves in
the ‘Basel Committee on Banking Supervision’ (BCBS). This committee creates the regulation framework
all banks in the world have to follow. Since they have no official jurisdiction the official laws have to
created by all the national regulators themselves. Even though national regulators regularly disagree
with each other, in practice the framework of the BCBS is always implemented by them.

First, a more thorough description of credit risk will be given and thereafter the issues and regulation
regarding low default portfolios.

1.1. Credit Risk

The BCBS distinguishes in the document [2] known as ‘Basel II' between three main types of risk:

» Credit risk. The potential that a bank borrower or counterparty will fail to meet its obligations
in accordance with agreed terms.

o Operational risk: The risk of loss resulting from inadequate or failed internal processes, people
and systems or from external events.

o Market risk: The risk of losses in on and off-balance-sheet positions arising from movements
in market prices.

In the financial industry the expression ‘credit risk’ is commonly used by practitioners. As a mathe-
matician, one would generally assume that when a term is widely used, its definition is agreed upon by
its users. In practice however, the lack of precise formulation may be cause for confusion. Normally
this will mostly be a non-issue, but in the development of credit risk models it is important to precisely
define which subrisks are included and which are not. Subrisks of credit risk include (but are not limited
to) [3]:
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» Default risk. This is usually what is meant by credit risk by laymen. Default risk is the risk of not
getting your money back as a lender in the case the borrower defaults. This is why estimation of
the probability of default of obligors plays a central role in credit risk management.

* Recovery risk. Even if a company defaults it is no guarantee that the debtholders lose all
their capital. In case of default the assets of a company are liquidated and used to repay the
outstanding debt. The risk that an obligor repays less of its debt than previously expected is
known as recovery risk.

o Spread risk. The credit spread between two loans is the difference between their interest rates.
If the credit market becomes more risk averse, a higher premium is required to lend capital which
translates to a rise in interest rates. When interest rates increase the price of their underlying
bonds go down, which causes a loss for holders of these bonds without the credit quality of the
corresponding company decreasing.

* Downgrade risk. Most large companies have their ability to repay their debts assessed by credit
rating agencies (eg. Moody’s, Standard & Poor’s, and Fitch). If the credit rating of a company
deteriorates their risk weight increases and the lender must hold more regulatory capital.

e Concentration risk. When a bank lends a million dollar to one company, this is considered
riskier than lending half a million to two companies. This phenomenon is known as concentration
risk and urges banks to diversify their portfolio.

Credit risk can be further decomposed into more subrisks, but this is out of scope for this thesis. Also,
these subrisks are not independent, but can influence each other. The focus of this research is the
estimation of the probability of default when it is low, so default risk is the most relevant type of of
subrisks. That is of course not to say that other types are less important.

1.1.1. Risk components and Approaches

Broadly spoken a bank can distinguish between two types of losses, ones that it can expect and ones
that it can not. The first type, the expected loss (EL), are the losses incurred under normal business
circumstances. These costs are covered on an ongoing basis by provisions the bank holds. Expected
losses are viewed as a cost of doing business. However, losses are not deterministic but vary over
time. Sometimes they are lower than expected and sometimes they are higher. In that case they are
known as an unexpected loss (UL), exceeding the expected amount a bank might lose.

Expected Loss

How much a bank is expected to lose on a loan depends on three factors: The size of the loan, the
probability that the borrower is not able to repay the debt, and the amount the bank recovers even if
the borrower defaults. Suppose the maturity of a loan is fixed at one year. In credit risk modelling the
expected loss is written as:

EL = EAD x PD x LGD. (1.1)
Where the acronyms stand for:

¢ Exposure At Default (EAD). The size of the loan at the time of default. Sometimes, as it is in
the case of bonds, this is a known quantity. Often times it is however a random quantity, as in
the case of credit cards for example. The EAD is shown to increase with the PD since the need for
funds increases in bad times. This is called ‘wrong way risk’ and needs to be taken into account
in the development of models.

e Probability of Default (PD): The probability that the counterparty defaults. The estimation of
this quantity is the focus of this thesis. It is arguably the most important of the risk components
as it is the only parameter banks may estimate under one of the internal rating based approaches
discusses later.

¢ Loss Given Default (LGD): Given in a percentage. Often times obligors are not able to repay
their whole debts, but still a part of it. After liquidating the assets of a counterparty the bank
may recover a part of the loan. It is equivalent to the Recovery Rate (RR) through LGD = 1 —RR.
The LGD may also be correlated with the PD as shown in [4].
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Unexpected Loss

If losses are always as expected, banks would have no trouble managing their credit risk. More in-
teresting to consider is the unexpected loss, how much capital should a bank hold in order to protect
itself against unforeseen losses? One extreme is a bank holding so much capital that it is protected
against all its obligors defaulting. This is unreasonable of course, as it is too expensive to hold so much
capital that otherwise could have been invested. The other extreme is a bank holding no capital to
protect against unexpected losses at all. A very dangerous practice as it is a known fact these losses
can occur, causing much stress on the solvency of the bank when they do. It is therefore important for
banks and their supervisors to find a balance between these two extremes. Also note that this can be
a cause of friction between these two parties, as banks wish to hold as little capital as possible while
supervisors prefer them to be more on the safe side.

The BCBS has determined that banks should hold a certain amount of Capital Requirements (CR) to
mitigate unexpected losses. The CR is very simply computed as a percentage of the Risk Weighted
Assets (RWA). Normally this is 8%, but it can be slightly adjusted by the regulator to make it more or
less conservative. The real objective is therefore to determine the RWA of a portfolio. There are two
main approaches, the Standardised (STA) and Internal Rating Based (IRB) approach. Within the last
one two subapproaches can be identified.

Risk weight table for PSEs

Option 1: Based on external rating of sovereign

External rating of the sovereign AAAto AA-  A+toA-  BBB+ to BBB- BB+ to B- Below B—  Unrated
Risk weight under Option 1 20% 50% 100% 100% 150% 100%

Figure 1.1: Risk weight table of exposure to non-central government public sector entities [5]

Standardised Approach

The STA approach is as its name suggests the most simple one. In this approach the RWA is determined
as the weighted sum of items on and off the balance sheet. The banks may use external ratings to
determine in which weight should be applied to the loan. The weights themselves are provided by the
regulator, see figure 1.1 for an example. Historically, the STA approach was used by smaller banks who
did not have the resources to create (and validate) their own models. Larger banks prefer to use the
IRB approaches as the Capital Requirements are usually lower under these.

Internal Rating Based Approaches

The second method to compute the RWA of a portfolio of obligors is the IRB approach. The main
underlying formula for this approach will be derived first. Two subapproaches, foundation (F-IRB) and
advanced (A-IRB) will be discussed thereafter. An important concept in the IRB approach is the risk
measure known as the Value-at-Risk (VaR):

Definition 1 - Value-at-Risk.

For a given confidence level a« € (0,1) the Value-at-Risk (VaR) is that value for which the probabil-
ity of the loss exceeding it is 1 — a. If F(x) denotes the loss distribution, the VaR is defined as:

VaR(a) = inf{x : F(x) = a}

The Basel Committee decided that the capital banks hold must cover the 99.9% VaR of a certain loss
distribution. This means that only in the worst 0.1% of scenarios losses occur for which banks are not
prepared. For a graphical representation of the relation between the EL, UL and VaR, see figure 1.2.

The VaR depends on the chosen loss distribution. The BCBS used a model known in the literature
under a few different names, but in this thesis referred to as the ‘Vasicek model’, which is discussed in
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Figure 1.2: Structure of the loss distribution [6]

detail in chapter 3. For now it is enough to know that for a given individual PD estimate p, correlation
value p, and factor Y (‘state of the economy’), an unconditional PD is computed:

(D—l -1
op = o 2@ VPP
Vi-p
Recall the definition of the expected loss in equation 1.1. The unexpected loss is computed in the

same manner, but by plugging a quantity known as the ‘Worst Case Default Rate’ (WCDR) for the PD.
Coming back to the 99.9% VaR, the WCDR is determined by setting the random factor Y to 0.999:

o 1(p) + @¢—1(0.999)>
J1—p .

Now consider a portfolio of n obligors, the 99.9% VaR of the portfolio is given by

WCDR = CD(

n
VaRg.g999 = z EAD; x WCDR; x LGD;.
i=1
As seen in figure 1.2, the unexpected loss is the difference between the VaR and the EL. This is also
the capital a bank is required to have to protect itself against unexpected losses. The CR is therefore
given by

= ®~1(PD;) + /pP~1(0.999)
CR = z EAD; X <<I>< — PD; | x LGD;. (1.2)
= Vi-»p ) )
=1

A key assumption not mentioned yet is that the portfolio is assumed to be granular, i.e. large and
well diversified. Also note that the only random component Y is assumed to be normal, so that there
may be an underestimation of the tail risk. Furthermore, the scaling component and so-called maturity
adjustment have been omitted. The RWA can be computed by RWA = 12.5 x CR, since 12.5 is the
reciprocal of 8%. Please refer to the Basel documentation described in the next section for more
information regarding the IRB formula.

Equation 1.2 shows that in the IRB approach three quantities are used in the calculation of the Capital
Requirements, the EAD, PD and LGD. The correlation coefficient p is also needed, but given by a
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deterministic function of the PD. The correlation coefficient can attain values between 0.12 and 0.24.
Next, the two internal rating based approaches are discussed.

Foundation Internal Rating Based approach (F-IRB)

The Foundation Internal Rating Based Approach (F-IRB) allows banks to use their own internal models
to estimate the PD. Together with the EAD and LGD which are supplied by the regulator, the Capital
Requirements are then computed through the IRB formula. The CR under the standardised approach
are often higher than those under the F-IRB. This means there is an incentive for banks to use the
latter, because less Capital Requirements means that there is more capital available to lend and receive
interest upon. Another advantage of the F-IRB approach with respect to the standardised, is that it
causes banks to be more risk sensitive, leading to better credit risk management.

Advanced Internal Rating Based approach (A-IRB)

In the A-IRB, banks are not only allowed to use internal models for the estimation of the PD, but also
for the EAD and LGD. The capital requirements are generally even further reduced under the A-IRB.
However, there is also a lot more effort required in the development and validation of the models.
Because of stricter regulation the A-IRB has been used less often in the past few years.

Not all banks are allowed to use internal models. A lot of requirements need to be met before the
regulator permits the use of them and banks need to be able to prove on a regular basis that their
models are sufficiently calibrated and conservative. For more details on this regulation again please
refer to the Basel documentation summarized in the next section.

1.2. Low default portfolios

First a general introduction to low default portfolios will be given, thereafter a brief history of the Basel
regulation regarding low default portfolios will be presented.

1.2.1. Introduction to low default portfolios

As the name suggests, a low default portfolio is a portfolio of obligors where the observed amount of
defaults is low. In practice this means that not only is the probability of default of the obligors small,
but the portfolio itself as well. A large mortgage portfolio of possibly millions of obligors with ‘only’
thousand defaults is therefore no LDP, but a portfolio of 100 large corporates with 1 observed default
is.

There are several problems in the modelling of low default portfolio, but they are all caused by the
lack of data. It is possible that no defaults at all are observed in a portfolio, but the true probability of
default is always larger than zero, as many examples have proven. And even when some defaults are
observed, there is a high chance of underestimating the probability of default. Another problem is the
volatility of the observed defaults. Many years can pass without observing any defaults, but that does
not mean there will be no more financial crises.

These issues are very relevant for banks, as a significant amount of their exposure comes from low
default portfolios. On the one hand, they want to hold enough capital to handle a certain amount
of risk. On the other hand, they do not want to hold too much capital as this cuts into their profits.
The BCBS creates regulation to ensure the banks hold enough capital, the most important documents
related to low default portfolios are discussed in the next section.

1.2.2. Regulation
There have been four important documents released by the BCBS:

e (June 2004), International Convergence of Capital Measurement and Capital Standards [2], also
known as Basel II

» (September 2005), Validation of low-default portfolios in the Basel II Framework [7]
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e (July 2013), Analysis of risk-weighted assets for credit risk in the banking book [8]
o (December 2017), Basel III: Finalising post-crisis reforms [5], also known as Basel 1V.

Note that the exclusion of the document released in 2011, known as Basel III [9], is done on purpose
since it contains no significant changes to the regulation regarding low default portfolios.

Basel 11

In June 2004 the BCBS released the accords known as Basel II. It is noteworthy that the term ‘low
default portfolio’ is not mentioned once explicitly in the documentation. However, the following passage
from article 462 says:

‘Where only limited data are available, or where underwriting standards or rating systems have changed,
the bank must add a greater margin of conservatism in its estimate of PD.’

Articles 416 and 527(b) mention similar sentiments. Also, in article 285 the BCBS specifies a floor on
the PD of 0.03% for corporate and bank exposures (not for sovereigns).

Validation of low-default portfolios in the Basel II Framework

The financial industry, encountering problems in the validation of low default portfolio models, asked
the Basel Committee for directions as it was worried that these portfolios might be excluded from the
IRB approach. In 2005 the BCBS published this report on how the industry should deal with low default
portfolios.

In the document it is noted that there is no strict definition of a low default portfolio, but that they are
a continuum between two extremes. They are not excluded from the (Foundation or Advanced) IRB
approach, but the BCBS notes that ‘relatively sparse data might require increased reliance on alternative
data sources and data-enhancing tools for quantification and alternative techniques for validation’.

Some of the actions banks could take to mitigate the relative lack of data proposed in the article are
the following:

¢ Pooling data with other market participants. Even though a portfolio may have a small number of
defaults for one bank, if portfolios of similar exposures are combined the resulting portfolio may
be fit for regular estimation methods.

» Combining different rating categories. If rating categories such as triple, double, and single A are
merged into a single rating grade, the resulting portfolio could have a more reasonable number
of defaults.

¢ Using the upper bound of the PD estimate. If the PD estimate itself is deemed as too unreliable,
an upper bound could be used in the calculation of capital. In chapter 3 a method to derive such
upper bounds is described.

Analysis of risk-weighted assets for credit risk in the banking book

In 2013 the BCBS conducted a Regulatory Consistency Assessment Programme (RCAP), doing an anal-
ysis of risk-weighted assets for credit risk in the banking book. They found that there is a substantial
variation between banks in RWAs for credit risk. Three quarters of this variation can be explained by
the risk profile of the banks, while one quarter comes from different practices by banks and regulators.

The Basel Committee asked 32 large banks across the world to estimate risk parameters of low default
portfolios specifically and concluded:

‘The low-default nature of the assessed portfolios, and the consequent lack of appropriate data for risk
parameter estimation, may be one of the factors leading to differences across banks, especially for
banks’ estimates of LGDs in the sovereign and bank asset classes.’

While the Committee notes the largest amount of variation comes from LGD estimates, there are also
significant differences among PD estimates. Some examples of practices that vary between banks,
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which influence the difference among the PD estimates, are the combining of data sources, the length
of the data series used, and (judgemental) adjustments to the PD.

In the article the BCBS presents some suggestions to reduce the variation of credit risk RWA, these
include:

¢ Enhanced disclosure by banks. Banks could disclose more, and more granular, information
to the regulator. This, in combination with the use of more standardised definitions would allow
banks and their exposures to be more comparable and could better explain some of the RWA
variation.

» Additional guidance on aspects of the Basel framework. The Committee notes that it
could provide more guidance on for example the use of external data (‘particularly for low-default
portfolios’).

« Harmonisation of national implementation requirements. The BCBS only provides a
framework of regulation, which the national regulators then implement. Some of the RWA vari-
ability stems from differences in this implementation and could be reduced if regulation would be
more harmonised in the various jurisdictions.

» Constraints on IRB parameter estimates. The Committee notes that reducing the flexibility
of the IRB approaches may reduce variability in RWA calculation among banks. Regarding LDPs,
it is even noted that ‘creation of such benchmarks could fill a valuable niche, especially for low-
default portfolios, creating reference points for supervisors and banks’.

Basel III: Finalising post-crisis reforms

Following the RCAP in 2013, the key objective of the revisions done to Basel III in december 2017 is
to reduce excessive variability of risk-weighted assets. These revisions will be part of regulation as of
January 1 2022.

Articles 184 and 230 suggest not much may have changed in the guidance the BCBS is willing to provide
to the industry. In article 184 it is written:

'Given the difficulties in forecasting future events and the influence they will have on a particular
borrower’s financial condition, a bank must take a conservative view of projected information. Further-
more, where limited data are available, a bank must adopt a conservative bias to its analysis.”

However, some concrete adjustments regarding regulation on low default portfolios have been made
as well. One of the more drastic changes is the output floor on RWA. The RWA computed using the
IRB Approach cannot be lower than 72.5% of the RWA according to the Standardised approach. For
low default portfolios an important revision is the raise of the input floor on the PD (from 0.03% to
0.05%). This holds for exposures to banks and corporates, while the treatment of sovereign exposures
is unchanged from Basel II.

Future regulation

The landscape of regulation regarding credit risk is ever-changing. As it should be, because banks and
risks themselves are continually developing as well. It is interesting what future events may cause
drastic (or mild) changes to the modelling of credit risk and low default portfolios in particular.

One very interesting technique, which forms the core of this thesis, is the Bayesian approach. It is
the authors opinion that additional guidance by the regulator regarding this approach would seem
a sensible next development. The BCBS could for example provide a list of priors which it deems
reasonable. Instead of imposing bounds on PD estimates themselves, the (hyper)parameters of the
prior could also be limited. Further discussion of Bayesian techniques are found in chapter 2.






Statistical tools

The research and analysis done in this thesis rely on various statistical tools. While a certain mathemat-
ical foundation is expected of the reader, some of the more advanced techniques are discussed in this
chapter. First, the Bayesian approach to probability is described. Thereafter a summary of dependence
modelling through the use of copulas is given. Then a short introduction to goodness of fit testing,
including some results, is presented. Finally confidence intervals and their different interpretations are
discussed.

2.1. Bayesian Statistics

Many of the results of this thesis are based on the use of Bayesian techniques. This section is dedicated
to providing a concise theoretical background on the use of Bayesian statistics. First a short introduc-
tion to the different interpretations in probability is presented. From there the Bayesian approach is
explained and the relationship between Bayesian point estimators and decision theory is investigated.
The final section is about computational techniques needed later on in this thesis.

2.1.1. Interpretations of probability

In later chapters performance of the maximum likelihood estimator and Bayesian estimators is com-
pared. There are also instances where confidence and credible intervals are used in the same figure.
These methods do not only differ in results, but also in underlying interpretation of probability. While
the notion of probability is used freely in this thesis, the reader should be beware that there are fun-
damental differences in the approaches. Following [10], three philosophical visions on the concept of
probability are presented:

1. Classical Probability: ‘Assigning probabilities in the absence of any evidence. This school
views probability as the fraction of the number of ‘success’ events to the total number of events.
One of the main advocates of this approach was Laplace. Large disadvantages are the need for
finiteness and equiprobability.

2. Frequentism: ‘The probability of an event is the relative frequency over time". The approach on
which methods as maximum likelihood estimation and confidence intervals are based. Famous
frequentists are Venn and von Mises. A flaw of this view on probability is the so-called reference
class problem.

3. Subjective Probability: 'Probability is a degree of belief’. Subjectivists like de Finetti think of
probability as the fair price of a bet on the subject of interest. The fact that ones assignments of
probability may not be coherent is a drawback of this perspective.

While the underlying philosophical interpretation of probability might be very different between these
approaches, they can actually co-exist in practice. Later in this thesis it will be shown that in certain
situations the frequentist maximum likelihood method fails and a subjective Bayesian approach offers
a solution.
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2.1.2. The Bayesian approach

The unpublished work of Thomas Bayes titled ‘An Essay towards solving a Problem in the Doctrine
of Chances’ [11] was recognized post-mortem by Richard Price. In the manuscript Bayes proposed
a method of updating beliefs in the face of new evidence. This method, now known as Bayesian
statistics, finds its origin in the Bayes Theorem. Although discovered and named after Bayes, it was in
fact Laplace who first used the formal representation of the theorem.

Theorem 1 (Bayes Theorem). Consider a sample space 2 with probability measure P, and let A and
B be two events in Q such that P(B) # 0, then:

__ P(B1AP(A)
P(A1B) = ——5r——
Proof. The proof easily follows from the definition of conditional probability. O

Although it is common in the literature to illustrate this theorem with an example, for the sake of brevity
this custom is not followed. An example can be found in [12]. This example shows the likelihood is
often not that helpful; why bother with the probability of observing the data when they are already
known? That is where the Bayesian notion of prior information comes in. These prior beliefs can for
example come from historical evidence or expert judgement. Using Bayes theorem these beliefs can
then be updated in combination with the observed data, resulting in posterior beliefs.

Using the same line of reasoning as above, the move to doing inference on a parameter is made with
ease. Consider a likelihood function f(x | 8), where x is the data and 6 the parameter (vector) of
interest. Before observing the data, a prior n(8) is determined to represent the prior beliefs about the
parameter 6. Once the experiment is done and the data is collected, Bayes theorem can be used to
update the prior distribution using the likelihood function to obtain the posterior distribution. Inference
is then done on the posterior distribution of 9, given by:

w(0)f(x16)
f(x)

_ m(Of(x16)

~ Jom(@)f(x 16)do

xm(0)f(x16),

m(81x) =

and when written in words:

posterior « prior X likelihood.

2.1.3. The prior distribution

The prior 7(8) can in principle be chosen as any distribution. In fact, the prior does not even have to
be a proper distribution (i.e. integrating to 1). However, in order to do inference on the posterior this
does have to be a proper distribution and therefore the normalizing factor has to be finite:

f n(0)f (x | 6)do < oo.
(€]

Example 1. Consider a Poisson likelihood where for the rate parameter 2 a Gamma(a, B) prior has
been chosen. The posterior is then given by:

e—Allk ﬁa

a-1,-Ap
n(Alk,af) « K T(@) e
e—}t(ﬁ+1)l(k+a—1)ﬁa
KkIT(a)

o e~ MB+D p(k+a-1)
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which is the probability density function of a Gamma(k + «, 8 + 1) distribution. When the prior and
the posterior distribution are in the same family of distributions, the prior is called a conjugate prior for
that posterior. Conjugate priors are used frequently in practice as they omit the need for the numerical
integration of the normalization constant.

Up to now the prior distribution has been denoted as n(8), but it is certainly possible to model the
prior beliefs by a distribution depending on other parameters. These parameters are then called the
hyperparameters. If they are written as (the vector) 7 the posterior simply changes to

(0| x,t)xm(@|T)f(x|86).

The hyperparamaters can be chosen so the prior distribution fits certain beliefs. It is for example
possible to conduct a survey under experts and from that estimate the hyperparameters. Another
possibility is to use a hyperprior, specifying ones prior belief in the hyperparameters. This type of
modelling is called hierarchical modelling. Denote 7i(t) as the hyperprior, the posterior distribution is
then obtained by integrating out the hyperparameter of the joint posterior:

o f@1 0@ | DR
0= Jo I f(x 1 0)m(6 | D)ft(7)dTd6’

Young and Smith note in [13] this is a very effective tool, usually resulting in answers robust to model
misspecification. Observe that in the above notation it is assumed the hyperprior does not depend
on any parameters. Analogous to the ‘normal’ prior, it is possible to model the hyperprior with a
distribution depending on parameters. Then these parameters have to be estimated, or again have a
(hyperhyper)prior of their own.

(6 |

It is important to note that within the Bayesian school two, sometimes conflicting, approaches exist:
the subjective and objective Bayesian. The first is based on the Subjective view on probability, the
second on the Classical view.

Subjective Bayes

This school of Bayesians views probability as the degree of personal belief. The subjective Bayesian
approach is very useful for incorporating expert judgement into statistical models. Especially in the
case when there is little data available this can be extremely valuable. The prior beliefs of the experts
can be translated to a distribution by means of a survey.

Another advantage of the subjective over the objective approach is it does not violate the likelihood
principle. This states that information that comes from the data is contained in the likelihood function.
Since objective Bayesian priors may depend on the form of the likelihood or the data itself, it violates
this principle.

Objective Bayes

The objective Bayesian approach finds its origins at Bayes and Laplace themselves. Bayes introduced
a uniform prior on the probability parameter p in a Binomial model, which Laplace justified by the
‘principle of insufficient reason’. This argument claims that a priori there is no reason to prefer one
value of the parameter over the other, resulting in a uniform prior over the parameter space. Objective
Bayesians adopted and extended this approach, and are in favor of non-informative priors. These priors
are chosen with respect to some sense of objectivity in order to reduce the influence the personal beliefs
of the researcher have on the posterior distribution.

Conjugate priors Conjugate priors are arguably the most used priors in the (financial) industry. As
the size of data sets and complexity of models continues to grow it is often not computationally feasible
to employ non conjugate priors. Since these priors depend on the likelihood function and not on the
beliefs of someone it can be argued the conjugate prior has some sense of objectivity.

Uniform priors As previously mentioned, an example of a prior employed by objective Bayesians
is the uniform one. While there is in principle nothing wrong with using a uniform prior, it is actually
wrong to call it objective or non-informative as it represents the subjective prior belief that all values
of the parameter are equiprobable. A better example of an objective prior is Jeffreys prior.
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Jeffreys prior In [14] Jeffreys introduced what is now known as ‘Jeffreys prior’. It is a prior distri-
bution shown to be invariant under reparametrization and therefore a good candidate for an objective
prior. The distribution depends on the Fisher Information Matrix.

Definition 2 - Fisher Information Matrix [15].

Suppose X is a (continuous) random variable with parameter vector 6 = 0,,...,0,, given by proba-
bility density function f (X | 8). The Fisher Information 1(6) is then given by

0 d
I;(6) = E [(5 log  (k | e)) (ﬁ log f (k | 9))],

J

and under appropriate conditions:

82
=—E [69i9j log f(X | 0)].

Now for a given likelihood function, Jeffreys prior is defined as the square root of the determinant of

the Fisher Information matrix:
7'[(9) = ’det 11’1(9)

Note that a large difference with subjective priors is that Jeffreys prior cannot be determined without
knowing the likelihood first. This is is a violation of the likelihood principle which says that all information
of the data should be contained in the likelihood function. In the literature it is often claimed that
Jeffreys prior is data dependent, but this is not entirely true. The prior is namely the same no matter
what data is observed. So even though the likelihood is needed and therefore knowledge about the
distribution of data is required, Jeffreys prior can be determined before observing the actual data. For
further discussion on the subject of Jeffreys and data-dependent priors, a reference to the dissertation
[16] of Darnieder is made. This discussion is concluded with noting that he agrees “Jeffreys prior is not
explicitly data-dependent as the methods of empirical Bayes are’.

2.1.4. Decision Theory

In order to pave the way for statistical inference using a Bayesian approach, the concept of decision
theory will be introduced first. This framework allows for both a frequentist and a Bayesian approach.
It will be shown that both these approaches rely on decision rules dependent on risk functions in order
to do statistical inference. The difference between both approaches is how this risk function is defined
and what properties it should satisfy.

By introducing Bayesian inference on the basis of decision theory all concepts will be developed in a
formal manner. The approach of Young and Smith in chapters 2 and 3 in [13] is followed. Starting from
the formulation of the components used, the notions of decision rules, risk functions and the Bayes
principle will be explained. For the sake of clarity, all notation will be given for the continuous case.
The discrete case is analogous by replacing integrals by summations and probability density functions
by probability mass functions.

Formulation of components
In this section a formal description of a (statistical) decision problem is given. A decision problem is
characterised by the following components:

1. A parameter space 0, representing the space of parameter(s) on which inference is done. The
probability parameter p of a Binomial distribution can attain all real values in the unit interval, so
0 =1[0,1]

2. A sample space X, the set of values the data can take on. The support of the Binomial distribu-
tion are all non-negative integers up to (a given) n, so X = {0, 1, ..., n}. In this case an observation
x = (x1,%y, ..., xy) IS made, where x € NV
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3. A probability distribution {F(x),x € X,6 € 8} The assumed (parametric) distribution of the
data. In the example the Binomial distribution.

4. An action space A, consisting of all possible actions the conductor of the experiment can take.
In this case choosing an estimate p, so A = 0 = [0, 1]

5. Aloss function L : © x A — R, describing the loss L(6, a) that occurs when choosing an action
a € A when the true state of nature is & € 0. Possible loss functions are squared error loss,
absolute error loss and zero-one loss:

° Ly(6,a) = (6 —a)?

e L,(0,a) =10 —a|

e I;(0,a)=1-6(0—a)
Where 6 (x) denotes the Dirac delta function [17]. Later in this section the relation between these
loss functions and point estimators is studied.

6. A set D of decision rules, mapping an observation x € X to an action a € A. Thus, D consists
of functions d : X - A. In the parameter estimation example, a decision rule could be:

n

1
d(x) = d(xq, %3, .., xy) = m le'.
i=1

The core principle of decision theory is that decision rules should be compared according to their risk
function R(6, d), where:

R(8,d) = E[L(8,d(X))]
=LL(9,d(X))f(x | 0)dx.

Ideally, a decision rule d € D is used so that the risk function R(6, d) is the smallest for all 6 € 6. In
practice however, this is almost never possible.

Bayes Risk
Itis not surprising that, in addition to the six components used in the frequentist approach, the Bayesian
setting requires the definition of another element:

7. A prior 7(0) describing the prior beliefs about the parameter 6.

It is now possible to define the Bayes risk of a decision rule d and a prior 7(6):

r(m,d) = f R(8,d)n(0)d6.
(C]
A Bayes decision rule is a decision rule d that minimizes the Bayes risk over all d € D for a given prior
m(-):

d= argminr(m, d).
dep

The Bayes principle prescribes the use of a Bayes decision rule. In order to find such a rule, it helps to
rewrite the Bayes risk as follows:

r(m, d) = f@ R(8,d)m(0)d6

=f f L6, d(x))f (x | 6)dx 1(6)d6

eJX

zf f L(6,d(x))f (x | 9)m(8)dx do,
eJX
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by definition of conditional probabilities:
= J- f L(6,d(x)) f(x)m(0 | x)dx db,
0 JX
because the integrand is non-negative:

= f f L8, d(x)f(x)m(0 | x)dO dx
XJ0

=ff(x) U L(6,d(x)m(6 | x)d6| dx.
X (€]

The integral in brackets [, L(6,d(x))m(6 | x)d6 is the weighted average of the loss function with
respect to the posterior distribution, called the expected posterior loss. Notice that in order to find the
Bayes decision rule d it is sufficient to find such a rule that minimizes the expected posterior loss for a
given x. Young and Smith note this illustrates an intuitively natural attribute of the Bayesian procedure;
based on a certain observed x it is only necessary to take into account the losses that occur from the
decision d(x). It is not necessary to think about the losses that might have taken place, but did not.
Posterior point estimators

In this section the three loss functions L,, L, and L5 described earlier are shown to correspond to three
well known point estimators. Assume the observed data is X = x, for each loss function the Bayes rule
d = d(x) minimizes

r(d,m) = J L(6,d(x)m(6 | x)do.
©
1. Squared error loss: posterior mean. L,(6,d) = (6 — d)?.
r(d,m) = f (6 — d)*m(6 | x)d6.
(€]

Differentiating with respect to d and setting equal to zero gives

J 6 — dyn(6 | x)d6 = 0.
(C]

Since the posterior density integrates to 1 this is equivalent to

d =f 0r(6 | x)do,
(C]

the posterior mean of 6.

2. Absolute error loss: posterior median. L,(6,d) = |60 — d|.

r(d, ) = J;) |6 —d|m(6 | x)do

d ©
- f (d — (6 | x)d6 + f 0 — d)n(8 | x)do.
-0 a

Differentiating with respect to d and setting equal to zero gives
d

f (0| x)do —f (0 1 x)d6 = 0.
—00 d
Since the posterior integrates to 1, d is the solution of

a 1
f (0| x)do = 5

the posterior median of 6.
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3. Zero-one loss: posterior mode. L,(6,d) =1—-6(6 — d).

r(d,m) = f@ (1-68(0 —d)m(® | x)db

=1 —J- 6(6 —d)r(6 | x)do
)
=1-mn(d|x).

Itis now easily observed that the Bayes risk is minimized for that value of d for which the posterior
is maximized. So, d is the posterior mode.

2.1.5. Computational techniques

The algorithms and notation in this section are based on chapter 3.7 in [13]. Suppose there are d
parameters under consideration and write 8 = (64,6,, ...,8;) € © € R%. In order to do inference on
the posterior distribution

. fx1e)mr®)
m@1X=x= L f(10)m(6)de’
the normalising constant has to be computed. In many (high-dimensional) cases this is a non-trivial

integral which is hard to compute, even using numerical computation techniques. To avoid this issue
an algorithm called the ‘Gibbs Sampler’ could be employed.

Gibbs sampler
Instead of computing the integral, samples are drawn from

n(0 | X =x)xn(@)f(x1|86),

and quantities of interest are estimated through the simulated sample. Algorithm 1 provides a way to
sample from the multidimensional posterior distribution by sampling from a one-dimensional conditional
distribution. Note that there are two problems with the Gibbs sampler:

1. The sampling distribution is proven to converge to the posterior but it takes some time before
convergence is reached.

2. Consecutive observations 6™, §™*! are not independent.

The first issue is resolved by allowing for a burn-in period: the first M —1 sampled vectors are discarded,
where M is large enough to allow for convergence. A solution for the second issue is thinning, only
saving every k'th observation: 61,..., 1%k, ..., 91*2k . However, [18] argues it is seldom necessary
and therefore not used in this thesis.

Algorithm 1 Gibbs sampler

Choose initial vector 8° = (Bfo),eéo), ---'9510))
forn=1,2,.., Ndo
fori=1,2, .., ddo
Generate a new value 6™, conditional on

60, ..,0M,05,...,68"" and X = x
end for
end for

return (6M,..,0")
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Metropolis-Hastings

While the Gibbs sampler provides a way to sample from the posterior distribution, it does not describe
how to draw samples from the one-dimensional conditional distribution. This is where the Metropolis-
Hastings sampler comes in.

To simplify notation denote the distribution to sample from as f(x). A so-called proposal distribution
q(x, y) must be specified. A usual choice for q(x, y) is %g(%) where g(*=) is a density symmetric

around 0. Let U be a standard uniform random variable. The M-H algorithm is described in Algorithm
2

Algorithm 2 Metropolis-Hastings

Choose initial value x©
forn=1,2,.. Ndo

Given X™ = x(®=1 draw a value y from Y from the density q(y | x), set a = min(
and draw a value u from U

fOa, y))
fqy, x)

if u < a then
X(n+1) =y
else
xn+1) — y(n)
end if
end for

When one step of the Metropolis-Hastings is used to simulate a Hi(") conditional on the other parameters
the algorithm is described as ‘Metropolis within Gibbs'.

2.2. Copulas

2.2.1. Introduction

In the financial industry copulas are widely used in for example portfolio management. In a multivariate
setting, they allow the user to separately model the marginals and their dependence structure. The
alternative is fitting a multivariate distribution, but it can prove to be difficult to find the right one.
By having the freedom to choose (different) distributions for all the margins and a copula for the
dependence structure it is possible to find a better fit for the data, especially in high dimensional
problems. This is done by changing the marginals to a uniform distribution through the probability
integral transform:

Theorem 2 (Probability Integral Transform). Let X be a random variable with cumulative distribution
function Fy(x). Then U = Fx(X) is a standard uniform distributed random variable.

Proof.

Fy(u)=PWU <u)
=P(Fx(X) <u)
= P(X < Fy'(w)
= Fe(F ' (w)
=,

which is the cumulative distribution function of a standard uniform random variable and therefore
completes the proof O

After the marginal densities have been transformed to standard uniform random variables, the de-
pendence structure can be modelled. Consider the multivariate setting where (X;,X,,...,X,,) is a
random vector with continuous marginal cumulative distribution functions given by (F,,E, ..., E,) and
(U4, Uy, ..., Uy) is a vector of standard uniform random variables. Then:
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(F(x), B (x2), oo, Fy(6)) = P (X1 < x4, X5 < Xgy oo, Xpp < X))
=P Uy < F(x1), Uy < B(x2), .., Up < Fi(xp))
= C (F(x1), F,(x2), oo, Fy (X)),
where the copula C satisfies the definition coming from [19]:

Definition 3 - Copula.
An n-dimensional copula is a function C with domain [0,1]" such that

1. C is grounded and n-increasing,

2. C has margins Cy, k = 1,2, ...,n, which satisfy C,(vw) = u, Yu € [0,1]

2.2.2. Theory

If there is a theorem that could be named the ‘Fundamental Theorem of Copulas’ it has to be what
Sklar calls in [20] the ‘Extension Theorem for Copulas’. It proves the claim that joint distributions can
be modelled by their marginals and a copula €. Formulation of the following theorem follows [19]:

Theorem 3 (Sklar's Theorem). Let H be ann-dimensional distribution function with marginsF,, F;, ..., E,.
Then there exists an n-copula C such that vx € R*

H(xq, X3, .y Xn) = C (F(x1), B(X2), e, By (%)) -

IfF,FE, ..., E, are all continuous, then C is unique; otherwise C is uniquely determined on the Carte-
sian product of the ranges of the marginal distribution functions. Conversely, if C is an n-copula and
F,E, ..., E, are distribution functions, then the function H defined above is an n-dimensional distribution
function with margins F,, F,, ..., E,.

Proof. The proof is found in [20]: O
Every copula can be bounded from above and below by the so called ‘Fréchet-Hoeffding bounds’.
Theorem 4 (Frchet-Hoeffding bounds). [21] Let C be an n-copula, then vu € [0,1]" the following
holds:

W'w s (W < M"(W),

where:

n
W™(u) = max 1—n+z,0 ,

i=1
M™(w) = min (uq, Uy, ..., Up) .

2.2.3. Examples
In this section several copulas will be examined. Every copula will be an n-copula defined on the unit
cube [0, 1]™ unless otherwise mentioned.

Gaussian Copula

Suppose ¥ is a n-dimensional correlation matrix and define ®3 as the joint distribution function of the
multivariate standard normal. Furthermore, let ® and &~ be the univariate distribution and quantile
function respectively. Then the Gaussian copula is defined by

CEA (W = O (07 (we), 7 (), o, D7)
A well known drawback of gaussianity in general is the underestimation of tail risk, in the univariate

as well as the multivariate setting. A copula which is more fitting when the estimation of tail risk is of
interest is the t-copula.
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t-Copula

In the same way the Gaussian copula relies on the normal distribution, the t-copula relies on the t-
distribution. Suppose t; 5 is the n-variate distribution function of a t-distribution with mean the zero
vector, shape matrix £ and degrees of freedom v. Also, let t, be the distribution function of the
univariate t-distribution with degrees of freedom v. Then the t-copula is given as follows:

Cle@) = 75 (651w ty (U)o 65 2 (Un)) -

Archimedean Copulas

The Gaussian and t-Copula are derived from elliptical distributions. Drawbacks are the lack of a close
form and the restriction to radial symmetry. As often observed in financial data, big losses tend to
have stronger dependence than big profits. Archimedean copulas offer solutions to both of these
problem, they have a closed form representation and some allow for asymmetrical modelling. However,
a disadvantage of Archimedean copulas is the more difficult extension to dimensions higher than 2. If
a copula C satisfies 2.1 in the following theorem [19] it is an Archimedean copula:

Theorem 5. Suppose ¢ : [0,1] — [0, o) is continuous, strictly decreasing function such thatphi(1) = 0
and denote ¢~V as its generalized inverse. Let C : [0,1]? - [0, 1] be a function given by

Cwv) =D (p(w) + d(v)). (2.1)
Then C is a copula if and only if ¢ is convex.
Proof. The proof is given in [22]. O

The attention is now restricted to bivariate copulas, which is justified by both the fact that higher
dimensional ones are not used in this thesis and because it is easier to graphically represent them.
Two examples of bivariate Archimedean copulas are the following:

¢ Franks Copula: the only copula that is satisfies the radial symmetry. It is given by

e %% —1)(e™ % - 1)
e ?—1

C§(u,v)=—%log<1+( ), 6 € R\ {0}.

« Claytons Copula: this dependence structure allows for asymmetrical modelling:

C5'(u,v) = max([u_e +v7f — 1]_%,0>, 0 € [—1,00) \ {0}.

In order to graphically represent the aforementioned copulas a choice of parameters has to be made.
It would be thoughtless to just manually pick some parameters for which the plots look nice, because
then they cannot be compared with one another. That is why the concept of Kendall’s tau [19] is
introduced:

Definition 4 - Kendall’s tau.

Consider the random vector (X,Y) and an independent copy of that vector (X,¥). Kendalls tau is
then given by

tX,V)=P(X-X][Y-¥]>0)-P([X-X][Y -Y]<0).

This measure of dependence is preferable over the correlation measure when dealing with non-elliptical
distributions. Instead of measuring linear dependence, Kendall’'s tau measures monotone dependence.
For the previously described copulas, where the Gaussian and t-copula are elliptical copulas, Kendall's
tau is given in relation to its parameters:

« Elliptical copulas: Suppose X is an elliptically distributed random variable with shape matrix Z,
its correlation coefficients given by X;; = R;j, then:

2
E _ a1
Try = ;sm (Rij).
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¢ Franks copula:

¢ Claytons copula:

In figure 2.1 the four copulas described in this section are presented. As for the choice of parameters;
Kendall's tau has been chosen as 0.5. Assuming a symmetric correlation matrix for the elliptical copulas

this results in R, = Ry, = %\/5 Additionally, the degrees of freedom parameter v of the t-copula has

been set to 4. Regarding the Archimedean copulas, Franks copula has been plotted for 8 ~ 5.74 and
Claytons copula for 6 = 2.

Copulas

MNormal Copula t-Copula

Franks Copula Claytens Copula

] ] 0 0
0.z 0.4 0.8 [UR:]

Figure 2.1: Normal, t-, Franks and Claytons copula for T = 0.5

The figure shows the radial symmetry of both the elliptical copulas and Franks copula. Furthermore
it can be seen that the t-copula allows for the modelling of more extreme risks, in contrast with the
normal and Franks copula. Claytons copula does not display radial symmetry, but instead puts more
mass on the lower tail of the bivariate distribution than on the upper tail.

2.2.4. Remarks

Copulas allow for the separate modelling of marginals and dependence and are therefore widely used
in practice. They seem to be the holy grail of multivariate dependence modelling, but could they be
too good to be true? Mikosch argues in [23] this is the case.
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Year 1 2 3 45 6 7 8 9 10
Numberofdefauts 0 0 1 0 1 2 0 4 O 1

Table 2.1: Default observations per year in @ mock portfolio of n = 10 obligors.

One of his points of criticism is there is no practical reason for choosing the transformation to the unit
interval. The transformation —log (1 — F(X)) yields standard exponential random variables and one
could fit a dependence structure on those as well. Secondly, different choices of marginals could lead
to different choices of copulas, so the claimed separation of marginal and dependence modelling may
not be so robust after all. Related to this, there is higher statistical uncertainty when estimating all
the marginals and the copula than in estimating one multivariate distribution. More remarks on the
disadvantages of copulas can be found in the article of Mikosch.

There are certainly advantages in using copulas to model the dependence structure, and their useful-
ness is not automatically disregarded. But it is important to be aware of their drawbacks as well. In
the proceedings of this research a thoughtful consideration will be made if a multivariate distribution
may or may not be a better way to model dependence than the copula approach.

2.3. Goodness of Fit testing

In order to test if a model can be used to study a given data set, it is wise to check if this data satisfies
the assumptions of the model. One can argue that one of the most important assumptions to test
is whether the data is really distributed as the model specifies. This can be verified by conducting a
goodness of fit test with null- and alternative hypothesis given by:

e H, : The sample belongs to the assumed distribution

e H, : The sample does not belonged to the assumed distribution
When testing a hypothesis two types of errors can be made:

e Type I error: Rejecting the null hypothesis when it is true

e Type II error: Not rejecting the null hypothesis when it is false

Thus, a type I error occurs when the sample comes from the assumed distribution but the test says it
does not. This error is controlled by the significance level « of the test. So if « = 0.05 at most 5% of
the samples will be rejected when tested against their true distribution. A type II error arises when the
sample does not come from the assumed distribution, but the test does not reject it. The lower the
type II error, the higher the so called power of the test. Notice the interaction between these two types
of errors: when the significance level is lowered, type I errors decrease but type II errors increase.

First, the exact multinomial test is described and its drawback discussed. An approximation to this test,
the Xx*-test is presented thereafter. Another test, based on the maximum of the distribution is visited
later in this thesis.

2.3.1. Exact multinomial test

The exact multinomial test is explained by means of an example. Suppose a distribution for the amount
of defaults in a portfolio with probability mass function f(k | p) is proposed, where p is the probability
of default parameter. Furthermore, consider the following data of a portfolio with n = 10 obligors per
year:

First, the sample has to be divided into bins of number of observed defaults. Since the maximum
amount of defaults in the sample is lower than the size of the portfolio, a ‘rest’ bin containing the
number of defaults > 4 is defined. This is needed since under the null hypothesis the probability of
observing more than 4 defaults is larger than zero, even though no observations in that bin are made.
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Number of defaults, k 0 1 2 3 4 >4
Amount of observations in sample 5 3 1 0 1 0
Probability of observing k defaults under H, 0.389 0.385 0.171 0.045 0.008 0.001

Table 2.2: Number of observations per default amount k, with probabilities of observing k defaults under H,.

Also, since no value for the probability parameter p has been specified, a maximum likelihood estimation
has been performed which resulted in p = 0.09. Table 2.2 is equivalent to the following partitioning
into bins:

The test exact multinomial test is based on the multinomial distribution. A multinomial random variable
is the result of throwing n independent balls into m urns, each with a given probability of attraction p;
[24]. The probability mass function of a Mult(py, ..., pm, 1) is given by

n! ki ky km
fun (K1 = kq, oo, Ky = ki | D1, o, Do) = mm p2* o pm"

Now an exact multinomial test can be conducted to test if the data comes from a Mult(p,, ..., ps,n = 10)
distribution (since there are 6 default bins and 10 years of data in the example), with probabilities p;
found in table 2.2. Following the approach of [25], @ multinomial test is conducted as follows:

1. For all possible outcomes (k;4, ..., k,,,), compute the probabilities f(kq, ..., km | D1, oo Py TV)-
2. Order these probabilities from smallest to largest.
3. Add together all these increasing probabilities until the cumulative probability first exceeds a.

4. Reject the null hypothesis if the sample outcome is among the outcomes used in calculating the
cumulative probability in the previous step.

Although this seems a fairly simple goodness of fit test, the first step in the procedure is extremely
difficult in practice. The amount of possible outcomes grows exponentially, with an order of % In
this example that is still doable because the portfolio only consists of 10 obligors. However, in a
more standard low default portfolio of 100 obligors &606 probabilities need to be evaluated, which is
unfeasible. An approximation to the exact multinomial test is considered next.

2.3.2. ¥’ -test

In practice the x*-test is heavily used in goodness of fit testing of categorical data, but has its appli-
cations in discrete and continuous data as well. In these cases the sample space of the data must be
must be partitioned into a finite collection of disjoint bins, just as in the example is done.

The test compares the amount of observations in each category to the expected amount under the null
hypothesis. Define 0; and E; as, respectively, the amount of observations and the expected amount
under the null hypothesis in category i, where the categories are the number of times a certain amount
of defaults is observed, see table 2.3.

Number of defaults, k 0 1 2 3 4 >4

Amount of observations in sample 5 3 1 0 1 0
Expected amount of defaults k under H, 3.89 3.85 1.71 0.45 0.08 0.01

Table 2.3: Number of observations per default amount k, with expected amount of defaults under H,.

The test statistic is given below:

k 2
0; — E;
T = E O —E) ~ X3 (d),
o E
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Chi-squared distribution

Density value

Figure 2.2: Probability density function of the X? distribution for various degrees of freedom d

where X*(d) is a x?-distribution with degrees of freedom parameter d. Suppose Z;, Z,, ..., Z4 i N(0,1),
then it is known that:

Zd:ziz ~X2(d).

i=1

So a x? distribution with degrees of freedom parameter d is the sum of the squares of d independently
distributed standard normal variables. Let X be a X*(d) distributed random variable, the probability
density function of X is given by

1 k_, _x
f(x)=———x2 "e 2.

i (3)

The mean and variance of the x* distribution are given by E [X] = d and Var(X) = 2d.

Under the null-hypothesis the test statistic is x* distributed with degrees of freedom d equal to k — ¢
where k is the amount of bins and ¢ the amount of estimated parameters, see [26]. The null hypothesis
is rejected if the p-value of the sample (probability under the null hypothesis of obtaining a more
extreme result than the sample) is less than a certain significance level «, or if the the test statistic T
is larger than the critical value c,.

The corresponding test statistic has value T = 12.12 and the degrees of freedom of the x*-distribution
has value 6—2 = 4 since the size parameter of the binomial has been fixed and the probability parameter
has been estimated. The p-value of this sample is the probability of observing a more extreme result,
so if F(x) is the distribution function of a X*(4) random variable, the p-value of this sample is:

1-F(12.12) = 0.016
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A usual choice, which will be followed in this thesis, for the level of « is 0.05 and for this significance
level the null-hypothesis that the sample comes from a Binomial distribution is rejected.

Although the X*-test is popular under practitioners, it will be shown that it is not suited for goodness of
fit testing in the setting of low default portfolios. These findings are supported by the literature, as [25]
summarises some heuristics on the minimum amount of expected frequencies. Some authors suggest
a value of at least 10 or 20 for the expected frequencies, while the ‘most widely used” Conan’s rule
is all expected frequencies higher than 1, and 80% higher than 5. In a general low default portfolio,
the zero default bin will have a very high expected frequency, but even observing one default is often
unlikely.

2.3.3. An alternative: the maximum test

In an effort to improve goodness of fit testing when dealing with a small sample, a test based on
the maximum is investigated. In [24] results about the maximum of an equiprobable Multinomial
distribution are derived. The assumption of equal probabilities however is hard to justify in low default
samples. One could merge certain default bins, in table 2.2, 2 up to > 4 have together a probability of
0.225, which is not close enough to 0.385. Generally, no approximation of equiprobability may exist.
Therefore a general method based on sampling is proposed, able to deal with any distribution under
H,.

The maximum test compares the distribution of the maximum under the null hypothesis with the
maximum of the sample. The advantage of this test is the sensitivity to more extreme values, in contrast
with the x*-test. However, a drawback is that the maximum is the only value under consideration. This
may cause the test to not reject the null hypothesis because the sample maximum is close to the
maximum under H,, while the body of the distribution is very different from the body under the null
hypothesis.

The procedure for conducting the maximum test is explained through the same example. Suppose again
a test for the Binomial distribution is carried out. First, use maximum likelihood estimation to compute
the probability parameter p, resulting in p = 0.09. Then, draw 1000 samples from a Bin(0.09,1000)
distribution and save each sample maximum. Look up the empirical 95% quantile of these maxima
and reject the null hypothesis if the maximum of the data is larger than (or equal to) this quantile. The
simulation resulted in a value of 4 for the empirical quantile of the maximum. The maximum of the
data was also 4, so the null hypothesis is rejected.

2.3.4. Comparison of the ¥’ and maximum test

The performances of the X* and maximum test are evaluated in case of simulated data where the
underlying distribution is known. Consider a portfolio of n obligors (the, perhaps unrealistic, assumption
is made that n is constant) and a certain amount of defaults k; for every year t € {1, ..., T}. The following
procedure has followed:

Let n = 100, T € {10,100} and define B = 100 as the sample size. Assume a distribution and a certain
set of parameters. Distributions under consideration are Poisson, Binomial, Vasicek and CR+. Draw B
samples from that distribution and for each of those samples perform the x2-test and the maximum
test against the same four distributions.

This is then done 10 times for T = 10,100 and both tests, so 40 times the above procedure in total.
The mean and standard deviations of the number of rejected samples are presented in tables 2.4, 2.5,
2.6 and 2.7 in the appendix and a summary is given by the following points:

e Itis not possible to distinguish between Binomial and Poisson, which is coherent with the Poisson
approximation of the Binomial when p is small.

« The Xx*-test has less type I errors when sampling from Binomial or Poisson. Especially when the
PD is low the maximum test performs poorly for type I errors.
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« However, when the true distribution is Vasicek or CR+, the x* test performs badly concerning
type I errors. This is especially true when the variance is higher. The maxtest in this case has
quite acceptable type I errors.

¢ Both tests make enormous type II errors when the underlying distribution is Binomial or Poisson.
The tests do not reject the Vasicek and CR+ distributions even when T = 100. This is probably
due to the fact that the Vasicek and CR+ are extensions of the Binomial and Poisson and are equal
to these distribution if the correlation/volatility parameter is set to 0. Even though the x*-test
should penalize the extra parameter estimated, this is not sufficient to reduce type II errors.

¢ When sampling from a Vasicek or CR+ distribution, type II errors are low in the two tests. The
maximum test is still doing a bit better than the x*.

From a regulatory point of view, it is most important to minimize type I errors when the underlying
distribution is Vasicek or CR+. The maximum test is the most consistent in rejecting the Binomial and
Poisson in this case, with the added bonus of also having much less type II errors. It is therefore
preferable over the x*-test.

Table 2.4: (T = 10, X*-test) Mean and standard deviation of # rejected samples. B = 100 is the sample size.

Distribution Parameters Binomial Poisson Vasicek CR+
mean sd mean sd mean sd mean sd
Binomial p =0.01 80 2,1 53 2,2 3,3 2,2 38 1,8
Binomial p = 0.003 75 3,0 54 2,3 48 2,1 53 2,1
Poisson A=1 69 1,5 43 1,5 32 1,8 49 1,7
Poisson A=03 8,8 3,8 6,0 3,6 59 3,3 64 3,3
Vasicek p=001 p=018 524 46 486 54 140 4,2 10,3 3,9
Vasicek p=001 p=038 8,0 33 801 32 761 38 71,3 39
Vasicek p=0.003 p=018 32,5 41 250 3,6 175 2,7 150 25
Vasicek p=0.003 p=028 90,1 3,7 853 29 850 29 828 3,6
CR+ u=0.01 c=1 37,7 6,0 31,2 6,5 6,7 2,0 58 1,9
CR+ u=0.01 o=2 69,5 36 654 48 32,1 38 252 3,8
CR+ u=0003 o=1 652 63 559 50 473 52 395 54
CR+ u=0.003 o=2 8,8 27 798 28 782 29 733 3,2
Table 2.5: (T = 10, Maxtest) Mean and standard deviation of # rejected samples. B = 100 is the sample size.
Distribution Parameters Binomial Poisson Vasicek CR+
mean sd mean sd mean sd mean sd

Binomial p =0.01 97 3,0 88 3,3 00 0,0 00 0,0
Binomial p = 0.003 254 39 241 28 42 1,8 159 2,3
Poisson A=1 8,7 3,9 8,1 3,6 00 0,0 00 0,0
Poisson A=03 275 40 26,1 4,5 49 3,0 15,7 3,6
Vasicek p=001 p=018 565 6,2 548 6,3 03 0,5 12 14
Vasicek p=001 p=038 936 22 94,7 20 386 45 44,7 3,3
Vasicek p =0.003 p=0.18 576 5,6 57,1 6,0 10,7 2,1 249 5,3
Vasicek p=0.003 p=028 977 08 978 16 71,5 5,7 76,7 5,9
CR+ u=0.01 o= 420 56 410 5,1 0,1 0,3 05 0,7
CR+ u=0.01 o= 770 34 774 3,3 28 0,9 56 1,7
CR+ u=0.003 o= 829 40 82,7 42 252 42 391 4,7
CR+ u=0.003 o= 956 1,7 949 20 563 35 635 33
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Table 2.6: (T = 100, X*-test) Mean and standard deviation of # rejected samples. B = 100 is the sample size.

Distribution Parameters Binomial Poisson Vasicek CR+
mean sd mean sd mean sd mean sd

Binomial p=0.01 8,8 3,0 6,6 3,8 3,7 2,3 54 3,2
Binomial p = 0.003 6,8 1,8 36 1,2 2,1 1,7 2,5 1,9
Poisson A=1 11,4 2,1 8,3 2,6 47 1,7 6,4 2,2
Poisson A=03 79 3,4 44 2,0 2,7 2,0 32 2,2
Vasicek p=001 p=018 998 04 99,7 0,7 220 3,6 301 41
Vasicek p=001 p=038 1000 00 999 03 850 29 88,7 27
Vasicek p=0003 p=018 839 4,7 804 3,7 95 38 12,0 4,5
Vasicek p=0.003 p=08 929 35 924 33 739 6,1 683 5.3
CR+ u=001 o=1 975 16 964 2,1 8,1 3,9 93 29
CR+ u=001 o= i00,0 o0 1000 00 238 58 244 6,0
CR+ u=0003 o=1 9,1 09 98,7 1,3 271 35 18,1 4,0
CR+ u=0.003 o= 98,5 1,1 982 1,0 730 43 59,7 6,3

Table 2.7: (T = 100, Maxtest) Mean and standard deviation of # rejected samples. B = 100 is the sample size.

Distribution Parameters Binomial Poisson Vasicek CR+
mean sd mean sd mean sd mean sd

Binomial p=0.01 12,7 33 11,0 2,5 44 1,3 40 1,2
Binomial p = 0.003 229 58 21,3 54 89 3,1 80 3,0
Poisson A=1 16,1 4,6 13,3 3,5 6,0 2,7 51 1,6
Poisson A=03 23,1 3,0 23,1 3,2 73 2,8 76 2,1
Vasicek p=001 p=018 989 12 988 1,1 44 1,2 12,5 4,2
Vasicek p=001 p=038 100,0 0,0 100,0 0,0 22,5 3,2 0,0 0,0
Vasicek p=0003 p=018 900 32 894 3,8 1,4 1,2 8,7 28
Vasicek p=0.003 p=0.8 99 03 997 0,7 169 3,1 44 2,8
CR+ u=001 o= 92,1 2,5 90,6 27 09 1,0 37 24
CR+ u=001 o= 999 03 999 0,3 0,0 0,0 24 1,6
CR+ u=0.003 o= 99,5 0,7 994 0,7 0,1 0,3 06 0,7

CR+ ©£=0003 o=2 995 07 994 07 36 16 1,1 1,0
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2.4. Confidence Intervals

Point estimators are useful in the setting of credit risk modelling, especially since the IRB formula
requires them as input for the computation of required capital. From a statistical perspective however,
only considering point estimators if often a bad practice since they give no indication of how reliable a
certain estimate is. Confidence intervals give a range of plausible values and could therefore be used
to asses the reliability of point estimators.

Note that confidence intervals are a frequentist tool and recall from earlier in this chapter that the
maximum likelihood estimator belongs to the frequentist approach as well. These methods are funda-
mentally different from the Bayesian ones. Bayesians prefer to speak about ‘credible intervals’. The
estimation of both these intervals and the conceptual differences between these approaches are dis-
cussed here.

Confidence Intervals

Suppose the confidence level is y = 0.95, a confidence interval will contain the true value of the
parameter in 95% of the cases if one were to draw an infinite amount of samples. Note that this does
not mean the interval contains the true parameter with a probability of 95%. In the frequentist setting
there is a true parameter, which either lies in the interval or not so there is no notion of probability
needed.

Confidence intervals around the MLE can be constructed through its asymptotic convergence. Recall
the definition of Fisher information from before, then the following theorem gives the limit distribution
of the maximum likelihood estimator.

Theorem 6 (Asymptotic normality of the MLE [15]). Suppose X isa (continuous) random variable with
parameter 9, given by probability density function f(X | 6). Let 6y, denote the maximum likelihood
estimator and 1(0) the Fisher Information of 8. Suppose n observations have been made, then:

n 1
V(B — 0) SN (0, @)

Proof. See [15] for a sketch of the proof. O

In order to extract confidence intervals from this result, one issue still needs to be resolved. Note
that in theorem 6 the Fisher Information of the true parameter 6 is used. However, this parameter is
unknown and so its Fisher Information as well. Rice notes in [15] that the MLE é,,, can be used as a
substitute for the true parameter. Writing z,, as the %-quantile of a standard normal distribution, the

confidence interval with significance level « is given by

N 1 N 1
OmLe — Zajp———=, Omie + Zajp——— |-
A ’ nl(Omie) A /nl(eMLE)
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2.4.1. Credible Intervals

In the Bayesian approach credible intervals have a different meaning than their frequentist counterpart.
After having specified a priori knowledge in the form of a prior and updating the likelihood the posterior
distribution is derived. This distribution assigns probability to the true parameter p. Deriving a credible
interval of confidence level y = 0.95 then comes down to selecting an interval (or union of intervals)
to which the parameter p belongs to with a probability of 95%. Two possible choices for a Bayesian
credible interval are [27]:

» Highest Posterior Density (HPD): The narrowest interval, assuming a unimodal distribution
this interval will contain the mode of the posterior distribution. The HPD is given by the set
{6 : m(0 | x) = k} with k such that the following holds:

f (6 | x)de.
{6:(01x)=k}

e Equal Tailed (ET): An interval chosen so that the probability below the interval is equal to the
probability above it. This interval will contain the median of the posterior distribution. The ET
interval is given by (6, 6,) with:

0 a
0, = inf{@ : J n(6 | x)do = E}'

0 a
Oy = inf{@ :f n(fx)dd =1 — E}

In this thesis the choice for the Bayesian credible interval is the Equal Tailed interval. The ET interval
is robust to outliers and has no numerical complications in the case of a bimodal posterior distributions
as the HPD has.
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The content of this chapter serves two purposes. The first is to present a general overview of the
literature written on the subject of low default portfolios. The second is to describe the starting point
from which the research in this thesis is done. First, two factor models under the names of Merton
and Vasicek are are discussed, as especially the last one is frequently used in the literature. With
knowledge of these models a selection of articles published on low default portfolios is presented. Two
of these articles are thoroughly investigated, as their approaches are used in the new analysis done in
this thesis.

3.1. Factor models

The Vasicek model is often used by practitioners in both the academic world and the financial industry.
The corresponding distribution can be seen as an extension of the Binomial distribution, but with
correlated defaults. In this chapter the model and its pros and cons will be thoroughly investigated.
It will be shown that the Vasicek model relies on many of the same assumptions as Merton’s model,
which is why the latter is presented first.

3.1.1. Merton’s model

In 1973 Robert C. Merton published an article under the title ‘On the pricing of corporate debt: the risk
structure of interest rates’ [28]. This paper assumed a geometric Brownian motion for a companies
asset value, and derived under certain assumptions a result for credit risk modelling analogous to the
Black and Scholes theorem for option pricing. In 1997 Myron Scholes and Merton received the Nobel
prize for their work (Fisher Black unfortunately had passed away in 1995). It is therefore for good
reason this result is sometimes named the 'Black, Scholes and Merton’ theorem.

Model structure
Merton assumes in his paper that the value of a company at time t is given by V;, which is comprised
of the sum of its equity S; and debt B;:

I/t = St + Bt' (3.1)

Under the Modigliani-Miller theorem [29] the value of the company does not depend on the proportion
of equity (or liabilities) to value. In the model the debt is modelled as a zero-coupon bond expiring
in T with face value B. A company defaults when it cannot repay its debt at maturity T. This is of
course a heavily simplified representation of the real world, since a company can also default before
the final maturity. Other assumptions, such as frictionless markets, are found in the original document
of Merton in Al to A8.

The event of default is given by {I4- < B}, and so the probability of default by P(V; < B). In order
to compute this probability it is necessary to know more about the dynamics of V;. Merton there-
fore assumes V; to follow a geometric Brownian motion, which translates to satisfying this stochastic
differential equation:

29
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dV, = uVdt + oV, dW;.

Where W is a standard Brownian motion, u is the trend of the asset value and ¢ its volatility parameter.
Suppose Z is a standard normally distributed random variable, by making use of Itd’s lemma it is found
that:
1
Ve = Vyexp {(u — 50T + om} (3.2)
1
=V, exp {(,u - EGZ)T + mﬁZ},
and thus:
1
log Ve =logVy + (u — EUZ)T +0VTZ

1
~N (logVo + (u— EO‘)T, 02T>.

The probability of default can now be written as follows:

P (Vr <B) =P (logVy <logB)
1
= P(m/TZ+logV{, +(u— EO’)T < logB)
B 1
log - = (u—30)T
oVT
B 1
log - = (u—30)T
oVT

=P|Z<

Relation to option pricing

As mentioned before, Merton proved the result for credit risk modelling what Black and Scholes showed
for option pricing. This can be seen by further examining the event of default. It is also important
to note that when a default happens debtors get paid before shareholders do (the latter case can not
happen under the assumptions of the model).

At time T there are two possible situations, 14 < B when a company has defaulted and ;- = B when it
has not. Since debt holders get the remaining value of the company whereas shareholders do not get
paid in the case of default it can be written using equation 3.1:

=max (Ir — B,0),

V,—B ifV,>B
ST: .
0 if 1. < B

and similarly:

. = B —max(B — V;,0).
V. ifV <B (B =V 0)

B if%>=B
T =
So the value of equity and debt are equivalent to the payoff of a European call and put respectively.
As 1. is assumed to follow a Geometric Brownian Motion, the relationship to the Black and Scholes
theorem is clear.
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3.1.2. The Vasicek model

In this section the portfolio model [30] developed by Vasicek in 2002 is described. It is derived from
Merton’s model and extended with a Gaussian correlation factor. This model is known under as the
‘CreditMetrics™/ KMV One-Factor Model’ [31], the ‘one-factor probit model’ [32] and ‘Vasicek’s model’
[33]. From now on the model is referred to as the ‘Vasicek model’ (not to be confused by Vasicek’s
interest rate model!).

Individual probability of default

Just as in Merton’s model, it is assumed company i defaults if it cannot repay its obligations of value B;
at maturity. In the model the loans of each company share the same time of maturity T. Denote the
value of company i as V;, which is also assumed to follow a Geometric Brownian Motion. Introducing
dependence on the specific company and using previous result:

. . 1
Vi =V exp {(Mi - EUiZ)T + Ui‘ﬁzi}-

Now let p; be the individual probability of default of obligor i. Following the derivation in Merton’s
model it is found that:

pi =P <B) = (c),

where:

B 1
log 77 — (Wi = 00T
¢ =
4 O'i\/T

Probability of dependent defaults

The main difference of the Vasicek model in comparison to Merton’s model is the introduction of a
correlation effect. This is done through the random variable Z;. This factor is still assumed to be a
standard normal random variable, but such that there is positive correlation between two different
factors. Therefore, write:

Z0 =\pY +1-p &
Where Y ~ N(0, 1) independent of ¢; £ N(0,1). Y is known as the systemic factor and includes all the
effects that the companies in the portfolio have in common. These effects could be macroeconomic,
industrial or country-specific for example. The asset correlation p is the only quantity in which depen-
dencies between obligors are captured. A higher value of p means a stronger influence of the common
factor Y and thus a higher dependence between obligors. Remark that asset correlation is different
from default correlation, the former being larger than the latter.

The factor ¢; is transformed through the quantity \/1 — p so that z# admits its standard normal form.
&; is called the idiosyncratic factor and stands for the company specific risk. The mean, variance and
covariance of Z? are easily verified to be:

E[z/] = o,
Var(zf) =1,
Cov(Zf,Zf) =p fori=+j.

Now write p! for the probability of default of company i in the Vasicek model, where p; stands for the
individual probabil[ty of default and p for the asset correlation. p? is again given by the event when
the asset value 17" of the company is smaller than its debt B. By applying the same arguments as in
Merton’s model the conditional probability of default can therefore be written:



32 3. State of the Art

2 1Y =y] =P (¥ <B)
=P(Z¢ <),
note that the individual probability p; = ®(c;) and therefore ¢; = @~ 1(p;),
=P (z! <> (py))
=P(Voy +VT=p & <o)
1 (p)c; —
-r(n< )
_ cD(CD‘l(pi) —x/ﬁy>_
Ji-p

Remark that this is the IRB formula from chapter 1. Also note that in fact the underlying structure of the
model is just an equicorrelated multivariate normal distribution with standard marginals. In the copula
setting this would be the same as assuming standard normal marginals and modelling the dependence
structure by a Gaussian copula. Also, in the limiting case where p = 0, p! is equal to the individual
probability of default p;.

Default correlation

The parameter p is known as the asset correlation. A remark has to be made that under the Vasicek
model this is not the same as default correlation. Consider two Bernoulli random variables X, and X,
with success probability p, and let success be the event of default:

1 ifzl <¢ ,
Xi= . p l=1,2.
0 |fZi = ¢

Also,

E[X1,X,] = P(ZF < ¢1,Z5 < ¢3) = D(c1,¢2,p),
where ¢; = ¢, = p and ®(-) denotes the bivariate normal distribution. The default correlation p? can
now be written as:
_ Cov(Xy, X7) _ P(c1,62,p) — p?
o(X1)o(Xz) p(1—p)

Note that this also shows that the default correlation and probability of default are not independent, a
result used later in chapter 5.

D

3.1.3. Remarks

Some assumptions made in the Vasicek model may not be completely warranted. It is of course possible
for a company to default at any other time than some fixed maturity T. Moreover, the normality
assumption as been shown not to hold in many cases as it severely underestimates (mutual) tail
probabilities. The assumption that all dependencies are captured in a single factor influencing the
asset correlation may also not be justified.

Even though these assumptions might seem too restrictive, the resulting model does have clear ad-
vantages. It is quite intuitive so that its use is not restricted to experts in the industry, see the IRB
formula. Also, Vasicek derives in [30] a loss distribution for large portfolios.

The normality assumption for the common factor Y can be easily be lifted in favor of an other distri-
bution. Normality for the idiosyncratic component ¢; can also be swapped for a different distribution,
but then numerical methods may be needed to compute the conditional probability, whereas the lack
of these is one of the advantages of the Vasicek model.



3.2. Review of the literature 33

3.2. Review of the literature

In this section the literature concerning low default portfolios will be investigated. Although there is
only a limited number of papers published on the subject, it would take up too much space to review
all of them. Therefore a conscious selection of influential and diverse articles has been made, so that
they form a good representation of the state of the art. The first five publications are presented in
chronological order, the last two are described more extensively because it contains an approach also
incorporated in this thesis.

¢ Hanson, Schuermann (2005): Confidence Interval for Probabilities of Default [34]
e Kiefer (2006): Default Estimation for Low-Default Portfolios [35]

¢ Van der Burgt (2008): Calibrating Low-Default Portfolios, using the Cumulative Accuracy Profile
[36]

¢ Fernandes, Rocha (2011): Low default modelling - a comparison of techniques based on a real
Brazilian corporate portfolio [37]

Orth (2012): Default Probability Estimation in Small Samples — With an Application to Sovereign
Bonds [38]

Pluto, Tasche (2005): Estimating Probabilities of Default for Low Default Portfolios [32]

Tasche (2012): Bayesian Estimation of Probabilities of Default for Low Default Portfolios [39]

3.2.1. Hanson, Schuermann (2005): Confidence Interval for Probabilities of

Default
In this publication Hanson and Schuermann concerned themselves with the estimation of confidence
intervals in the context of low default portfolios. They made use of rating transition matrices in their
procedure as the one of figure 3.1). Two main approached are considered: the cohort and duration
approach. In the former, only the begin and end state of the portfolio was considered. In the latter
also movements of obligors in between is taken into consideration. Two methods of confidence interval
estimation are proposed, an analytical and a empirical or bootstrap method.

2016 One-Year Corporate Transition Rates By Region (%)

From/to AAA AA A BBB BB B CCC/C D NR

Global

AAA 81.25 1250 000 000 000 000 0.00 000 625
AA 0.00 90.11 6.50 0.00 0.00 0.00 0.00 0.00 3.39
A 000 082 9102 401 000 0.00 0.00 000 4.15
BER 000 000 262 8770 3.23 017 0.06 000 623
BB 0.00 000 000 312 B0O.37 6.07 0.23 047 974
B 000 000 000 000 384 7T4.00 555 368 1292
CcCC/C 000 000 000 000 099 14.36 40.589 32.67 11.39

Figure 3.1: Example of a credit migration matrix, credit scores are given in increasing riskiness. ‘D’ stands for ‘Default’ and ‘NR’
stands for ‘No Rating’ [40]
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Analytical confidence intervals
Under the assumption that the amount of defaults is Binomially distributed, the Wald confidence interval
for a given estimate of the probability of default PD is given by

. PD (1-PD)
Cly =PD + za ’—
2 N

where 2g isthe 1 — = quantlle of the standard normal distribution and N is the number of companies

in the portfollo Another analytical confidence interval is obtained by setting the amount of observed
defaults as k and defining

k+z%

PD = £

N+ za’

2

the so-called Agresti and Coull confidence interval is then given by

I = PD 4 PD(1-PD)
A _Z% N+za
2

The third analytical confidence interval, the Clopper-Pearson interval, is not based on asymptotics as
the first two but instead derived from the Binomial distribution. The endpoints of the interval are given
as solution to the following two equations:

ik ()PDI(1 - PDYN!
i, (V)PDI(L - POV =&

Bootstrapped confidence intervals

Instead of relying on analytical assumptions to derive confidence intervals, Hanson and Schuermann
also considered a non-parametric approach. By resampling the rating histories of the firms the entire
migration matrix is sampled and from the last column the resampled amount of defaults is obtained.
Then the quantiles of the empirical distribution of defaults is used to obtain bootstrapped confidence
intervals.

3.2.2. Kiefer (2006): Default Estimation for Low-Default Portfolios

In this article Kiefer examines the Bayesian approach in the setting of low default portfolios. He
considers a Binomial likelihood for the amount of defaults and puts a prior on the probability parameter
p. This prior (p) is assumed to follow a Beta(a, B) distribution truncated to the interval [a, b] € [0, 1]:

__T@+p)  a=py(p=b)"
n(plap,ab)= (b — )T (@)T(B) (a—b) (a—b>

The four parameters are estimated through the use of expert judgement. Kiefer mentioned in his
paper it is usually preferred to ask experts about probability of seeing data and using the predictive
distribution to work backwards to inference about the parameter, as experts may find it difficult to
answer questions about the parameter directly. However, the expert he consulted had no problem of
thinking about quantiles of probabilities, which may be more common in this specific field. Kiefer had
the expert define the minimum, maximum, the quartiles including the median, the 90% quantile and
the mean of the parameter p. He set a and b to the minimum and maximum and determined « and g
using relative squared loss.

Combining the Binomial likelihood and the truncated Beta prior, a posterior distribution of p is con-
structed. A summary statistic, or point estimator, is required in for example the Basel capital formula.
Kiefer proposes the posterior mean or mode as two possible estimators and concludes they may be
favoured over the maximum likelihood estimator.
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3.2.3. Van der Burgt (2008): Calibrating Low-Default Portfolios, using the
Cumulative Accuracy Profile

Van der Burgt proposes in this article the use of the Cumulative Accuracy Profile (CAP) to model low
default portfolios. The CAP curve, or power curve, is normally used to assess the discriminative power
of a model. It is closely related to the Receiver Operating Characteristic (ROC) [41]. In the context of
default modelling, the CAP curve is constructed by sorting debtors from worse to better credit rating
and then plotting the cumulative percentage of defaults against the cumulative percentage of obligors.
A perfect credit rating system predicts all defaults happening in the worst grades, while a random
system has no discriminatory power at all, see figure 3.2 for reference.
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Figure 3.2: Example of Cumulative Accuracy Profile

[36]

Assuming a model has at least some discriminatory power, the CAP curve has a concave shape. The
author then proposes to model the CAP curve by the following equation:

1— e—kx
YOI =T

Where the parameter k is the so-called concavity parameter. This function is then calibrated to data
from a rating agency such as S&P, minimizing the Root-Mean-Square error using the concavity param-
eter k to assure the best fit. After fitting the function to the data and finding an optimal value for k
the probability of default in rating class R is obtained by the following result from [42]:

Po(R) =D = L
(’) = dx  1—ek®
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where D is the average observed default rate in the whole portfolio (number of defaults/number of
obligors), and x,. is some averaged mid-point to represent the cumulative percentage of counterparties
in rating class R.

Van der Burgt then proceeds to apply the model first to artificial data and then to a real portfolio of
sovereign defaults. He concludes the article by noting some flaws in the approach. The model is
for example very sensitive to the rating class in which the defaults are observed, as the ordering of
the obligors is what drives the CAP curve. The method also fails to produce nonzero estimates for a
portfolio where no counterparties have defaulted, a property which is highly desirable.

3.2.4. Fernandes, Rocha (2011): Low default modelling - a comparison of
techniques based on a real Brazilian corporate portfolio

Fernandes and Rocha considered in their article various techniques for the modelling of low default

portfolios. A short summary of each technique is presented and afterwards the results are discussed.

Methods

Classical Logistic Regression Logistic regression is a model belonging to the family of Generalized
Linear Models (GLM), see [43] for more information. The response variable Y € {0, 1} is a dichotomous
random variable modelled as a non-linear function of linear risk drivers. Denote Y; as the observation
of default event, attaining a value of 1 if company i defaulted and 0 otherwise. Write x; as a vector of
explanatory variables and g as a vector of weights, then:

_ 1
14 exB’
A maximum likelihood method is then conducted to find the optimal vector of weights 3.

P(Y 1 X5 = x;)

Limited logistic regression This form of regression is the same as the classical logistic regression
above, apart from the introduction of an extra parameter w setting an upper bound on the probability:

1
1+ e Xib’
Again maximum likelihood is used to find the vector of weights g and upper bound w.

P 1Xi=x) =w

Bayesian logistic regression Consider again the classic logistic regression. Instead of the frequen-
tist approach using the maximum likelihood method to find an estimate for 8, Fernandes and Rocha
also examined putting a Bayesian prior on the parameters and doing inference on its corresponding
posterior. They claimed their prior was ‘uninformative’ and chose it to be N(0,10%). Remark however
that this is not true, since this is actually a subjective prior imposing the same probability on all values.

Artificial oversampling via SMOTE To deal with the problem of low data, a Synthetic Minority
Oversampling Technique is a way to artificially create more data. Two data points x;,x, € R™ are
chosen randomly, and then a new observation is created by sampling uniformly from the hypercube
defined by x, and x,. After inflating the amount of observations a regular form of analysis can be applied
to the new data set. This method of course introduces a bias in the estimation of PD. Fernandes and
Rocha therefore propose a bias-correcting method as well.

Summary of results

The aforementioned methods are applied to a real Brazilian portfolio consisting of corporate defaults.
Using a bootstrap method to reduce variability, two performance measures are used to test the effec-
tiveness of the proposed approaches: The Gini coefficient and Kolmogorov test statistic. According to
the first measure the limited logistic regression was the best model, while according to the second this
was the classical logistic regression method.
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3.2.5. Orth (2012): Default Probability Estimation in Small Samples — With
an Application to Sovereign Bonds

In this publication Orth proposes the use of empirical Bayes in estimating small default probabilities. The

resulting estimator is capable of multi-period predictions. First a standard estimator used in the industry

will be described and afterwards the empirical Bayesian extension. Finally the resulting estimator is

applied to a portfolio of sovereign bonds.

Standard Estimator

All the obligors belonging to rating class r at time t = 1, ...,T form a cohort. The number of obligors
in that cohort at the start of the observation period is denoted by N{, and the number that are still
in the portfolio (not censored or defaulted) at time t + s by N{;. Furthermore, D, ; are the number
of defaults in period t + s whereas L} ; are the number of censored obligors in that time-period. Now
let A7 be the marginal default rate, i.e. the probability of a company with rating r defaulting after s
periods conditional on surviving s — 1 periods. Denote by Y;; the lifetime of obligor i starting in time ¢t
and R;; as the rating of that company. The default rate is then given by the following probability:

A =Pl =s1Y>s—1LRy=r).

Orth then notes that a standard estimator of this default rate used often in the industry is:

Since the instantaneous default rate are often not of interest, but instead the cumulative default rates,
Orth writes:

PDI = P(Yy <5 | Ry = 1),

with standard estimator:

N

PDL=1- na i

j=1

Empirical Bayes extension
In his paper, the author also considers multiple portfolios but for convenience this, and dependence on
t are omitted. Orth assumes the likelihood of the amount of defaults to admit a Binomial distribution:

DI ~ Bin(NZ, AT).

Now, just as in the regular Bayesian setting, a prior is defined on the parameter A%. Since this default
rate parameter lies in the unit interval, Orth has chosen to model this default rate using the flexible
Beta distribution:

A% ~ Beta(ag, BY).

Now instead of using expert judgement such as Kiefer does in [35], the empirical Bayesian approach
uses data to estimate the hyperparameters. This is done by using a different, but comparable data set
than the one under consideration. In this case, the portfolio consists of sovereign bonds of different
rating grades. By using data of corporate bonds rated by the same rating agency the parameters of
the priors are estimated. Then, for each rating grade a Beta posterior is constructed and the mean is
used as a point estimator.
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3.2.6. Pluto, Tasche (2005): Estimating Probabilities of Default for Low De-

fault Portfolios
In this article, Pluto and Tasche introduce the concept of most prudent estimation. They estimate the
PD by upper confidence bounds, making use of external credit rating grades. Suppose three rating
grades, decreasing in credit quality, exist: A, B and C. Define the PD of these rating grades and the
number of obligors in each rating as py,, pg, pc and ny, ng, ne respectively. Since the credit quality of
obligors in rating grade A is better than those in B, which in turn is better than the credit quality of
borrowers in rating grade C, the following assumption of inequality is reasonable:

Pa =D = Pc-

Pluto and Tasche consider both the case of dependent and independent defaults. They also distinguish
between the case of no defaults and some defaults but both are captured by letting ‘some’ defaults
include zero defaults. First the concept of most prudent estimation is applied to the single-period (year)
case, after which also a multi-period extension is considered.

Independent defaults

Denote X as the random variable representing the amount of defaults and suppose k defaults are
observed in the portfolio. Under the assumption of independence and equiprobability the amount of
defaults follows a binomial distribution. The cumulative binomial distribution is given by

k
P(X<k)= Z (’;)pi(l -p)"
i=0

The most prudent principle is used to produce a conservative estimate for p,. The principle postulates
that companies in rating grade A have the same credit quality as those in rating B and ¢ and therefore:

Pa = PB = Pc-
So that p. forms an upper bound on the probability of default in rating grade A. When the equation

above is true the rating grades have equal credit quality and therefore the whole portfolio can be seen
as homogeneous in terms of risk.

The most prudent estimator for p, is then defined using a confidence interval for the probability of
default. This confidence interval consists of all values not rejected at significance level a. A value is
rejected when its p-value (probability of obtaining the same, or more extreme result than the sample
under the null hypothesis) is smaller than a. The confidence level y of a confidence interval is related
to the significance level a through 1 — y = a. The confidence interval thus exists of all p € [0, 1] for
which holds:

k
P(X<k)= 2 (’7);&'(1 —p)visa=1-y. (3.3)
i=0 '
The most prudent estimate is the smallest value of p so that equation 3.3 holds. Because of continuity
the most prudent estimate is the solution of the equation:

k

n : .
Z(i )pl(l -t =1y

i=0

According to the most prudent principle, the estimate for p, should be based on all the obligors in the
portfolio: n,, ng and n.. Suppose k,, kg and k. defaults are observed in each rating grade and set
kay = k4 + kg + kc. The most prudent estimator for p, is the solution of

ka+
ng +ng+n . .
i=0
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solved for p, for a given confidence level y.

Now, the most prudent estimate for pj is analogous to the one of p,, so set kg, = kg + k.. However,
the assumption that p, = py can not be made, since p, is not an upper bound for pz and this would
violate the principle of most prudent estimation. Thus, the assumption is made that p; = p. and rating
grades B and C can be viewed as a homogeneous rating class. Therefore the most prudent estimator
for pg (for given confidence level y) is the solution of

B+

k
ng +n . .
1—v=Z( ’ C)zos‘(l—ps)"3+"c“-

i=0

Now since p. does not have an upper bound only observations in grade C are used for the estimation
of p.. Therefore, the most prudent estimator of p. is the solution of

k¢
1-y =) (" Jpci(1 - poyret
i JPc Pc .

i=0

Dependent defaults

Consider the same three rating grades as before and again suppose there are k defaults observed in
the portfolio. Since defaults are now not assumed to be independent they are no longer Binomially
distributed. For the modelling of dependence Pluto and Tasche propose the Vasicek model.

Recall that this model is based on given individual probabilities of default p; and a one factor Gaussian
correlation parameter p. This resulted in a conditional probability [p{ | Y = y]. This quantity is denoted
by Pluto and Tasche as

34

o 1(p) -
Copry) = ¢<M>

Vios

Subsequently, this conditional probability is used as the probability parameter p in the Binomial distri-
bution, giving the following probability mass function

PX=klY=y)= (?)G(p.p, NI =G p, )"

In order to obtain the unconditional probability of default, the normal factor Y needs to be integrated
out. By denoting ¢(y) as the probability density function of a standard normal random variable the
unconditional probability mass function is

® n
poc=10= [ 000} Jowor) =600ty

and the cumulative distribution function is given by

k
P(Xsk)=ZP(X=i)

0
) k n ' |

= f ¢(y)z (i )G(p,p, VI =G, p,y)" ldy,
—® i=0

with the function G defined as in equation 3.4. Now, analogous to the independent case, the most
prudent estimators for p,, pg and p. are given as the solutions for the equations:
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oo kay

ng+ng+n , '
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Multi-period case

So far all results are derived under the assumption that companies were observed in one year. Consider
now the case where data consisting of multiple years of observations is available. An approach could
be to assume independence between years of observations, pool all this data per rating grade and
proceed as in the single period case. However, some valuable relations in the data may be ignored this
way.

Pluto and Tasche lifted the single period assumption and proposed a model which not only introduced
cross-sectional asset correlation as in the original Vasicek model, but now extended the model to also
include inter-temporal asset correlation. The framework of the model remains the same; there are three
rating grades 4, B and C with n,, ng and n. obligors in each grade. At the end of the observation
period T > 1 the amounts of default k4, kz and k. are observed. The authors assume a company can
only default once and only obligors present at the start of the observation period are considered.

Instead of only considering one point of maturity T as before, a company can now default at the end of
each time period t = 1,2, ..., T. Still adhering to the underlying structure of Merton’s model, company i
defaults in time ¢ when its asset value V; is below a certain level at that time. Pluto and Tasche model
the intertemporal effect through the common factor and write for the now time-dependent asset value:

V'if;:\/ﬁst*'vl_l)fi,t-

Where the idiosyncratic component ¢, £ N(0,1) for all i and t. S; on the other hand is no longer
assumed to be time-independent. Let S = (5;,5,, ..., Sy) denote the vector of common factors. The
key assumption of the multi-period extension is:

S~ N(0,%),

where the entries of the correlation matrix are given by =f, = /5=l for some 6 € (0,1) and s,t €
{1, ...,T}. Orin matrix form:

1 6 62 .. Tt
9 1 6 ;
so=| 62 6 - : leo,11™". (3.5)
: 0
oT-1 0 1

Obligor i has defaulted when V/ has at least been under the critical debt value once at the end of a time
period t = 1,...,T. Recall that this critical debt value was equal to ®~*(p) under the Vasicek model,
where p was the individual probability of default. The conditional probability of default of obligor i is
therefore given by

P (Obligor i defaults | S) = P (tzrllinT VA <o () | S)

=1-P (V4 > 0 (p), . V5 > O 1 S),
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conditional on S these probabilities are independent:

T
=1—| |P(Vi>o7'()15)

[~

=1- P(\/ﬁst+vl_p€i,t>q)_l(p)IS)

~
1l
e

T
= ®~1(p) — /S, )
=1-| |P(§ie>—F——15S
t=1 ( t I=p
T
=1-] (1—®(G(p pS)))
t=1
=n(p,p,S).

The absence of dependence on the specific obligor is because the probability of default is assumed to
be the same for all obligors in the portfolio. Once the underlying structure is defined, the authors apply
the most prudent estimation principle to the multi-period model. Suppose again that X is the random
variable representing the amount of defaults in the portfolio. Recall that just as in the single-period
model, for a chosen confidence level y and observed amount of defaults k the following equation needs
to be solved for some p:

1—-y=P(X<k|S) (3.6)

k
=ZP(X=ZIS)
=0

k

= Z (7) ((p, 0, (1 —7(p,p,S)" "

=0

Up to this point only conditional probabilities were considered. In order to use the multi-period model
the unconditional default distribution needs to be derived. Denote the multivariate normal distribution
with zero mean vector and covariance matrix £ as in equation 3.5 as ¢yo(Sy, ..., Sr). Then by writ-
ing out the unconditional cumulative distribution function of the amount of defaults X, equation 3.6
becomes:

1—-y=P(X<k)=
n
!

k
f J- ¢29 (Sli ""ST) Z ( ) (T[(p' p! s))l (1 - T[(p' p' S))n_l d(Sl, "'!ST)'
=0

For large or even moderate levels of T it is not feasible to solve the above equation by means of
numerical integration. Instead the authors suggest the use of Monte Carlo simulation. By setting the
appropriate upper bounds p, = pg = pc, P = pc and p. the most prudent estimates for p,, pg and
pc are found respectively, using the corresponding number of obligors and defaults.

Concluding remarks

In this article Pluto and Tasche introduced a model for low default data according to the most prudent
principle. It takes into account the number of obligors and amount of defaults for each rating grade in
the portfolio and produces PD estimates for each of those grades, even when no defaults are observed.
The estimates for the probability of default turn out to be fairly conservative, which can be seen as an
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advantage since risks are overestimated rather than underestimated. However, this will result in higher
capital requirements for banks which in their turn cut into the profit.

A disadvantage of the most prudent approach is it may lead to non monotone (with respect to the
rating grades) PD estimates when there are many defaults in high rating grades and less in lower
grades. Another open issue is the choice of the confidence level, as this is of large impact on the PD
estimates. This makes the model extremely sensitive to subjective influences. The authors note that
high confidence levels may be overly conservative and therefore argue for levels that are moderate.

3.2.7. Tasche (2012): Bayesian Estimation of Probabilities of Default for Low

Default Portfolios
In this section the publication of Tasche [39] from 2012 is followed. After his original article with Katja
Pluto, Dirk Tasche revisited in this publication the most prudent estimation approach. The method
was criticised because in the multi-period version three parameters had to be pre-defined: the cross-
sectional correlation p, time-correlation 6 and confidence level y. While estimation methods for the
first two parameters were supplied, the confidence level remained an open issue. Tasche proposes the
Bayesian approach in this article to forego the need of choosing a confidence level.

First, the derivation of the conservative prior is discussed, as Tasche showed it has a special relation to
the most prudent estimator. Second, estimators are derived when applied to the same three models
considered in the article of Pluto and Tasche from 2005. An extension of the model and its results are
discussed in chapter 5.

Estimators
Three estimators are considered in the article:

¢ Most prudent estimator
» Conservative Bayesian estimator

¢ Uniform Bayesian estimator

The Bayesian estimators correspond to the mean of the posterior distribution with one of the two prior
distributions. See chapter 2 for more information on Bayesian statistics.

Conservative prior Tasche shows in [39] the relationship between the Most Prudent Estimator in
the Binomial model and what he calls the ‘conservative prior’. Consider a portfolio of n obligors and k
defaults observed in a single time period. Recall that under assumption of independence the amount
of defaults X is Binomially distributed and the most prudent estimator is for a given confidence level y
given as the solution of

k

1-y=PX<k)= Z (Tl_l)pip"'i.

i=0

Tasche notes the relation between the cumulative distribution functions of a Binomial and Beta variable.
Let p b the probability parameter of a Binomial variable X and Y ~ Beta(k + 1,n — k), then:

PX<k)=1-P( <p).

Writing K1 (-) as the quantile function of v, it is easily seen that the most prudent estimator py,,. is
obtained as the y quantile of the Beta(k + 1,n — k) distribution:

ﬁmpe = FY_I(V)-

A key finding in the article is the proposal of a certain prior distribution that relates the posterior to the
most prudent estimator. Recall that a Beta(a, 8) prior in combination with a Binomial likelihood results
in a Beta(a + k, B + n — k) posterior for the probability parameter p. So by settinga =1 and g =0
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the previously seen Beta distribution is obtained. Now set the prior as the probability density function
of a Beta distribution with those parameters and ignore constants not depending on p. The prior for p
then becomes:

p* (1 - p)F?

n(p) = B B)

1
o« ——,
1-p
This prior is called the conservative prior by Tasche. The corresponding posterior is a Beta(k +1,n—k)
distribution. Since credible intervals are in a Bayesian approach defined as quantiles of the distribution,
it is easily seen that the upper Bayesian credible bound of confidence level y corresponds precisely to
the most prudent estimator. Although these two estimators are related, they are not the same because
the conservative estimator is not defined as an upper quantile but as the mean of the posterior.

Uniform prior In order to assess the level of prudentiality of the conservative prior, Tasche also
considered the uniform distribution on the interval (0,u) as a prior. Generally, two parameters rep-
resenting the bounds of the interval have to be specified for the uniform distribution. Since a lower
bound of 0 is very plausible in the situation of a low default probability only an upper bound is to be
chosen. The prior is given by

1
= — <1.
n(p) " O<u<l1
The larger this upper bound, the more conservative the resulting estimator will be. When u = 1 the
uniform distribution can be seen as a Beta(1, 1) distribution, since:

1171 _ )1-1 —

Independent defaults, Binomial model

Consider again the independent default model described in the previous article, dealing with a homo-
geneous portfolio of n obligors, each having the same probability of default p. Under this model the
amount of defaults has a Binomial distribution.

Most Prudent Estimator The most prudent estimator p,pr is for confidence level y given as the
solution of

k
1-y= ; (?)pi(l -p)"

And as previously seen this can be written as:
Pmpe = F *(¥), where Y ~ Beta(k + 1,n — k).

Conservative Bayesian estimator A useful result is the formula of the mean of the Beta distribu-
tion. Suppose Y ~ Beta(a, ), the mean of Y is then given by:
a
a+p’
Repeating earlier results, the conservative prior is a special case of the Beta(1,0) distribution and

together with a Binomial likelihood generates a Beta(k + 1,n — k) posterior. Therefore, the conservative
Bayesian estimator for the Binomial model is given by:

E[Y] =

k+1
n+1

A

PcBe =
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Uniform Bayesian estimator Tasche derives in [39] the posterior distribution using the uniform
prior and shows it to be:

br+1,n—k+1(P)

nlp k) = P(Ysu) '’
0, foru<p<l1l

foro<p<u,

With Y ~ Beta(k+1,n—k+1) and by ,—k+1 its corresponding density function. Taking the expectation
of this posterior, Tasche shows that the uniform Bayesian estimator for the Binomial model is given by

_ (k + DPYison—r+1 <)
M+ 2)P(Yer1n-ks1 S U

UBE

Where Y, ; ~ Beta(a, 8). By making use of the fact that the Beta distribution is defined only on the
unit interval, in the special case where u = 1 the UBE simplifies to:

k+1
n+2

A

PcBe =

Dependent defaults, Vasicek model

Most of the structure of the independent case will be retained, but the strict assumption of indepen-
dence will be lifted. To model dependence, Tasche proposes the same ‘Vasicek model’ as in his paper
of 2005, which is discussed in detail in chapter 2.

Consider again a homogeneous portfolio of n obligors, each having the same individual probability of
default p. Also assume that the dependence of defaults is exclusively given by the asset correlation
p. Furthermore, retain the intertemporal independence assumption of before. Recall that under this
framework the probability of observing k defaults is given by

® n
per=0= |90} Jowp 0 a6y a

P 'p)—PYy
J1=p '
Most prudent estimator The computation of the most prudent estimator p,,,. goes analogous to

the Binomial case, only a numerical routine must be applied as no analytical solution is known. The
most prudent estimator is given as the solution of

Gmnw=¢<

n
i

0 k
- i=0

Conservative and uniform Bayesian estimators Again, the summary statistic applied to the pos-
terior distribution is derived from its squared error loss, corresponding to the posterior mean. However,
because the Binomial likelihood has been replaced by the likelihood of the Vasicek model, analytical
solutions do not longer exist. Therefore the posterior mean needs to be numerically evaluated as well.
Denote the prior (either conservative or uniform) as m(p), the posterior mean is then given by

Jy p ©@)f (k | p,p)dp
Jy m(@)f k1 p, p)dp

where f(k | p, p) is the likelihood of the Vasicek model. Note that no method for estimating the asset
correlation p is specified. Tasche uses pre-defined values for p in the interval [0.12,0.24], the same
range as used in the IRB formula.

p=
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Multi-period observations

Recall the multi-period extension of the Vasicek model of Pluto and Tasche described in the previous
article. Assume each time period t = 1,2,...,T has length of one year. Let X, denote the random
amount of defaults observed in year t and k. the actual observed amount of defaults. The amount of
obligors in the portfolio may also vary under this model, write therefore n, as the amount of obligors
in the portfolio in year t.

In this paper, Tasche revisits this model. Using the previously defined notation, the (unconditional)
probability density function of the multi-period Vasicek model is given by

P (Xl = kl' ...,XT = kT I p,p,G) = (3.7)

T
Mt kel — ng—ke
0 | |
f...](l)z (51, -, ST) (k )G(p,p,St) 1-=G,p,St) dsy, ..., dsr.
t
t=1

Maximum likelihood estimator The maximum likelihood estimator maximises the likelihood given
in equation 3.7. Given the amount of defaults k4, ..., k; in the portfolio, the maximum likelihood esti-
mates are given by

T
(Pures Pure Bvie) = arg;neaxf ...fd)zg (51, e» ST) 1_[ <ZZ>G(p,p,5t)kt(1 — G, p, S *eds,, ..., dsp.
A t=1

There is obviously no analytical solution for the maximum likelihood estimator in the multi-period
model. The function to be maximised involves a T-dimensional integral so applying the logarithm
and maximising the log-likelihood neither gives analytical results. Therefore a Monte Carlo method
has been applied by Tasche, where instead of integrating out the systemic factors S, ..., S; they are
simulated a large number of times.

Following notation by Tasche, a sample of n independent realisation
(s s 5™ sy of the joint normally distributed systemic factors S, ..., Sy are drawn. Then

the likelihood function is approximated by

n T

1 n . .
PO =k X =k 12,00~ 2 ) | ] (;;)G(P'P' sOYee(1 = G(p, p, sOyneke,

i=1t=1

There is one essential issue however, which is not addressed by Tasche in his paper. Not only is the
Monte Carlo simulation needed to estimate the value of the likelihood, but in order to find the maximum
of the likelihood function an optimisation routine is also used.

These routines, such as the ‘BFGS’ method found in the optim package in R, generally rely on some
gradient search algorithm. However, if a naive approach is used and for every iteration in the opti-
misation routine a new sample is drawn from the multivariate normal with correlation matrix 4, the
algorithm easily can get stuck because the function it tries to optimise is different in each iteration.

A solution would be to draw n samples and keep these the same during the optimisation routine.
However, the objective is also to provide a maximum likelihood estimate for 6. The distribution from
which is sampled depends on 8, so if only at the start of the optimisation a sample would be drawn,
the algorithm has no way of updating 6 to find the value for which the likelihood is maximised.

Therefore the influence of 6 and the sample on the likelihood need to be separated from each other,
so that the algorithm does not get stuck because of random variations of the target function but still
has a way to evaluate it for different values of 6. The proposed solution makes use of the Cholesky
decomposition [44]:
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Definition 5 - Cholesky decomposition.
Suppose A is a Hermitian, positive definite matrix. Then the following expression

A=LLT,

where L is a real-valued lower triangular matrix with positive entries and LT its transpose, is known as
the Cholesky decomposition.

If the matrix A in definition 5 is the variance-covariance matrix of a multivariate normal distribution
and z is a vector of uncorrelated standard normal samples, then the vector Az is a vector of samples
from the multivariate normal distribution with variance-covariance matrix A.

So in order to find the maximum likelihood estimate for 8, n samples of size T are drawn from a
standard normal distribution, which are fixed for the whole optimisation routine. Then in each iteration
of the algorithm, the Cholesky decomposition of X4 is computed for the changing value of 6 and used
to produce a correlated sample.

There are several problems with estimating the parameters of the model using this technique. The
first is mentioned before, but when zero defaults are observed the maximum likelihood estimator for
pis pure = 0, while the true value of the PD is known to be positive, albeit small. Secondly, for larger
problems such as Example 2 in the article of Tasche, the computation is slow, and still gets stuck often
due to the very small values of the likelihood. Using the package BBoptim instead of optim seems to
improve performance, but convergence is still slow and not always guaranteed.

The third issue is the number of observations with respect to the amount of parameters to be estimated.
The sample k4, ..., kr is only one draw from the distribution given in equation 3.7, so the estimators
will not be very robust. A possible solution to this problem could be to follow the approach by Tasche,
which is pre-defining the correlation values.

Most prudent estimator In addition to the notation in the previous section, denote X = X; + ...+ X;
as the random total number of defaults in the time period fromt=1tot=Tand k =k, + ... + kr as
the actually observed total number of defaults in that time period. The most prudent estimator is, for
a given confidence level y, defined as the solution of

1-y=PX <k

~ f f b5, (51, e, 57) €xp {—1(5y, ..., 57)}

k .
I1(sq,...,57)’

Z #dsl,...,d&r,

Jj=0 s

where

T

I(sy, ., 57) = Z n:G (P, p, st)-

t=1

Here the Poisson approximation of the Binomial distribution is used, see chapter 4 for details. The ap-
proximation holds because the sum of Poisson distributed random variables is itself Poisson distributed
with its intensity equal to the sum of the intensities.

Conservative and uniform Bayesian estimators Similar to the single period cases of both inde-
pendent and dependent defaults, prior information on the parameters can be incorporated by the use
of Bayesian techniques. Write the likelihood function in equation 3.7 as f(k | p,p,0). Write for the
conservative or uniform prior m(p), the mean of the posterior distribution is then:
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Jy p ©(@)f Uk | p,p, 6)dp
Jy m()f ke 1 p, p, 6)dp

Following this approach both a pre-defined value for p and & must be specified. For p again values in
the interval [0.12,0.24] are proposed, and for 6 Tasche has chosen a value of 0.6.

p=

Concluding remarks

The paper of Pluto and Tasche from 2005 was criticised due to the fact that three values needed to be
specified, p, 8 and y. Especially the last one proved difficult, as estimates are always very subjective.
In this paper, Tasche showed a relation between the most prudent estimate and the conservative prior.
Employing Bayesian techniques, the confidence level y was no longer needed.

Still, there remain some open issues. The first problem is that in the multi-period model numerical
results are no longer obtainable by numerical integration, so a sampling technique must be used. The
second issue is that the approach still requires pre-specified values for the asset and time correlation
parameters p and 6. Misspecification of one or both of these parameters may lead to underestimating
the true probability of default. Both of these issues are addressed in the extension of the Vasicek model
in chapter 5.






An extension: Credit Risk+

In 1997 Credit Suisse developed the CreditRisk+ [45] model, which is a portfolio approach to credit risk
modelling. The main application of the CR+ model is for quantitative portfolio management. The model
assumes the individual probability of default and its standard deviation of obligors to be known, and
uses these quantities do derive the loss distribution and the related expected loss. Since the interest
of this thesis is the estimation of default probability, some (slight) changes will be made to the CR+
approach. The model is based on the notion of default rate, which is actually the expected number of
defaults in the portfolio. First, the default rate is assumed to be fixed, it can be shown that under some
more assumptions, the number of defaults in a portfolio is Poisson distributed. Thereafter correlation
between defaults is introduced on the basis of a common factor.

4.1. Fixed rate of default

Consider a portfolio consisting of N obligors, and define the probability of default of obligor i as p;.
Note that these probabilities do not have to be equal, but are fixed over a single period time horizon.
Define the probability generating function of obligor i as:

Gi(z) = Z P(n defaults for i)z"
n=0
and since an individual company can only default or not,

1
= Z P(n defaults for i)z"
0

n=
=1 -p)z° +piz
=1+ Di (Z - 1),
which of course is the probability generating function of a Bernoulli random variable. Now define G(z)

as the probability generating function of the whole portfolio, because of independence the following
holds:

N
6@ =] [a@
i=1

N
log(G(2)) = ) log(1 +pi(z—1)),

i=1

49



50 4. An extension: Credit Risk+

since default probabilities are small, and log(1 + x) - x as x — 0:

N
log(6(2)) = ) pi(z—1)
i=1

N

N
6@ =exp| Y pz-1 | =D, 2=,

i=1 i=1

This is the probability generating function of a Poisson random variable. And so it can be concluded
from the assumption that individual default probabilities tend to zero, the number of defaults in the
portfolio is Poisson distributed with parameter 1. Now let X ~ Pois(1), then the first two moments of
X are given by E[X] = Var(X) = A. However, historical evidence has shown the standard deviation of
the number of defaults in portfolios to be larger than v/A. This leads to the consideration of uncertain
rates of default discussed in the next section.

4.2. Uncertain rate of default

The extension of the model from a fixed rate of default to default rate uncertainty is done through the
concept of sector analysis. Since the number of defaults may vary largely from year to year, one can
view these as realisations of a random variable with an expected value equal to the average default
rate over several years. This means that default probabilities themselves are random over time. Credit
Suisse makes three summarising comments on this situation:

e The probability of default is not fixed over time, this holds also for obligors having the same credit
quality.

 The variability of these probabilities stems from a (small) number of common economic factors

o Default rates are still rare events, so the Poisson approximation still holds

In the CR+ model the common economic factors influencing the portfolio are addressed by dividing
the obligors into k different sectors: S, ...,Sx. Examples of these sectors could be macroeconomic,
country- or industry related quantities. In this thesis it is assumed that all obligors in the portfolio are
influenced by one and the same sector. Credit Suisse has shown in their original document how to
derive the model for multiple sectors. In practice this means that analytical results no longer hold and
one has to resort to numerical computation techniques.

A sector is driven by a single underlying factor, which influences the expected rate of defaults of that
sector. The factor is modelled as a random variable X; with mean y, and standard deviation o;. The
expected amount of defaults in sector k is simply the sum of the individual probabilities

Uk = Zpi-

i€Sk

The variability of defaults in each sector is only driven by the random variable X;, so the probability of
default for each individual obligor X; will be modelled as a random variable proportional to X, . Credit
Suisse therefore makes the following assumption:

X
X = piu_:-
Now it is not hard to derive the relationship between the individual standard deviations and the one of
the sector:
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Z o(X;) = Z 0(1’:‘2(—:)

iESK i€Sk
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Hie iESK
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= —Hg
U

= Ok-

So, both the mean and the standard deviation of the sector default rate are estimated as the sums
over the means and standard deviations of the individual obligors belonging to that sector. In order to
obtain the distribution of defaults under the variable default rate framework the probability generating
function is again considered. Because of independence between sectors:

G(z) = Z P(n defaults in the portfolio)z™

n=0

k
- HGk(z).
i=1

Therefore attention can be focussed on the probability generating function G, (z) of a single sector.
Conditional on the common factor X,, the pdf is already known to be

Gr(2)| (Xp = x) = XD,

In order to obtain the unconditional probability the probability density function of X, is set as some
density fi,(x). Then:

Gr(2) = Z P(n defaults in S;)z"
n=0
= Z z”f P(n defaults in Sy, X, = x)dx
0
n=0

- Z n f P(n defaults in S, | X, = x)f, (x)dx
n=0 0

(o]

= f e*E=Df (x)dx.
0

The last step in obtaining the unconditional distribution of defaults is to specify the distribution of X.
The CreditRisk+ model assumes this to be the Gamma distribution with mean y,, and standard deviation
oy. Before proceeding several properties of the Gamma distribution and its mixture with the Poisson
are discussed.

4.2.1. Poisson Gamma mixture

The random variable X; representing the default rate of sector k is assumed to be Gamma distributed.
The two main reasons for this choice are the flexibility of the distribution and its analytic tractability
when used as a mixture for the Poisson distribution. Before proving the last claim some properties of
the Gamma are discussed.
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Gamma distribution
The Gamma distribution is a continuous distribution on the domain [0, «0). There

are several parametriza-

tions of the Gamma distribution. For now, the choice of Credit Suisse of a shape parameter « and scale

parameter g is followed. This leads to the probability density function:

—-X
an—l

fe(xla, B)=

’

1
BT (a)

4.1)

where I'(z) denotes the gamma function (also defined for complex values), given by

o

I'(2) =j x? e *dx.
0

A result quite often used in this thesis is the following identity, using partial integration:

(o)

xZe™*

F(z+1)=f

0

[-xe 1y -

0

o

—zxZ? le ™ *dx

[o2]

=0+f zxZe *dx
0

= z['(2).

Gamma distribution
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Figure 4.1: The probability density functions of three parametrizations of the Gamma distribution.
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The flexibility of the Gamma is shown in figure 4.1. The mean and variance of the Gamma distribution
are E[X,] = ayBy, Var(Xy) = a;BZ. In order to match the moments w, and o, are related to «; and
Bx through

1= apfy and o? = ay g,
or equivalently

12 o2
ak=§andﬁk=7.

Mixture of Poisson and Gamma: Negative Binomial
The ‘classical’ definition of the probability density function fyz (k | r, p) of the negative binomial dis-
tribution is given by

r+k—1 X -
fvg(k 17, p) =< r )p 1-p),

and gives the probability of observing k successes before r failures have occurred in a Bernoulli ex-
periment with probability p. In this definition r is constricted to the positive integers, but using the
following extension r can attain any positive real value:

r(r+k)
KT ©

fup(k 11, p) = p*(1-p)".

Denote f» (k | A) as the density function of a Poisson random variable with parameter 2 and f; (x | «, )
as the density of a Gamma random variable with parameters @, . Now assume 1 to be Gamma
distributed, the unconditional distribution is derived as follows:

PX=kla B) =J;) frlk 1 Dfc(A 1 a,p)dr

1 “ A+l
— k+a-1 B
—k!B“F(a) J;) A e da

k+a—-1

= —J — e (1 + l)—1olu
CRET@ )y \ 141 B

1 T(a + k)
- k!BeT (a) 1 a+k
(1+5)

Ttk [ B\
kBT (a) (1 +ﬁ)
T+l B\ 1
k(@) (1+[>’> <1+ﬁ) '

which is the density of a Negative Binomial NB (a _B) If the parametrisation in terms of mean and

standard deviation is followed, the density function is given by:

2

#—2+k 2 \¥
o= G ) o

( + g2 + o2
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u
u+a?
are given by E [X] = u, Var(X) = u + a2. This result should not be surprising, as it is actually a general
property of mixed distributions.

2
Now consider a Negative Binomial random variable X ~ NB (% ) The mean and variance of X

Up to this point the CR+ model is described in its original form, omitting the derivations of loss distri-
butions since this is not in scope of the research. It is interesting to remark however that Credit Suisse
assumes the average individual probability of defaults and their standard deviations to be known, or
estimated using the credit rating of the obligor to be more specifically. They assume these quantities
to be the input of the model, whereas the output is the distribution of defaults.

Since the objects under investigation in this thesis are the individual PDs these can not be assumed to
be known. Luckily, the amount of defaults in the portfolio is known and therefore the probability mass
function of the Negative Binomial, fyz(k | i, o), can be viewed as a likelihood. The estimation of the
parameters of this likelihood is part of the next chapter.

4.3. Multi-period extension

In the original model of Credit Suisse no method of incorporating intertemporal dependence is men-
tioned. Generally, as is illustrated in the sovereign default data set in chapter 6, there is quite some
time dependence found in the data. Therefore a multi-period extension of the Credit Risk+ model is
considered here. A similar approach to the Vasicek model from chapter 3 is followed. Instead of using
a multivariate normal distribution for the factor, a Gaussian copula is utilised with the same correlation
matrix:

1 9 62 .. gT1
9 1 6 ;
s,=| 62 o € 0,117,
: 0
gT-1 . 0 1

Suppose there are k; defaults observed in each time period ¢t = 1, 2,...,T. Denote Fyg(k | 1, o) as the
cumulative mass function of the Negative Binomial distribution and write

Uy = FNB(kt | ‘U.,O_) t= 1, ,T

Now, one could try to write the likelihood function of the multi-period CR+ model as the density of a
T-dimensional Gaussian copula with correlation matrix Z,:

flkq, o kr | p,0,0) = c*0 (uy, ..., ur).

However, using copulas to model dependence between marginals when these are discrete brings quite
some problems with it, see [46] for details. One of these issues, as described in the article, is that the
copula density is no longer well-defined. An alternative method to define this density is found through
the ‘inclusion-exclusion” method, making use of the distribution function of the copula:

1 1
flhksolep 111,0,0) = > > (=14 P (B by =y | 1,0, o, g G = | 1,0)).

Jj1=0  jr=0

The likelihood function for the multi-period extension of the CR+ model given above is now well-defined.
There is however, a major drawback to this approach, namely the amount of computations needed.
The copula distribution needs to be calculated a total of 27 times. For small to moderate values of T
this is feasible, but for 20 years of data the calculation of the likelihood requires more than a million
computations of the copula distribution.
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Even though this model seems not suited for portfolios of longer time-periods, there may be a way to
significantly reduce the amount of computations. Since the portfolio under consideration is classified as
low default, many of the observations include zero defaults and are therefore the same. This also means
that many of the values of the distribution of the copula are the same, and only need to be computed
once. Further research to the reduction of computations is therefore recommended. Performance of
the multi-period extension is discussed in chapter 6.






Estimating the probability of default

In this chapter the single time-period Vasicek and Credit Risk+ models are investigated. First, esti-
mators for the Vasicek model from chapter 3 are implemented and compared. Some estimators are
proposed in the literature, but new ones are introduced as well. Second, new techniques used in the
Vasicek model are also applied to the Credit Risk+ model from chapter 4, where some quite remarkable
results are obtained. The multi-period extension of these models and their estimators are applied to a
real data set consisting of sovereign defaults in chapter 6.

5.1. Vasicek model

Recall the Vasicek model described in chapter 3. Various estimators for the probability of default will
be compared for different levels of correlation. The case p = 0 is equal to the independent, Binomial
model. Moreover, p = 0.12 is denoted as ‘low correlation’ and p = 0.24 as *high correlation’. Finally, a
bivariate prior on both the probability parameter p and correlation p is considered.

5.1.1. Estimators

The article [39] of Tasche from 2012 showed promising results regarding the modelling of low default
portfolios using Bayesian techniques. In order to more thoroughly investigate the use of priors in the
Vasicek model, and compare them to other estimators, six different estimators are proposed:

e Maximum likelihood estimator
e Most prudent estimator
« Bayesian estimators with a

— Conservative prior
— Uniform prior

— Pareto prior

— Triangular prior

Maximum Likelihood Estimator
The MLE works especially well for large problems when the amount of observations n can be assumed to

tend to infinity. It can for example be shown that the estimator is consistent, i.e. 8¢ 2. However,
this is of course under the assumption that the parametrisation of the problem to the likelihood function
is fully correct, which is never completely the case. Furthermore, analytical solutions only exist in very
simple problems. For real life applications one therefore has to resort to numerical techniques, which
may be unstable especially when the dimension of the parameter vector is high. Finally, it will be
shown that the MLE is not conservative at all while this is one of the most important conditions under
the Basel framework.

57
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Most Prudent Estimator

Following both [32] and [39] the Most Prudent Estimator (MPE) finds it origin in confidence intervals
and hypothesis testing. Suppose the null hypothesis H, : p = p, is tested against the alternative
H, : p < p,. When the null hypothesis can be rejected at significance level @ (= 1 — y), an upper
bound p, for p is found. Let X denote the random amount of defaults, depending on the probability
parameter p and k the observed amount of defaults. The Most Prudent Estimator g, is given by the
solution of

1—y=PX <k (5.1)

The main appeal of the MPE is the level of conservativeness. Especially for what constitutes in hypoth-
esis testing as ‘normal’ levels of y such as 0.95 or 0.99 the Most Prudent Estimator produces results
that are conservative. However, one of the main points of criticism was that the estimator is too con-
servative, leading to high amounts of required capital by banks. Another disadvantage of this approach
is that the confidence level y must be prespecified, adding a factor of subjectiveness in the model.

Bayesian Estimators

The advantages and disadvantages of the Bayesian approach are extensively discussed in chapter 2.
In this section the four Bayesian priors and their resulting estimators are investigated. A prior and a
likelihood together form a posterior distribution, but in order to come to a point estimate a choice for
the summary statistic has to be made. As seen previously, different type of loss functions give rise to
different posterior estimators. Here the choice for squared error loss and therefore the posterior mean
has been made. In chapter 3 it is shown that in the Binomial model the posterior mean for some priors
is known analytically. In the dependent case when p > 0 the posterior mean is computed by numerical
integration:

[y p ©(@)f (k | p,p)dp
J, ®®)f (k | p, p)dp

p=

Conservative prior The conservative prior is proposed by Tasche in [39], who showed its relation to
the most prudent estimator. It is actually a Beta distribution with shape parameters « = 1 and g = 0,
given by

1
mp) =1 >
In figure 5.1 it can be seen that the prior has most of its mass closer to 1, thus putting more prior
probability on a higher values of p.

Uniform prior To compare the results of the conservative prior, Tasche also proposed a uniform
prior on the interval [0,u], see figure 5.2. Generally, two parameters representing the bounds of the
interval have to be specified for the uniform distribution. Since a lower bound of 0 is very plausible in
the situation of a low default probability only an upper bound is to be chosen. The prior is given by

1
n(p)—u, O<u<l

Note that, in contrast with the conservative prior, when u < 1 the uniform prior puts zero prior prob-
ability on larger values of p. This causes the posterior to be more sensitive to misspecification of the
prior. Some consider the uniform distribution as non-informative, but imposing equal probability on
the domain is arguably as subjective as the other priors under consideration. Still, the uniform prior
might be useful in cases where an expert has not much prior information except for the range in which
the PD might lie.
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Figure 5.1: The conservative prior proposed by Tasche

Unform prior

Density value
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Pareto prior

==xi =025
wi=1
—i=4

Density value

Figure 5.3: The Pareto prior for various values of parameter &

Pareto prior In his master thesis [47] Venter also considers the Bayesian approach in the modelling
of low default portfolios. There he introduces a prior based on a transformation of a Pareto distribution.
The probability density function of the Pareto distribution is given by:

ax®

Q| a,xy) =¥
0

for ¢ = x,p,
for ¥ < xp,.

Venter chooses x,, to be 1 and sets a = %, this then simplifies to the following density function:

1 .1,
fq;(zplf):?pf , Y =1

The domain of this density function is [1, ). Since a prior for the probability parameter p is desired,
the change of variable technique is applied. The variable ¥ is transformed to P = g(¥) = $ = g 1(¥).
Thus the prior for p becomes:

SelgT @) 19

d
mp(p) = ‘@(9‘1@))

1
11(1)‘?“
Cpré\p
1
-1
:Epf .

See figure 5.3 for a plot of the Pareto prior. This prior is very flexible in comparison with the other priors
seen so far. For higher values of ¢ the distribution becomes more conservative, while lower values of
¢ allow for (generally speaking) more realistic prior knowledge. Also, there is a direct relationship

between the Pareto prior with parameter ¢ and the Beta(%, 1) distribution:
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Triangular prior
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Figure 5.4: The triangular prior for various values of the parameters a,b and ¢

T p%_l(l -p)t

Triangular prior The triangular distribution T'(a, b, ¢) is defined by three parameters: a lower bound
a, upper bound b and mode c. The prior resulting from this distribution is given by:

0, forp <a,

2(p-a2)
O-axc-a) fora<p<c,

(M) =\ to-a forp =c,

)
2(b—p)
TR—— forc<p<b,

0 for b < p.

For possible representations of the triangular prior, see figure 5.4. A special case of the triangular
distribution arises as the average of two independent standard uniform variables U, and U, [48]:

Uy + U, 1
! ~T<0,1,§>.

Which is a symmetrical triangular distribution on the unit interval. By definition the domain of the
triangular prior for the parameter p is confined to the unit interval, but just as in the uniform case smaller
bounds may be chosen. The triangular distribution is quite often used as a prior when incorporating
expert judgement, since an expert only needs to specify a range and a mode which are more instinctive
than the estimation of quantiles.

Performance metrics

Much attention is put on the special case of zero defaults, but all other possible amount of defaults
can of course not be ignored. It would be unfeasible to compare the six estimators for every default
k = 0,1, ...,n and therefore some performance metric could be of help. An important property of an
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Table 5.1: Probability of underestimating the default for a true PD of p = 0.55

k PX=k) PX<k) p

0 0.1 0.1 0
1 0.15 0.25 0.2
2 0.25 0.5 04
3 0.25 0.75 0.6
4 0.15 0.9 0.8
5 0.1 1 1

estimator is, in view of the Basel regulation, being conservative and therefore one of the two criteria
on which an estimator will be judged. While being conservative is important, high PD estimates mean
a higher required capital for banks which lead to increased costs. Therefore, accuracy is the other
property on which estimators will be compared.

Conservativeness The choice in this thesis has been made to measure the level of conservativeness
of an estimator based on the Probability of Underestimating the true Probability of Default (PUpp).
Given a true parameter p the Binomial probability mass function gives the probability of observing
the amount of defaults k = 0,1, ...,n. For each value of k the estimators under consideration give
a monotone increasing PD estimate. For the lower values of k they might underestimate the true
PD while for others they will overestimate it, of course depending on the estimator. The cumulative
probability of the largest value of k for which an estimator underestimates the true PD is defined as
the PU,p.

An example is provided in table 5.1. The table gives the possible defaults k = 0,1, ...,5 in the first
column. The probability of observing each amount of default given the true value of the PD is given
in the second column, while the cumulative probability is written in the third. The final column shows
the estimate of the PD according to the estimator of which the PU,|, is computed. Now all one has to
do is to look up the largest value of k for which p is lower than the true value p = 0.55, which gives a
PDpy of 0.5.

Accuracy The accuracy of an estimator is measured as the (relative) Mean Squared Error (MSE). For
each value of k the squared difference between the estimator and the true value of the PD is taken
and multiplied by the probability of observing k defaults, or in formula:

n
1
MSE = ;ZP(sz)(ﬁ—p)z.
k=0

The ideal estimator would give the perfect prediction of p for every value of k. This is surely unattainable
in practice, but some estimators do perform better than others in terms of accuracy.

5.1.2. Independent defaults

The aforementioned estimators are applied to the Binomial model. Point estimates and confidence
intervals can be computed for any amount of observed defaults k. The special case of no default is of
particular interest, since the conventional method of maximum likelihood fails indisputably. See figure
5.5 for the performance of the six estimators when no defaults are observed.

As expected, the maximum likelihood estimator is equal to zero and when no defaults are observed it
is also impossible to compute the corresponding confidence interval. The most prudent estimator is
shown in the literature to be a very conservative estimator, but has a PD estimate comparable to the
Bayesian estimators, with the exception of the Pareto estimator. The Pareto estimator has the lowest
PD of the Bayesian estimators. Interestingly, the triangular estimator is even more conservative than
the most prudent estimator. Note also that the conservative and uniform point estimates are very close,
although the conservative has a wider confidence interval. In order to investigate this behaviour, the
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Point estimators and confidence intervals, zero defaults
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Figure 5.5: Estimators for the Binomial model with their parameters given by: MLE(), MPE(y = 0.75), CBE(), UBE(u = 0.1),
PBE(¢ = 4), TBE(a = 0,b = 0.1,¢ = 0.05)

four priors and the likelihood function (for k = 0) have been plotted in respectively figure 5.6 and figure
57for0<p<0.1.

First please note that the y-axes for the priors are very different. However, they can be compared
independent of scale since only the shape of the prior matters. After all, the product of the prior and
likelihood gets normalised to form a posterior distribution.

Notice the likelihood function has almost all its mass located on those p smaller than 0.05. Since the
likelihood for values of p larger than 0.05 is so small, it does not really matter what value the prior
attains there; multiplying by something practically zero is still zero (unless the prior probability tends
to infinity there). Since the triangular prior is the most conservative on the same interval the likelihood
still has mass, it makes sense that the triangular estimator has the highest PD estimate for k = 0. Also,
by looking at the plot of the conservative and uniform prior for 0 < p < 0.1 it is not surprising their
posterior estimates are practically identical.

In the Bayesian setting usually a prior is specified before an experiment is conducted and afterwards
used in combination with the data (likelihood) to form a posterior. This example has shown how
important it is to review the prior and likelihood after analysis is done. One would expect a priori that
the conservative prior produces conservative estimates as it puts the most probability on higher values
of p. Upon closer inspection however, for values where the prior actually has an impact (lower than
0.05) the conservative prior is approximately uniform. Please let this be a warning for the reader!

In figure 5.8 the performance in terms of both conservativeness and accuracy of the six estimators is
shown for a true PD value of p = 0.01. Results for other values of the true PD are similar when it is
small.

Note that the estimators only attain three different levels of the PU,,. This is not a coincidence, as the
distribution of k is discrete and therefore estimators have the same probability of underestimating the
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Figure 5.6: The four Bayesian priors with their parameters given by: CBE(), UBE(u = 0.1), PBE(¢ = 4), TBE(a = 0,b = 0.1,c =
0.05)

Likelihood function for k = 0

Likelihood

0.1

Figure 5.7: Likelihood function of a Binomial distribution for 0 observed defaults, plotted for 0 < p < 0.1



5.1. Vasicek model 65

Performance of Estimators

Maximurn Likelihood
Most Prudent
Conservative Bayesian
Uniform Bayesian
Pareto Bayesian
Triangular Bayesian

14E-5

1.2E-5

H
m
i

Mean Squared Error
o
i
T
tn

0.6E-S

0.4E-5

a 0.1 0.2 0.3 0.4 0.5 0.6 0.7
Probability of Underestimating Default

Figure 5.8: Performance of the six estimators for the Binomial model in terms of conservativeness and accuracy when the true
value of the PD is p = 0.01

PD. There is also a clear relation between the level of conservativeness and the accuracy; the more
conservative an estimator is, the lower its respective accuracy.

The most prudent and triangular estimators are the most conservative, just as seen in figure 5.5.
The most prudent estimator would be slightly preferred based on this plot as it is more accurate than
the triangular. The maximum likelihood estimator is the least conservative, as earlier results would
suggest. An advantage of this estimator is that it is the most accurate of ones under consideration.
Three estimators have a moderate level of conservativeness, the conservative, uniform and Pareto. Of
those three the Pareto estimator has the highest accuracy, almost the same as the maximum likelihood.
Based on figure 5.8 the Pareto prior and its corresponding posterior mean would be a very reasonable
estimator.
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Figure 5.9: Comparison of the Binomial and Vasicek distribution. Probability density functions have been plotted for parameters
p = 0.1 (both models) and p = 0.12 (Vasicek).

5.1.3. Dependent defaults

Now that the case of independent defaults has been carefully examined and the results discussed, the
dependent case is investigated. Consider again a homogeneous portfolio of n obligors, each having
the same individual probability of default p. Also assume that the dependence of defaults is exclusively
given by the asset correlation p. Furthermore, retain the intertemporal independence assumption of
before. Recall that under this framework the probability of observing k defaults is given by

@ n
Por=10= [ o0)(, )60 - G p ),

d)‘l(pi)—ﬁy)
Gp,p,y) =0 ———|.
®.p.y) ( Jiop

In figure 5.9 a comparison between the independent Binomial, and dependent Vasicek, models is
shown. The Vasicek distribution assigns more probability to the more extreme (lower and higher)
number of defaults.

Since only one homogeneous portfolio in one time period is considered, only one observation is avail-
able. It would therefore be unfeasible to produce a robust estimate for both the individual PD p and
the asset correlation p. Hence the asset correlation p is assumed to be known for know, later in this
section this assumption will be relieved.
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Point estimators and confidence intervals, no defaults
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Figure 5.10: Estimators for the Vasicek model with their parameters given by: MLE(), MPE(y = 0.75), CBE(), UBE(u = 0.1),
PBE(¢ = 4), TBE(a = 0,b = 0.1,¢ = 0.05)

Maximum Likelihood Estimator

Contrary to the Binomial model, the likelihood function in the Vasicek model has no analytical solution.
Therefore an optimization routine is applied where inside each iteration the integral is numerically
evaluated. This, as all numerical computations and producing of plots, is done with the statistical
software R [49]. The MLE of the of Vasicek model is

® n
PuLe = arg max f_ ¢(y)< k>G ®. . 7)1 = Gp,p,y))" *dy.

Results

In order to compare the performance of the estimators an asset correlation level p needs to be specified.
The lower and upper bound for p specified by the BCBS are 0.12 and 0.24 respectively. Although the
Basel Committee does not claim these are reasonable input parameters for other models, these levels
seem satisfactory for testing purposes. From now on p = 0.12 is known as the ‘low correlation’ case
and p = 0.24 as the *high correlation’.

In figure 5.10 point estimators and their confidence intervals are shown for the no default case. The
maximum likelihood estimator again fails to produce a nonzero estimate, which is as expected. The
most prudent estimator is more conservative in the high correlation case than in the low correlation
one. Considering the Bayesian estimators, the triangular Bayesian estimator is just as in the Binomial
model the most conservative for a low correlation level. In the high correlation case the conservative
Bayesian estimator increases its conservativeness drastically. The Pareto Bayesian estimator has again
the lowest PD estimates of the Bayesian estimators and its confidence interval is not overlapping with
the conservative estimator.
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Figure 5.11: Performance of the six estimators for the Vasicek model in terms of conservativeness and accuracy when the true
value of the PD is p = 0.01. Circles are for the low correlation model, squares for the high correlation.

While the zero default case gives a reasonable indication of the level of conservativeness of the estima-
tors, for a more complete view the same technique as in the Binomial case is deployed. The accuracy of
each estimator, measured by the relative mean squared error, is plotted against the conservativeness,
measured by the probability of underestimating the true PD. The results are shown in figure 5.11.

For all estimators, results are better in the low correlation case than in the high correlation. This can
be seen by the fact that for p = 0.24 each estimator has a higher MSE and equal or higher PUp, than
for p = 0.12. The maximum likelihood and Pareto estimators are again the least conservative, where
the maximum likelihood outperforms the Pareto estimator in terms of accuracy. The other estimators
all have zero PU,, for a true PD of 0.01. A special remark has to be made on the performance of
the uniform Bayesian estimator because it is both conservative and has an MSE comparable to the
maximum likelihood estimator.

5.1.4. Bivariate prior

As figure 5.10 has shown, the difference in PD estimates for different values of p is quite large. There-
fore there is a large risk of misspecifying this value, possibly leading to the underestimation of the true
probability of default. Therefore, instead of assuming p to have a fixed value, it is now proposed to
incorporate prior knowledge about the asset correlation by employing the Bayesian technique. Hope-
fully, this will reduce the variability of estimators and provides a more robust way to estimate the PD
in case of low defaults.

In order to model prior information on p a uniform distribution on [0, 1] is chosen. Another possible
choice would be a uniform prior on [0.12,0.24], similar to the earlier fixed values of p. However,
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Bivariate Likelihood of the Vasicek model

Zero observed defaults

One observed default

Ten observed defaults

Figure 5.12: The bivariate likelihood of the Vasicek model for k = 0, 1,10. The plots do not share the same scale.

contrary to the probability parameter for which prior information is available (since the portfolio under
consideration is known to be low-default), no viable information for p is known. Remark that no claim
of objectivity is made; other priors with the unit interval as domain are possible candidates as well.

Now, two priors have to be specified; one for the probability p and one for the correlation p. Together,
these priors can be viewed as a bivariate prior. For clarity’s sake, just two priors for the probability
parameter p are chosen. For low values of p it is seen that the conservative and uniform priors are
similar, so only the uniform one is used in this case. Also, the Pareto prior still seems able to capture
the most realistic distribution of p and therefore it is also incorporated in the analysis.

One essential component is omitted up to now, the dependence structure between the correlation p
and the individual PD p. First independence is assumed between the correlation and PD, thereafter a
Clayton copula is utilised. Suppose the univariate priors for p and p are specified together with their
dependence structure. If the bivariate prior is denoted as 7 (p, p), the bivariate posterior distribution is
given by

(p,p)f (k | p,p) .
Iy w(p, p)f e | p, p)dpdp

Remark the likelihood function is now a function of both p and p and thus also bivariate. Figure 5.12
shows the behaviour of the likelihood for various values of k. For the zero default case the likelihood
has a very different shape than for non-zero defaults. Note that the scale in the figure is not the same
for each subplot, this is not a problem however since the posterior is normalised so only the shape of
the likelihood matters.

(5.2)

n(p,p | k) =

Independent priors

In the independent case, the bivariate prior is simply the product of the two univariate priors. For the
prior on p a uniform distribution on [0, 1] is used, while for p a uniform and Pareto prior is chosen. The
bivariate independent uniform (IU) and independent Pareto (IP) priors are then written as
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Figure 5.13: Bivariate independent priors, uniform marginal with parameter u = 0.1 and Pareto marginal with parameter ¢ = 4.

Dependent priors

1
I ARDES al[o,u] (p)1[0,1] (),

1 14
Tp(p,p 1 §) = Epf 1[0,1](/3)-

The assumption of independence between the probability of default and the asset correlation of the
obligors is a quite strong one, even in the IRB formula this assumption is not done, see chapter 1. One
would expect in portfolios where defaults are uncommon the variability of defaults to be low as well.
Similarly, in higher default portfolios there is assumed to be more correlation. For testing purposes
these relationships are assumed to be asymmetrical, just as the real world is seldom symmetrical.

Recall Claytons copula described in chapter 2, given by

C5t(u,v) = max([u_‘9 +v7f — 1]_%,0), 0 € [—1,00)\ {0}.

The parameter value of 8 = 0.5 is chosen arbitrarily to ensure a moderate level of dependence. Since
copulas rely on the probability integral transform to ensure uniform marginals, the cumulative distribu-
tion functions of univariate priors are needed. Write therefore the cdf of the uniform and Pareto prior

as

Hppe(p 1 &) = Pg-

1
Myge(p 1 W) = apl[o,u](P)

Then the dependent bivariate prior with uniform (DU) and Pareto (DP) marginals are given by
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Figure 5.14: Bivariate independent priors, uniform marginal with parameter u = 0.1 and Pareto marginal with parameter ¢ = 4.
Note the uniform marginal is only shown for 0 < p < 0.1 as it is zero elsewhere.

py(p,p lu) = Cgl(HUBE(p lw), Mype(p lu=1))
pp(@,p 1 §) = Cgl(HpBE(p 1$), Myge(p lu=1)).

Now the bivariate prior is combined with the likelihood function of the Vasicek model using equation
5.2, resulting in a posterior distribution. In order to analyse the performance of the bivariate prior,
point estimators for the probability parameter p need to be defined. This is done in the same fashion
as in the univariate case, by computing the mean of the posterior distribution. In order to do this, the
posterior distribution first needs to be marginalised with respect to p. Therefore, the posterior marginal
of p is defined as:

1
n(p | k)= fo n(p,p | k)dp.

And the posterior mean is then equal to

1
5 =f0 p n(p | K)dp.

For illustration purposes the posterior distribution for zero observed defaults using the bivariate depen-
dent uniform prior and its marginal are shown in figure 5.15.

The posterior means and the Bayesian 95% credible intervals of the four marginalised posterior distri-
butions are presented in figure 5.16. The Pareto estimators have a much larger confidence interval,
explained by the fact that the uniform priors only put mass on p < 0.1. The dependent estimators
have higher PD estimates than their independent counterparts and the Pareto estimates higher than
the uniform ones. Remark also that the estimators lie between the low and high level of correlation,
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Figure 5.15: Posterior distribution given the dependent uniform prior with parameter u = 0.1 and the marginal distribution of p.

making them preferable over the fixed level correlation estimators due to their robustness. The choice
of which (bivariate) prior to use is up to the modeller, if no information are available it makes sense
to use the bivariate uniform prior. However, if there are experts with more prior knowledge these can
be utilised to obtain better informed prior distributions possibly making use of the (dependent) Pareto
prior.
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Figure 5.16: Estimators and confidence intervals for the Vasicek model with Bivariate prior. Point estimators are respectively

4.28%, 3.73%, 4.64% and 4.28%.



74 5. Estimating the probability of default

Comparison Poisson and Negative Binomial distributions

®- Paisson
MNegative Binomial

Frobability

0 1 2 3 4 5
Mumber of Defaults

Figure 5.17: The probability mass functions of a Poisson distribution with 2 = 0.5 and a Negative Binomial distribution with
u=05ando =1.

5.2. Credit Risk+ model

Recall the CR+ model described in chapter 4, where instead of the probability of default p a default
rate u is considered. In the independent case this means that defaults are Poisson distributed instead
of Binomial, and in the dependent case the Negative Binomial replaces the Vasicek distribution. For the
sake of brevity, only the dependent CR+ model is considered, so remember the density of the Negative
Binomial distribution:

u
o2

fNB(kw,a):F(%“‘)( o’ )"( u )

k!F(Z—z) U+ o2 U+ o2

Recall that the underlying reason for abandoning the Poisson distribution was the unrealistic implicit
assumption between the mean and the variance. Figure 5.17 shows that the Negative Binomial distri-
bution is more heavily skewed toward the left, assigning more probability to the zero default case than
the Poisson distribution does.

5.2.1. Bayesian extension of CreditRisk+
The same problem setting as in the Vasicek model is encountered: A bivariate likelihood of which one
marginal represents the probability of default and the other represents its volatility.

Similar to the analysis done on the Vasicek model, a bivariate prior is put on the parameters of the
likelihood. Since different parametrisations are used for the Negative Binomial distribution, it is impor-
tant to note that the choice of parametrisation matters in the Bayesian context, as the same prior on
different parametrisations of the likelihood will generally lead to different posteriors. The exception to
this rule is Jeffreys prior, which will be seen later in this chapter.

Since a prior should display the knowledge one has before observing the data (from a subjective
Bayesian standpoint), it is more intuitive to put a prior on the (i, o) parametrisation than the («, ) one.
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Figure 5.18: Probability density function of the exponential distribution for parameters A = 0.5, 1, 2.

The CR+ model is derived from assumptions about (1, ) and these have a real-world interpretation.
Naturally, the domain of the (continuous) prior is R* x R*.

Exponential priors

First note that the priors used in the Vasicek model can no longer be applied due to the half infinite
domain now under consideration. Having demonstrated the advantages of specifying a prior for the
correlation/volatility parameter because of the robustness, only the bivariate case is studied. Also,
since defaults are expected to be rare the prior should decay quite rapidly, which is why the exponential
distribution is determined to be a good candidate for the marginals. Finally, for investigation purposes
both independent and dependent priors are considered. These requirements lead to the consideration
of the following priors:

¢ Independent Exponential
e Dependent Exponential (Marshall and Olkin)
* Dependent Exponential (Gumbel type I)

Since all these three bivariate distributions are derived from the univariate exponential, a concise
description of that distribution will be given first. Suppose X ~ Exp(2), its density is given by

flx12)=2e

See figure 5.18 for a graphical representation of the probability density function. The first two moments
. 1 1

are given by E[X] = N and Var (X) = =z

The reason no copulas are used in the dependence modelling is because of the remarks made earlier

in chapter 2, since there exist nice analytical distributions with the desired properties copulas are

not needed and therefore not incorporated. Now the three bivariate extensions of the exponential

distribution will be investigated.
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Independent exponential prior A simple first choice is the independent exponential prior: the
product of two exponential distributions which may have different parameters:

(w01 A1, A) =m(ulA)m(o | A7)

Ae k), e %20,

Marshall and Olkin exponential [S0] Imposing the memoryless property of the univariate expo-
nential distribution as a condition for the bivariate case, formulated as:

S(sy+t,5,+1t) =5(51,52)S(t, t) 51,S2,t = 0.
With S(s, t) defined as the survival function:
S(S,t) = P(Xl > S,XZ > t)
It is then shown that the survival function for the bivariate Exponential Ey, (14, A5, 1) is given by:

S(x1, %2 | A4,22,m) = exp {—A1x1 — A3x, — nmax(xy,x;)},

and since

BZS(xl, Xz | A1,42,M)
0x10x;

=[xy, %2 | 44, 42,1m)

the probability density function (now used as a prior) is given by

Az Ay +m)exp(=(4 + Mu—2A;0), forp=zo

5.3
2 Oy 4 1) exp (= + )0 — Ayp), for p <o (>3)

T[([,l,O' | 11'12' Tl) =

Gumbel type I [51]
In the book of Balakrishnan and Lai the Gumbel Type I bivariate Exponential distribution is described.
The density function (again, now seen as a prior) is given by

n(woln) =[1+6w(+no)—nlexp(—(u+o+nuos).

See figures 5.19, 5.20 and 5.21 for plots of the three exponential bivariate priors. It can be seen that
the Marshall Olkin prior puts more mass on values of mutual extremes of u and o, while the Gumbel
prior has a negative correlation coefficient.

Combining the three priors with the data (likelihood) through Bayes’ formula produces for each prior
a posterior. The likelihood function for zero observed defaults and the resulting three posteriors are
shown in figure 5.22. Recall that the bivariate posterior is given by

flkluo)yn(u o)
I IS f e 1 o)m(u, 0)duds”

the marginalised posterior distribution for u by

(w0l k)=

m(ul k) = J; n(u, o | k)do,

and the posterior mean of that distribution by

[o o)

f= | nme odu
0
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Figure 5.19: Independent exponential prior with parameters 4, = 1, = 1.
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Figure 5.20: Marshall and Olkin prior with parameters A, =4, =1, n = 0.5.

Gumbel Exponential

Figure 5.21: Gumbel type I prior with parameter n = 0.5
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Likelihood and posteriors, zero defaults
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Figure 5.22: Likelihood function and posterior distributions for three bivariate exponential distributions.

An interesting result is found when investigating the posterior means. An intuitive condition which
an estimator should definitely satisfy is that of monotonicity: When more defaults are observed, the
corresponding estimate of the probability of default cannot decrease. However, the means of the
marginalised posteriors with the three aforementioned priors seem to violate this principle as shown in
figure 5.23.

A reason for this behaviour might be the non-existence of the first moments. Therefore the posterior
medians are presented in figure 5.24. The median of the marginalised posterior distribution for u is
given by:

q
a= inf{q : f m(ul k)dy = 0.5}.
0

As can be seen, the posterior median also displays the same strange non-monotonicity. Acknowledging
that making errors is only human, it is quite possible that there are errors in the numerical integration
code. Therefore an additional method, based on sampling, to compute the posterior mean and median
is utilised. The *‘Metropolis within Gibbs’ algorithm described in chapter 2 is employed to obtain samples
(41, 01), ..., (uy, ay) from the bivariate posterior distribution. From these samples the posterior means
and medians are determined.

Figure 5.25 shows for the independent exponential prior that the numerical and sampling routine
produce almost identical results. For the other priors the sampling routine also aligns with the numerical
integration method. Now it can be said with sufficient confidence the non-monotonicity of the posterior
mean and median are not caused by implementation errors but by some mathematical phenomenon.
The underlying cause has not been identified yet but could be the starting point of future research.
Seeing as these subjective priors display an undesirable property, an objective approach is tried in the
next section.

Jeffreys prior
Recalling the description in chapter 2, Jeffreys prior is given by
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Figure 5.23: Means of the marginalised posterior distribution of u, using the three exponential priors under consideration.

Results are obtained by numerical integration.
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Figure 5.24: Medians of the marginalised posterior distribution of u, using the three exponential priors under consideration.

Results are obtained by numerical solving and integration.
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Comparison numerical integration and sampling routine
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Figure 5.25: Comparison for the posterior mean of the numerical integration routine and the Metropolis within Gibbs sampling
method. 50.000 samples are drawn from the bivariate posterior, discarding the first 10.000 as ‘burn-in’ samples.

n(u, o) =+detI(y, o),

where det I(u, o) is the determinant of the Fisher information matrix

11,1(9) == ]E

9 g f(k 16 a1 k16
(ae ogf(l))< ogf(l))]

with 8, = p and 6, = a. The likelihood under consideration is the Negative Binomial with the (g, o)
parametrization given in equation 4.2. The logarithm of the likelihood is given by

I ©?
logf(k|u o) =logF<F + k) —log (k!) — logF(F)+

o2 1+ o2 12 2
klog<7>—log< P )—?log(1+p>.

The partial derivatives can also be found analytically, where (x) is written for the derivative of the

logarithm of the gamma function:
2 0_2
(7) el )

14
) u+02'

0

3 08/ 11, 0) = —‘2‘( (”—2 )
U
+

(5
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Figure 5.26: Means of the marginalised posterior distribution of u, using Jeffreys prior. Results are obtained by numerical
integration.

ilogf(klu o) = —z—lﬁ(¢<#—2+k>—lp<£>—log<1+a—z>)+
do ’ o3 o2 o2 u
2 20 2u?
k(E_u+0'2>_ o(u+o2)

Using these partial derivatives and the law of the unconscious statistician, the Fisher information matrix
is approximated by

N 8 a
1;;(6) = Z f(k16) <ﬁ log f(k | 9)) (a_ej log f(k | 9)) .
k=0 t

where a value of N = 50 is found to be sufficiently large.

The posterior means for various values of k are computed using numerical integration and the result
found in figure 5.26. The value of these estimates seems way too high, especially for the lower
amounts of default. Unfortunately a verification using the Gibbs sampler was not feasible, as the
variance between estimators was enormous and some of the estimates for 1 were over 1500. The
reason for this behaviour could be that the distribution is heavy-tailed. A so-called Maximum to Sum
(MS) plot as found in [52] is a method to verify the existence of methods.



82 5. Estimating the probability of default
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Figure 5.27: Maximum to Sum plot for the first moment. The sample comes from the posterior distribution using a Jeffreys prior
and zero observed defaults.

Definition 6 - Maximum to Sum plot [52].
Consider a sample {X,,X,, ..., X,,}, define:

HE, = max (Xq, ..., X,,) .
Then the following graph is called a Maximum to Sum plot:

Hp
m— —;n = Rb.
Sm

If RE, converges to 0 as m tends to infinity, the MS plot suggests that the p'th moment is finite. Figure
5.27 shows this may not be the case for k = 0, but for higher values of k it seems the mean is finite.

As the mean produces too high and unreliable estimates, the posterior median seems to be a promising
alternative. The results plotted in figure 5.28 are more in the line of expectation as they show almost
perfect linear behaviour. In the same plot a verification of results using the Metropolis within Gibbs
sampler is plotted, which shows that the computation of the posterior median is correct.

Comparison of estimators
The CR+ model has been derived and reparametrized to the (u, o) representation. First three bivariate
exponential priors have been put on these parameters and it is shown that posterior estimates for the
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Comparison numerical integration and sampling routine Jeffreys prior
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Figure 5.28: Comparison for the posterior median of the numerical integration routine and the Metropolis within Gibbs sampling
method. 50.000 samples are drawn from the bivariate posterior, discarding the first 10.000 as ‘burn-in" samples.

default rate parameter u are non-monotone. Therefore an objective prior is considered, Jeffreys prior.
Numerical issues arise when computing the posterior mean for p, but the median is not subject to those.
In order to asses the level of conservatism in the default rate estimates resulting from these priors,
figure 5.29 shows posterior estimates for u and their credible intervals for the case of no defaults.

One possible point of criticism has been ignored up to now, hamely the exclusion of portfolio size in the
model. Suppose zero defaults are observed, then under the CR+ model the default rate is the same in
a portfolio of 100 or 10.000 obligors. But dependence on the portfolio size is introduced by converting
default rates to default probabilities by dividing by the amount of obligors.

The default rate estimates of the Jeffreys priors is quite a bit higher than the ones of the exponential
priors. For zero defaults the posterior for the default rate possibly has fat tails, which explains why
the estimator is more prudent than the others. Jeffreys prior might be viewed as too conservative by
practitioners, as it expects almost two defaults when none are observed. However, since it is both
conservative and objective the regulator might find it an attractive prior.

In contrast with Jeffreys prior, the exponential priors allow for the incorporation of subjective prior
knowledge. The parameters in this chapter have only been chosen as a way of demonstration. In real
applications, experts or other techniques could be used to calibrate the parameters. A large advantage
of this is that the estimates become more risk-sensitive, but banks will have to show that their calibration
technique is robust and conservative.
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An application to a real sovereign
default portfolio

So far model performance has only been evaluated by mock data. It is therefore interesting to consider
how the models perform when they are applied to a real data set. The data used consists of sovereign
defaults occurring in the time period 1960-2016. The data is aggregated by the Bank of Canada (BoC)
and published in [53], a review is given by them in the corresponding report [54]. First, a description
of the data will be given, thereafter the multi-period extension of the Vasicek and Credit Risk+ models
will be applied to the data.

6.1. Description of data

Sovereign, or government, defaults are an interesting case of defaults. They are generally even more
rare and impactful than corporate defaults, so particularly suited as a low default portfolio. Historically,
defaults occurred in emerging-market economies, but some advanced-economy defaults have been
observed during the financial crisis as well.

The BoC mentions that aggregating and comparing sovereign defauls is quite challenging, since ‘there
is no single internationally recognized definition of what constitutes a sovereign default’. In other
situations, defaults could be defined as the failure to meet a contractual obligation to pay interest or
principal in full on the due date. However, note that governments have for example the ability to create
money. When this is done in order to meet debt payments that otherwise could not have been paid, it
could constitute as a default as well. For more details please refer to [54].

In total, the database consists of 57 years of data, from 1960 to 2016. After removal of missing data,
4117 defaults in 145 different countries have been observed. The Bank of Canada uses the classification
[55] of the International Monetary Fund (IMF) of countries to distinguish four country groups:

e Advanced Economies
e Emerging/frontier markets
¢ Heavily Indebted Poor Countries (HIPC)

¢ Other developing countries

As 4117 default observations in a portfolio is too much to classify it as ‘low default’, only a sub-portfolio
will be considered. A natural choice is to restrict the portfolio to only obligors classified as Advanced
Economies. In the 57 years of data, only 14 defaults have been observed among 5 countries labelled
as Advanced Economy. See table 6.1 for details.

Three different forms of lending are used by the Advanced Economy countries that defaulted:
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Country Year Total IMF  Other official creditors FC bonds

Cyprus 2013 1698 - - 1698
Greece 1960 369 0 - 369
Greece 1961 378 0 - 378
Greece 1962 387 0 - 387
Greece 1963 301 0 - 301
Greece 1964 308 0 - 308
Greece 1965 314 0 - 314
Greece 2012 312420 0 0 312420
Greece 2013 212819 0 212819 0
Greece 2015 2222 2222 0 0
Ireland 2013 88290 - 88290 -
Portugal 2013 52712 - 52712 -
Puerto Rico 2015 1103 - - 1103
Puerto Rico 2016 25904 - - 25904

Table 6.1: Sovereign defaults of countries classified as ‘Advanced Economies’ in the years 1960-2016. The debt is given in
millions of US dollars.

¢ IMF lending. When a sovereign misses a membership quota or loan granted by the IMF, this is
considered as default. The IMF has written off some loans given to countries under the Multilateral
Debt Relief Initiative (MDRI).

¢ Other official creditors. These include official creditors not belonging to the other categories
described in [54], as for example national export credit agencies (ECA).

* Foreign currency (FC) bonds. These are bonds denominated in a, for the defaulting country,
foreign currency.

In total, the IMF classifies 39 countries as Advanced Economies. This humber may have varied over
the 57 years under consideration, but for computation purposes deemed as constant. The portfolio
therefore consists of n = 39 obligors, for a time period of 57 years.

6.2. Vasicek model

The multi-period extension of the Vasicek model described in chapter 3 will be applied to the sovereign
default data set. First, the maximum likelihood estimator will be tried. The most prudent estimator is
shown to be less accurate than certain Bayesian estimators and therefore not taken into account. The
focus will be on the estimation using Bayesian techniques.

6.2.1. Maximum likelihood estimator

The maximum likelihood estimation is done using the Monte Carlo
technique presented in chapter 3, making use of the Cholesky de-
composition to seperate the influence of 8 and the sample. To pro-

mean standard error

vide an estimate of the variability of the MLE, a Monte Carlo routine ~ » 0.0370 0.0031
of 25.000 samples (of dimension T = 57) is done 8 times. Themean  p  0.5618 0.0176
and standard errors of the estimates are given in table 6.2. 6 0.8689 0.0105

Even though the Vasicek model is an extended model incorporating Table 6.2: Resuilts of the maximum like-
g L . lihood estimator using 8 runs of a Monte

asset and time correlation, one would assume that the estimate for .\ simulation

p is close to the maximum likelihood estimator of the Binomial model

which it extends. However, the estimate for that model is

T
Seeike _ 14
Z:=1 ng 2223

p= = 0.0063,
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five times smaller than the MLE estimate of the multi-period Vasicek model. Note also the relatively
high value of the standard error of the estimate of p. There may be a problem in the implementation of
the estimator, but together with the earlier issues found with maximum likelihood estimation it seems
a better choice to further investigate the alternatives.

6.2.2. Bayesian estimators

Now a multivariate prior distribution will be specified for the parameters p, p and 6. Earlier in chapter 5 it
is shown a uniform prior on the unit interval for the asset correlation p produced good results, therefore
this prior is used in the multi-period setting as well. For the intertemporal correlation parameter 9 the
same prior might be even better suited, as a value of 8 = 0.3 is proposed in [56], 8 = 0.6 is used in
[39] and the MLE in the previous section set 6 = 0.86.

For the probability parameter p two different priors are proposed, the uniform prior on the interval
[0,u] with u = 0.1, and the Pareto prior with parameter ¢ = 4.

Numerical difficulties were already faced when imposing a bivariate prior. Now that the prior is a
function on three dimensions, for the computation of the normalisation constant a three-dimensional
integral needs to be evaluated. To find the a value of the posterior distribution for p another two-
dimensional integral needs to be evaluated. Doing this with numerical integration may be possible with
extensive effort, but implementing a sampling method is given preference.

Recall therefore the computational technique known as the Metropolis within Gibbs sampler presented
in chapter 2 and used in the verification of numerical integration results of the Vasicek model. The

proposal distribution q(x,y), the same for all three parameters, is chosen to be a Beta(ﬁ, 2), so that
a trial value Y = y is drawn from a Beta distribution with its mode equal to the previous value x.

Independent priors
When a multivariate distribution has independent marginals, it is equal to the product of the marginals,
so that:

Tinau (@, p, 0 | ) = (p | Wn(p)n(6)

= il[o,u] (®) 1j0,11(p) 110,11(0),
Tinap (0P, 0 18) =n(p | HHn(p)n(6)

= %P%_l 1j0,11(P) 1[0,17(0).

Point estimators of the marginalised poste-
rior are shown in figure 6.1, with exact val- ~ Median value uniform MAD Pareto MAD

ues of the estimators in table 6.3. The me- " 0.0476 0.0156 0.0077 0.0055
dian is chosen as a point estimator because 0.5926  0.0925 - -
the mean of the marginalised posterior forp g 0.9182 0.0349 - -

seemed very conservative. Upon closer in-

spection the tail of this distribution seems Table 6.3: Median values and their median absolute deviations of the

quite heavy, see figure 6.2 for a sample sample drawn from the posterior distribution with Pareto or uniform
! ' ' prior for p.

As expected, for the probability of default p,

the Pareto prior corresponds to a less con-

servative estimate than the uniform prior. The first has an estimate of 0.0077, a bit higher than the
naive estimate of 0.0063. It can be said that the uniform prior performs badly, its estimate is about 8
times higher than the naive estimate and thus too conservative. The Pareto prior is therefore definitely
preferred, as it produces estimates just a bit more prudent than the MLE but also works in the case of
zero defaults.

The estimates for p and 9 are not of particular practical interest as they are not needed as input in the
computation of capital requirement, but they are briefly discussed since they are sampled together with
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Point estimators and confidence intervals
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Figure 6.1: Point estimates (medians) and confidence intervals for p, p and 6 of their marginal distributions, in the case of
independence between priors
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Figure 6.2: Samples of size 5000 of the marginalised posterior distribution for the probability parameter p, in the case of
independent uniform and Pareto prior.
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Point estimators and confidence intervals
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Figure 6.3: Point estimates (medians) and confidence intervals for p, p and 6 of their marginal distributions, in the case of
dependence between p and p.

p. The point estimates of both correlation parameters are close to their maximum likelihood estimates,
so the priors do not too heavily influence the estimates. The uniform distribution therefore seems
justified. Note also that the credible interval for 8 is more narrow than the one of p. This is explained
by the fact that the defaults are concentrated in two time periods (1960 — 1965 and 2013 — 2016), so
that there is more ‘information” available for 6 and therefore its credible interval more narrow.

Dependent prior

Following the approach in the bivariate single period setting, dependence between p and p is introduced
through a Clayton copula with the dependence parameter equal to 0.5. The time correlation 6 has
been chosen independent of the other two parameters, as no clear relation came to mind. The two
dependent priors are given by

py(p,p, 0 lu) = CCI(HUBE(p | w), Myge(p | u=1))m(0),
Tpp(,p, 0 1&) = CE (Tppp(p | €), Mype(p | u = 1))(H),

with the Clayton copula given as in chapter 2.

When prior information on the dependence between p or p and 6 is available, this can of course be
easily introduced by choosing a suitable copula. A different one than the Clayton must be chosen
however, since that is a bivariate copula.

In figure 6.3 the point estimators and confidence in-
tervals in the case of dependence can be seen. All uniform MAD Pareto MAD
three point estimators corresponding to the uniform p 0.0514 0.0251 0.0245 0.0191
prior are slightly higher than the independent case, p 05774 0.1109 - -
which is as expected since introducing dependence 6 0.9459 0.0215 - -
generally causes estimates to be more conservative.

The estimate for p corresponding to the Pareto prior is Table 6.4: Median values and their median absolute devi-
ations of the sample drawn from the posterior distribution

with Pareto or uniform prior for p.
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Year 2009 2010 2011 2012 2013 2014 2015 2016
Number of defaults 0 0 0 1 4 0 2 1

Table 6.5: Number of defaults in the last 8 years of the data set.

much more conservative than in the independent case.

Where the Pareto estimate previously gave a nice re-

sult, it is now actually too conservative as it is about

four times larger than the naive estimate. Three solutions are therefore proposed, in decreasing im-
pact on the PD estimate, these are:

¢ Choose a different value for the hyperparameter ¢ of the Pareto prior. The value é = 4 has been
chosen as an example value, but with the use of experts a more realistic value can be chosen for
this parameter.

» Change the marginal prior for the asset correlation p. In this example a uniform prior is assumed,
which puts quite some mass on higher values of p. As in the literature values between 0.12 and
0.24 are deemed reasonable, the marginal prior might be too conservative.

¢ Change the dependence between p and p. A Clayton copula with parameter 0.5 is chosen, but
there is no real justification for this choice of parameter. If less dependence between p and p is
assumed, point estimates for p will be less conservative.

From a theoretical point of view, the dependent situation is preferred over the independent one as it
is @ more realistic representation of the real world situation. With the chosen parameters the point
estimates might be too conservative to use in the computation of capital requirements. The model
has enough flexibility (three marginal prior distributions and a dependence parameter) to incorporate
expert prior information. The use of a Pareto prior for p and a uniform prior for 8 seems well justified,
although the parameter ¢ needs calibration. A different prior than the uniform [0, 1] for p might be in
order, and further investigation is recommended.

6.3. CR+ model

Now the multi-period extension of the CR+ model described in chapter 4 will be considered. A major
drawback of this extension is noted up front, the likelihood requires a number of computations of order
2T. The data set under consideration consists of 57 years of data, but 257 ~ 1017, which is unfeasible
to use in practice. Therefore only the last 8 years of data of the portfolio are considered, with the
amount of defaults given in table 6.5.

6.3.1. Maximum likelihood estimator
Before giving the estimates produced by maximum likelihood estimation, the ‘naive’ estimate of the
probability of default of this subportfolio is given by

T
Zt=1 kt _ 8 _ 5
T = 375 = 00256,
thl nt

which will again serve as a reference probability. The maximum likelihood
estimates for u, o and 6 are given in table 6.6. In this table the mean MLE Estimate value

p=

default rate is also converted to the probability of default by dividing by 39, U 0.5161
the amount of obligors in the portfolio. The maximum likelihood estimate  p 0.0132
of the probability of default is 0.0132, even lower than the naive estimate. o 0.9231
Next, Bayesian estimators are considered. 0 0.6330

Table 6.6: Maximum likelihood

6.3.2. Bayesian estimators estimates for the CR+ model.

Again a multivariate prior distribution will be employed, now on the param-
eters u, o and 6 of the CR+ model. The same priors considered in chapter
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5 will be considered for u and o, an independent Exponential prior and the
so-called Marshall-Olkin Exponential prior with parameter n = 0.5. For the intertemporal correlation
parameter # again a uniform prior on the unit interval is chosen, independent of u and o.

Just as in the multi-period extension of the Vasicek model, numerical integration techniques cause some
difficulties, so the Metropolis within Gibbs sampler is used in obtaining estimates. For the proposal
distribution for 6 the same Beta(lTlx' 2) distribution is chosen as before, while for 4 and ¢ an Exp(i)
distribution is used, so that the mean is equal to the previous value x.

Independent priors
Since the multivariate prior distribution for the parameters is chosen to be independent, it is simply the
product of the marginal distributions. For u and ¢ an Exponential distribution with parameters 1, and
1, is chosen, so that:

Tina(, 0,6 | 44, 42) = mw(p | 41)1(0 | A2)7(6)
= Ale_llu/‘lze_lzal[oyl] (9)

Now a sample is drawn from this multivariate distribution with

equal parameters A; = 4, = 1 and point estimators are ap- ~ Median value Exponential MAD

plied to the marginals, shown in figure 6.4 with exact values 0.4627 0.2661
presented in table 6.7. The median value 0.0119 of the prob- 0.0119 0.0068
ability of default is slightly lower than the maximum likelihood & 0.7119 0.4908
estimate of 0.0132, which shows it is not overly conservative. g 0.5146 0.2621

The median of o with value 0.7119 is lower than its maxi-

mum likelihood estimate of 0.9231. This might seem counter Table 6.7: Median values and their median ab-

intuitive since the prior for o has a mean of 1, but is less sur- Solute deviations of the sample drawn from the
.. . . . . . posterior distribution with an independent Expo-

prising considering the median of the prior is approximately  pential prior for x and o.

0.6931. The posterior median of 6 with value 0.5146 is also

lower than its MLE of 0.6695. This result is as expected since

the mean and median of the uniform is 0.5, bringing the maximum likelihood estimate down.

Dependent priors

Now dependence is introduced between the parameters y and o. For this purpose the bivariate Marshall
and Olkin Exponential distribution from chapter 5 is chosen. For the prior on the time correlation
parameter 6 the choice is still the uniform distribution, independent of u and ¢. The dependent prior
is given by

T[dep(”! 0'9 | Al!AZ' 7]) = T[(‘LL,O' I 11'12' U)’T(g)

_ Az (A1 +m)exp (—=(Ay + Mu — 230) 1j0,11(0), foru =0
A1 (A +n) exp (—(A2 + o — Ayp) 1j0,11(8), foru <o.

Sampled median values of the marginalised posterior distributions and their 95% Bayesian credible
intervals are found in figure 6.5. Exact values of the median and of the median absolute deviation
are found in table 6.8. The results of using the dependent prior are not surprising. The probability of
default of 0.0134 is slightly higher than the value of 0.0119, similar to the behaviour of all extensions
introducing dependence seen so far. The median value of ¢ of 0.8911 is higher than the independent
estimate of 0.7119, which could be explained by the fact that the Marshall and Olkin Exponential
distribution allows for higher simultaneous values of u and o. Lastly, the median value of 6 in the
dependent case is close to the independent one, 0.5460 and 0.5146 respectively. As for both estimates
the independent uniform prior is used this behaviour is as expected.
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Point estimators and confidence intervals
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Figure 6.4: Point estimates (medians) and confidence intervals for u, ¢ and 6 of their marginal distributions, in the case of
independence between priors
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Figure 6.5: Point estimates (medians) and confidence intervals for u, o and 6 of their marginal distributions, in the case of
dependence between u and o.
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Figure 6.6: Samples of size 5000 of the marginalised posterior distribution for the probability parameter .

In figure 6.6 two histograms of the marginalised posterior
distributions for u, in the case of independence and depen-
dence, are given by a sample of size 5000. Both distributions
are very similar, unimodal with a right tail.

This chapter is concluded by some final comments on the
performance of the CR+ model.

 Estimates for all three parameters in the CR+ model

seem reasonable. The probability of default is in both
maximum likelihood as Bayesian estimation lower than
the naive estimate, caused by the introduction of depen-
dence. This means the estimate of p is more robust, a
desired property by the regulator.

The use of a dependent prior is preferred over an inde-
pendent one, as it is known for a fact such dependence
exists. Estimates in both cases behave as expected.

A major disadvantage of the model are the computa-
tional requirements, as they are of order 27. For moder-
ate lengths of the time period under consideration (say
T < 10), estimation is still feasible. For periods longer
than this there may be improvement possible, discussed
in chapter 4.

Median value Exponential MAD

" 0.5221 0.3508
p 0.0134 0.0090
o 0.8911 0.6837
0 0.5460 0.2826

Table 6.8: Median values and their median ab-
solute deviations of the sample drawn from the
posterior distribution with a Marshall Olkin Expo-
nential prior for 4 and o.






Conclusion

In this thesis two models for the estimation of the probability of default in the case of a low default
portfolio are considered, the Vasicek and Credit Risk+ models. Both of these models have fundamental
differences, but depend on the same type of parameters. One for the probability of default and a
parameter corresponding to the correlation between obligors.

It is shown that estimators such as the maximum likelihood method may fail to provide reasonable
estimates, and as an improvement Bayesian techniques are investigated. Various priors are examined,
and new on the subject is the consideration of multivariate priors. Simulated results are given for
the single period variant of the models, the multi-period extensions are applied to a real data set of
sovereign defaults.

For the Vasicek model a prior for the probability of default, based on the Pareto distribution, seems the
most promising. For the correlation parameter good performance is shown for the uniform distribution
as a prior. In the bivariate case dependence is introduced by use of a Clayton copula. Furthermore, it
is shown that the general form of a prior can be misleading, as it influences the likelihood only on the
domain where the latter has mass.

In the Credit Risk+ model first different bivariate exponential prior distributions are investigated. Cu-
rious behaviour is shown where estimates of the probability of default actually decrease when more
defaults are observed. These results are obtained both by numerical integration and with sampling
techniques. As a different approach the objective Jeffreys prior is considered, but shown to be too
conservative for practical use.

The multi-period extensions of the Vasicek and Credit Risk+ model are applied to a real data set
consisting of sovereign defaults. Estimates in the Vasicek model are for the heuristically chosen hy-
perparameters too conservative, but calibration by experts might circumvent this problem. The Credit
Risk+ model seems to produce reasonable estimates for the probability of default, but requires in its
current form too much computational power.

The Bayesian approach is shown to be superior to other estimation methods. In this thesis parameters
have been chosen heuristically, but in practice these may be calibrated based on expert judgement or
comparable data sets. However, practitioners need to be careful when applying subjective methods
as they need to be able to show a margin of conservativeness. Additional guidance by the regulator,
specific to the Bayesian approach, is therefore much welcome and likely in the future.

All'in all, the Vasicek model is preferred over the Credit Risk+ one, because of two reasons. The first is
the domain of parameters, as in the Vasicek model the probability of default and correlation parameter
are defined on the unit interval, prior distributions are more intuitive than those on the infinite domain
of the Credit Risk+ model. The second reason is that because the Vasicek model is a factor model, the
extension to a multi-period setting comes more naturally and is computationally much faster.
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96 7. Conclusion

Some suggestions for further research are the following:

¢ Investigation on suitable priors for the correlation parameter in the Vasicek model. Although the
uniform prior performed quite well, other priors may be able to capture prior information better.

» The use of rating classes. In this thesis these have not been used, and while rating grades have
been shown to be unreliable sometimes, they are still used in the Basel framework.

¢ A Beta Poisson model. The Credit Risk+ model is essentially a mixing distribution of a Poisson
and Gamma. But since probabilities of default are small, the Gamma distribution may be replaced
with a Beta.
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