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ABSTRACT. We introduce a new numerical approach to value structured finan-
cial products.

These financial products typically feature a large number of underlying as-
sets and require the explicit modelling of the dependence structure of these
assets. We follow the approach of Kraft and Steffensen (2006,[26]), who ex-
plicitly describe the possible value combinations of the assets via a Markov
chain with a portfolio state space.

As the number of states increases exponentially with the number of assets
in the portfolio, this model so far has been — despite its theoretical appeal —
not computational tractable.

The price of a structured financial product in this model is determined by
a coupled system of parabolic PDEs, describing the value of the portfolio for
each state of the Markov chain depending on the time and macroeconomic state
variables. A typical portfolio of n assets leads to a system of N = 2™ coupled
parabolic partial differential equations. It is shown that this high number of
PDEs can be solved by combining an adaptive multiwavelet method with the
Hierarchical Tucker Format. We present numerical results for n = 128.

1. INTRODUCTION

The inadequate pricing of Asset-backed securities (ABS) and in particular Col-
lateralized Debt Obligations (CDOs), on which we focus, is widely viewed as a main
trigger of the financial crisis that started in 2007, [6l [17].

The lack of adequate mathematical models to capture the (dependency) risk
structure, [23], of these assets is consistently identified as the main reason for the
inaccurate pricing. Due to the complexity of a CDO portfolio, which arises from
the high number of possible default combinations, drastic simplifications of the
underlying portfolio structure had to be made in order to compute a price, [7, 9, [43].

We consider the CDO model of [26] where the value of a CDO portfolio is deter-
mined by a system of coupled parabolic PDEs, each PDE describing the portfolio
value for a specific default situation. These default situations are characterized
by a discrete Markov chain, where each state in the Markov chain stands for a
default state of the portfolio. Therefore, for a portfolio of n assets, there are
N = 2" possible combinations of defaults and, therefore, 2" states in the Markov
chain. It will later turn out to be convenient to label the states in the index set
N :={0,...,N —1}. The value of the CDO portfolio in [26] is described by the
function u(t,y) = (u(t,y),...,uN"1(t,y))T that satisfies the partial differential
equation for all ¢ € (0,7) (T > 0 being the maturity) and all y € Q@ ¢ RM. The y
variables are used to incorporate M economic market factors which describe the
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state of the economy.

uj(t,y) = —%V BV (t,y)) -l ()V (t,y) +r(ty)u’ (ty)

(1.1a) - > M) @t y) Ut () - (8 y) - (),
keN~{j}

(1.1b) u(t,y)=0,te(0,T), yedQ,
(Lle)  u(Tvy) = (up(y),....ur ()" ye

for all j € N. The differential operator V is to be understood w.r.t. the variable
y. Often the bounded domain § arises from localizing the problem from RM to a
bounded domain by truncation.

This is a generalized Black-Scholes PDEs with a linear coupling, homogeneous
Dirichlet boundary conditions in y (possibly after localization) and terminal
condition . The remaining parameters can be interpreted as follows:

e The space variables y € Q ¢ RM describe the current market situation by
means of variables which describe the market influence on the CDO port-
folio. This could be for example interest rates, foreign exchange rates,
macroeconomic factors and other factors depending on the composition of
the portfolio. These space variables are modelled via a market process
dY (t) = a(t)dt + B(t)dW (t), where W(t) is a M-dimensional standard
Brownian motion, the drift a(t) is a M-dimensional vector and the volatil-
ity B(t) e RM*M_ Then, we abbreviate B(t) := 3(t)8(t)T. By normaliza-
tion, we may assume w.l.o.g. = [0,1]™.

e N is the state space of a Markov chain, where each state is a possible
combination of defaults of the underlying portfolio.

e The function r(¢,y) describes the relevant market interest rate.

e The parameters ¢’* > 0 are the transition intensities, which is the instan-
taneous change in the transition probabilities, from state j into state k,
where j,k € N. Moreover, for any state j, all intensities sum up to zero,
ie., ¢hd = - Y keN {5} ¢’*. The default probability is assumed to increase
over time, see [20].

e The payments ¢/ (¢,y), j € N, made by the CDO are assumed to be contin-
uous in time.

e The recovery payment, i.e., the distribution of the remaining funds of the
defaulted firm, is denoted by a’*(t,%). It depends on the transition from
state j to state k, which means on the defaulted firm.

e Final payments at maturity can also be included. They also depend on the
state and the current market situation and are denoted by u?.(y).

All together, is a system of IV = 2™ coupled time-dependent parabolic PDEs
each in dimension M. The difficulty of this pricing approach is primarily the high
number N = 2™ of states in the Markov chain and, hence, the high number of
coupled partial differential equations. In the following it will be shown, that under
reasonable conditions, the high dimensionality resulting from the Markov chain can
be separated as a time dependent factor from the actual solution of the partial dif-
ferential equation. This allows to represent the system of coupled partial differential
equations in variational form as the variational formulation of a high dimensional
parabolic partial differential equation. We propose to use orthogonal multiwavelet



ADAPTIVE MULTIWAVELET METHODS FOR STRUCTURED FINANCIAL PRODUCTS 3

bases to develop an equivalent discrete but infinite-dimensional system. This par-
ticular choice allows to write the system as a tensor product, which in turns leads
to decoupling the Markov chain ingredients from the market parameters, i.e., the
high dimensionality is separated from the integrals of the test and trial spaces.
The hierarchical Tucker Format (HTF), is then applied to this tensor structure.
To numerically approximate a solution for this system, multiwavelets ensure small
condition numbers regardless of the dimension of the process. Moreover, this choice
allows for asymptotically optimal adaptive schemes, see e.g. [24].

In the context of wavelet approximations of solutions of partial differential equa-
tions, the term “high dimensional” commonly refers to the dimension M of the
space variable, say M > 5. In our problem at hand, we also have a huge number
N = 2" of coupled equations. As already mentioned, we will show that we can
separate both ingredients, namely the Markov chain state space N' and the macro-
economic model 2 ¢ RM. The latter one will be discretized by a tensor product
multiwavelet bases. In general, the dimension of the basis grows exponentially with
M — the curse of dimensionality. Thus, the number of macroeconomic variables
that can be used is often strongly limited by the available memory. This can be
seen in [I3], where the number of degrees of freedom in 10 dimensions is not enough
to reach the optimal convergence rate. In [34] it can also be seen, that the number
of degrees of freedom which can be used in 5 dimensions is strongly limited. By ap-
plying principal component analysis, [35], the authors are able to solve a problem in
30 dimensions essentially by a reduction to 5 dimensions. In [22], 8 dimensions are
reached for a full rank Black Scholes model and 16 dimensions, when a stochastic
volatility model is considered.

The remainder of this paper is organized as follows. In Section [2| we derive a
variational formulation to and prove its well-posedness. Section |3[is devoted
to the description of well-known multiwavelet bases and the collection of the main
properties that are needed here. The discretization in Section [ is done in three
steps. First, we use the multiwavelet basis in order to derive an equivalent discrete
but infinite-dimensional system. We also show that this approach allows to decouple
the market variables from the Markov chain state space in terms of a tensor product.
The next two steps involve the discretization in time and market variables. Due
to the mentioned separation, we can handle large portfolios of companies by the
so-called Hierarchical Tucker Format (HTF) which is briefly reviewed in Section
concentrating on those properties that are relevant here. Finally, in Section [6] we
report on some numerical experiments for realistic market scenarios. We collect
some auxiliary facts in Appendix [A]

2. VARIATIONAL FORMULATION

We start by deriving a variational formulation of the original system . We
start with some remarks on systems of elliptic partial differential equations. Let
V o H < V' be a Gelfand triple and V := V¥ be the tensor product space. For
u=(u’,... N v=>"%. v )T eV, let ¢/ : VxV - R be a multilinear
form and f7:V >R, j=0,...,N -1, a linear form. Then,

(2.1) ueV: a(u,v)=fl(v) YveV,jeN,
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is a coupled linear system of IV equations. Defininga: VxV - R f:V - R we

a(u,v):= Z a’ (u,v7), f(v):= Z ("), uveV,

jeN jeN
obtain a variational problem
(2.2) ueV: a(uv)=£f(v) VveV,

which is well-posed provided the well-known Necas conditions are valid, [32]. Note
that and are equivalent since using the test functions vjéj, where
0, = ((;j’j’)?:ej\/ (0i,; denoting the Kronecker delta) in yields (2.1); the other
direction is trivial.

Next, we need to separate the high dimensional Markov chain parts from the
variational formulation. This means that the state dependent variables are com-
pound functions of a state dependent part (which might also depend on the time
t) and a mutual factor depending on the space variables y. Hence, we assume
that there exist functions ¢*,a’*, & : [0,7] = R, constants @’ € R and functions
hgsha, hes hoery : € > R such that

(2.3a) F(ty) = () ha(y), a* (t,y) =@ (t) ha(y),
(2.3b) A (ty) =& (t) he(y), a (y) = @ haery(y),

for all j,k e N, t € [0,T] and y € . This is a reasonable assumption from the
financial point of view since it states that the dependency on the market process
is the same for all points in time and for all states in the Markov chain. The fact,
that changes of the state of the Markov chain cannot alter the dependency of the
market process Y means that default of single firms in the CDO portfolio will not
change the market situation. Finally, we remark that there are methods available
in order to obtain an approximate representation of the form even in cases
where the functions do not directly allow such a separation of variables, see e.g.
4 33].

We are now going to derive a variational formulation. We need one more ab-
breviation: If v : (0,7) x  — R is a function in time and space, we will always
abbreviate v(t) : Q - R, where v(t)(y) := v(t,y), y € Q.

Definition 2.1. Given assumption (2.3)), a function u e X := Lo(0,T; HY(Q)N) n
HY(0,T; H1(Q)N) is called weak solution of (L.1)) if

(2.4) { (w(t),v)o.q +a(u(t),v) = (£(t),v)o.q for all ve HI ()N t€[0,T]
' u(T,y) = ur(y) = (ug(y), ..., upf ()"

where (W,V)o,q = ij\/(wj,vj)o;g, a(w,v) =Yy a’ (w,v?) with

, 1 . . .
(25) a’(w(t),v) = 5 (V' (t), B(t) Voo = ()" vw (t) + 47 (t)"w(t),v)0.0
the reaction coefficient (j,k € N)

—G"(t) hq(y) . ifk#3,

r(t) = Sweny @ () ha(y) if k=

and the right-hand side (£(t), v)o = X jen (7 (£),07)os with f7(t) = =& (t) he(y)-
Srens gy @ () a2 (t) ha(y) hy(y).-

Yt y) = (¥ (ty))e = {
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Obviously, (2.4) is a system of instationary convection-diffusion-reaction equa-
tion and the linear coupling is in the zero-order (reactive) term.

Theorem 2.2. Let hold. If ue CH([0,T];(C*(Q)N) is a classical solution
of , then it is also a weak solution in the sense of Definition . On the other
hand, if u is a weak solution and additionally u e C1([0,T];(C*(Q))N), then u is
also a classical solution of .

Proof. We multiply (1.1)) with some v’ € H}(Q) and obtain
(] (1), )ose = (r(D)u (£), 07 )0 = (@(t) Ve (1), 0700
1 4 .
_i(v : (B(t)vuj(t))vuj)();ﬂ

- N[ @ (e ) - () () dy

keN~{j}
—f{cj(t,y)+ Y Ryt () o (y) dy.
@ keN~{5}

Using assumption ([2.3)), the (negative of the) last term reads
d0) [ hem)v@dy+ Y PO [ ha) b)) dy = (1) 0)os.

keN~{j}

Integration by parts gives for the last term
1 , . . ,
(26)  SBHVE (), Vo' o - ()" vl (1), 07 )00

[ty - T PEORW(d Gy - ()} @) dy,

keN~{j}

where the last term is equal to (77 (t)Tu(t),v?)o.0. Summing over j € N yields
(2.4). The above derivation also proves the claim. O

The next step is to prove well-posedness of the variational problem.
Theorem 2.3. If B(t) has rank M, then (2.4)) is well-posed.

Proof. We need to show that the bilinear form a(-,-) satisfies the Garding inequality
and is continuous. Then, the claim follows from the Lax-Milgram theorem. ]

Remark 2.4. Note that (2.3) is not needed for the well-posedness of (2.4)).

Finally, consider a space-time variational formulation of (2.4]) by integrating over
time. With

bv) = [ T, vi)oo +a@(®). vi)]de+ (a(T) v

T
(v) = [ EOV)o+ (ar.v2)oo
forue X and veY := Ly(0,T; HY ()N )x La(Q)V, v = (v1,v2) € Y, the space-time

variational formulation reads

(2.7 ueX: b(u,v)=f(v) VveY.

This latter problem is also well-posed following the arguments e.g. in [38] [46].
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3. MULTIWAVELETS

Since we want to use multiwavelets for the discretization of the macroeconomic
variables, we briefly recall some facts of these function systems. A (standard, not
multi-) wavelet system is a Riesz basis W := {1y : A € T} of La(Q2), where A = (¢, k),
|Al := £ > 0 denotes the level (also steering the size of the support in the sense that
diam(supp ¥y) ~ 2"/\') and k indicates the position of supp ¥y, e.g. the center of
the support. Wavelets are (among other parameters) characterized by a certain
order d of vanishing moments, i.e.,

(3.1) fﬂy’"wA(y)dy:O VO<|rl<d-1 VYAed,|A>0.

This means that wavelets necessarily oscillate which also explains the name. Note
that only holds for |A| > 0. Those functions ¥, with || = 0 are not wavelets but
so-called scaling functions and those are generated by a single so-called generator
© € Cp(Q) in the sense that each 1y, |\ =0, is a linear combination of (possibly to
Q restricted) shifts o(-— k), k € Z. The wavelets 1y, || > 0, are linear combinations
of dilated versions of scaling functions.

The difference of multiwavelets as opposed to wavelets is that linear combinations
of shifts of several generators p;, i =1,...,m, are allowed. The main advantage is
that corresponding multiwavelets may be constructed that are

e piecewise polynomial,

e [s-orthogonal,

e compactly supported with small support size.
These three properties are quite useful for numercial methods since they allow
an efficient evaluation of an approximation as well as well-conditioned and sparse
system matrices.

We use B-spline multiple generators and wavelets as constructed in [16], [19].
These functions are also adapted to finite intervals and allow for homogeneous
Dirichlet boundary conditions, the latter construction was introduced in [36]. We
faced some difficulties with the realization of the construction in [I6] in partic-
ular for higher regularity. However, we finally came up with a realization using
Mathematica® for almost arbitrary regularity. Some functions are shown in Fig-
ures [I| and [2| Details can be found in [36].

3 n 3 nos

Figure 1: Wavelets generated by the piecewise cubic MRA having one continuous
derivative.
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Figure 2: Wavelets with homogeneous Dirichlet boundary conditions generated by
a piecewise cubic MRA on [0, 1] with one continuous derivative.

Let us summarize some properties that we will need in the sequel.
Proposition 3.1 ([I6]). Let ¥ = {¢5 : A € T} be a system of multiwavelets on
Q=[0,1] from [16] normalized in H'(Q), i.e., |¥x]1.0 ~ 1. Then,

(a) v s LQ—OTthOQOTLCLl, Z.'ev (%\ﬂﬁu)o;ﬂ = 6)\,;L W/\ “(2);(27 Avﬂ € j;
(b) ¥y e H3(Q), N e J;
¢) The system ¥ is a Riesz basis for H}(Q) with La-orthogonal functions.

Finally, denoting J = {(4,\) : j e NsA e J} = N x T (ie, |TI| = N|T|),
A= (4,A) e T and ¥y = Y0, A= (j,\) € T, the system ¥ := {¢py: Ae T} isa
tensor product Riesz basis for H} ().

4. DISCRETIZATION

4.1. An equivalent />-problem. The first step towards an adaptive multiwavelet
method is to rewrite the variational problem and in a discrete equivalent
problem on the sequence space ¢2(J) for the multiwavelet expansion coefficients.
It turns out that the assumption is particularly useful here, since it allows for
a separation of state and space (and time), so that the discrete operators are of
tensor product form. This also allows for an efficient numercial realization, also for
the space-time variational formulation [25] and in particular for larger M.

Using W as defined in Section [3| the solution u of (2.4) has a unique expansion
of the form

u(t,y) = 3. xa(t)¥a(y), te(0,7),yeq,
AeT

where x(t) = xf\(t), A= (45,2, x(t) = (a:i(t)),\ej € l5(J). The above sum is to
be understood componentwise, i.e., u/(t,y) = Yrcr 2 (t)¥a(y) for j € N. Then,
for A= (4,\) € T, we get

@) = X 05 (000 BO) T ua - (@) Vi1 )on)

weJ

+ 3 (L OuF (), )0

keN

Defning A(1) = (3(70, B(1) Voa)on = (@() T tido) . the first sum

can be abbreviated as A(t)x’(t). The remaining term can be further detailed as

S (O E), v )oa = X Y @i (OB, x)os = [ > Cj’k(t)xk(t)]/\,
keN keN

keN peJ
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where we set G (1) i= () ()0, ¥ )owa) o, € BT[] Next,
(W] (t),0x)o0 = 3. & (t) (Y, ¥x)o = Ba(t),
peJ
if the multiwavelets are La-orthonormalized. Thus, we obtain

(1) + A(t)xI (1) + Y. CPR()xF(t), jeN,

ke
or, written as a system
(4.1) x(t) + (A(t) + C(1)) x(t) = £ (1),
where A(t),C(t) € R7*7 are given by A(t) = diag(A(t) ..., A(t)), (C(t)),x =
CoF(t) and f(t) = ((f(t)’¢ﬂ)0;9)uej' Obviously, (4.1)) is a coupled system of
ODEs in the sequence space ¢5(J ). We will now show that (4.1) is in fact a tensor

product problem. For that, we need to review some facts on tensor products, which
can be found in Appendix [A] We detail the coupling term

[C™F(0)]an (VL) r, )0
_qj)k(t) (hq¢>\»¢u)0;ﬂ7 it k * j7
T(t)(sx\,u - ZkEN\{]} q],k‘ (t) (hq’lr/))\a ¢H)O;Q7 if k= jv
=: dj’k(t)Mg’# + T(t) (Sj’k 5)\’,“
where (MY) ,, := (hg¥x,¥u)0.0 is a weighted mass matrix and
_q~j7k(t)7 if k# .j7
- Zme/\/\{j} qj,m(t)’ if k= j.

(4.2) R > d?"(t) := {

We denote D(t) := (dj’k(t))j,ks/\f-

Theorem 4.1. Let Assumption (2.3) hold and assume that ¥ satisfies the proper-
ties in Proposition . Then, (2.4) is equivalent to

(4.3)

(v ®17)%(t) + [(Inv @ [A(t) +7(H)I7]) + (D(t) @ M) ] x(t) = b(t) @ g' - &(t) ® g,
where Iz denotes the identity w.r.t. an index set I, b(t) = (b(t))jen, V(1) :=
= Theny @) @R (t), e(t) = (@ (1)) jens 8" = (93)rea 95 = (hgha,hr)o:e and
g2 = (gg\)ke(f with gi = (hcvw)\)O;Q-

Proof. Let je€ N and X € J so that A= (j,\) € J. Then,

CHxn = 2 P IC*Ouy(t)
keN peJ
= 2 Y [@FOMY, + ()5 k6 ] (1)
keN peJ
= > MY e (O () + (80w (85 k]
keN peJ

= (M7x(ODO)" + 1Ly x()Ly)

([(D@) @M + () (L 0 1) ]x(1)) .

IWith a slight abuse of notation, we set RZ = £2(Z) for any countable (possibly infinite) set Z
as well as RT*7 as the set of linear operators from £2(Z) into £2(Z).
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where we have used Lemma in the last step. Note that D(t) € RNV MY ¢
RI*7 | thus (D(t) ® M%) e RV*T)*N*T) - RI*T  Finally, we consider the right-
hand side. We obtain

(b(t)®g'-¢(t) ®g*) = U (t)gr—& (1) g}

- Z qjk(t) dj’k(t) (hq haa w)\)O;Q - 6j(t) (hcﬂ/b\)o;sz
keN~{j}
(7 (1), 95050,

so that the claim is proven. (Il

4.2. Temporal discretization. So far is equivalent to the original PDE. As
a first step towards a (finite) discretization, we consider the time interval [0, 7],
fix some K € N and set At := % as well as t¥ = kAt, k= 0,..., K. Obviously,
takes the form #Zz(t) + &7 (t) z(t) = f(t), x(T) = x7, to which we apply the
standard #-scheme (6 € [0,1]) to derive an approximation z* ~ z(t*) by solving

xK = xT,

é/f/(mk“—xk)+9d(tk+1)xk+1+(l—G)M(tk)mk = Of(tFY) + (1-0)f(tF),

for k=K -1,...,0. Obviously, the second equation amounts solving the following
linear system in each time step

(4.4) (M +At(0-1)of (t*))a" = (A + At 0.7 (7)) 2P+ 0 (51 + (1-0) £ (7).

4.3. Wavelet Galerkin methods. The last step towards a fully discrete systems
in space and time is the discretization with respect to the economic variable y € €.
After having transformed into the discrete but infinite-dimensional system
, this can easily be done by selecting a finite index set A ¢ J. Hence, we
obtain

My =Ty @1y,  p(t) =TIy @[AA(t) +7(t)Ix] + D(t) ® M,
which is then inserted into (4.4]) for .# and &7 (t), respectively, in order to get a
finite system. We denote by Ax(t) := A(t)|a = (ax,.(t))x uea the restriction of the
original bi-infinite operator A(t) to a finite index set A ¢ 7, |A| < oo (and similarly
I, MY). The choice of A is done in an adaptive manner, i.e., we get a sequence

A 5 A 5 A®) 5 . by one of the known adaptive wavelet schemes that have
been proven to be asymptotically optimal, [TT], 10, 12 24 37, [45].

5. THE HIERARCHICAL TUCKER FORMAT (HTF)

In this section, we briefly recall the main properties of the Hierarchical Tucker
Format (HTF) and describe key features of our implementation. We concentrate
on those issues needed for the pricing problem under consideration and refer e.g.
to [20, 211 27, [36] for more details.

We call w € RF, K = Xjepr K;j with entries w; € R, i = (io,...,in-1)7 = (4;)jenrs
i; € Kj, a tensor of order NE| Note that we will consider the cases IC; = Z; (a vector-
tensor) as well as K; = J; x Z; (a matriz-tensor), where Z; and J; are suitable
(possibly adaptively chosen) index sets. Storing and numerically manipulating
tensors exactly is extremely expensive since the amount of storage and work grows

2The indexation here is adapted to our problem at hand and thus differs from the standard
literature on the Hierarchical Tucker Format.
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exponentially with the order. Hence, one wishes to approximate a tensor w (or
vec(w), which denotes the vector storage of w using reverse lexicographical order
w.r.t. the indices) by some efficient format. One example is the Tucker Format,
[44], where one aims at determining an approximation

(5.1) vec(w) » V vec(c) = (Viy_1 ® -+ ® Vp) vec(c), V; eRY*Ti jeN,

with the so called core tensor ¢ e R, J = Xjen Jj. It is known that the High-
Order Singular Value Decomposition (HOSVD) (see below) yields a ‘nearly’
optimal solution to the approximation problem which is also easily numerically
realizable, [36]. However, the storage amount for the core tensor c still grows
exponentially with N. This is the reason to consider alternative formats such as
the HTF which provides an efficient multilevel format for the core tensor c. In order
to be able to describe the HTF, it is useful to introduce the concept of matricization
as well as to describe the HOSVD in some more detail.

The direction indices 0,...,N — 1 of a tensor w € R are also called modes.
Consider a splitting of the set of all modes {0,...,N -1} = N into disjoint sets,
ie, N =tus, t ={ty,...,tr}, s = {s1,...,8n_k} = tC, then the matricization
w® e RZI7 of the tensor w w.r.t. the modes ¢ is defined as follows

k N-k
L= XT, Ip= X T, (W) i)y ey ) = Wi
i=1 i=1
Note that vec(w) = wN). A special case is the pu-matricization for € N, where
t={u} and IE =T x XLy q XLy x - xIn_q. Weset r, = rank(w()) and call
r=(rg,...,rn_1)7 the rank of w.
One idea to obtain an approximation w of w requiring less storage is a low-rank
approximation, i.e., to determine a tensor w of rank r with 7, <r, <#Z,. This can
be achieved by a truncated SVD of each w(*) in the sense that w(*) UNZMVMT,

ie,U, ¢ RZ#*"w contains the most significant 7, left singular vectors of w(#) Then
(5.2) vec(w) » vec(w) := (Uy-1 ® - ® Up) vec(c)

with the core tensor vec(c) = (UL _; ® - ® Ul) vec(w) € R™*™~-1 and the mode
frames U, p € N. The approximation in is precisely the HOSVD and this
choice of ¢ can easily be shown to minimize |w-w |5 for given orthonormal matrices
U;. Moreover,

|w—w|a < VN inf{|w - v|2: veRE, rank(v") <7, ue N}.

The main idea behind the HTF is to construct a hierarchy of matricizations and
to make use of the arising multilevel structure. It has been shown in [20, Lemma
17] that for t = tyut,, t € N, we have span(w®) ¢ span(w) ® W(“)) This
result has the following consequence: If we consider w®, w(*) and w(t~) as defined
above and denote by Uy, Uy, and Uy, any (column-wise) bases for the corresponding
column spaces, then the result ensures the existence of a so called transfer matrix
By e R™u™*"t guch that U; = (Uz, ® Uy, ) By, where 1, 1, and 7, denote the ranks
of the corresponding matricizations. Obviously ¢, and ¢, provide a subdivision
of a mode t. If one recursively applies such a subdivision to vec(w) = Uy, one
obtains a multilevel-type hierarchy. One continues until ¢y, ¢, become singletons.

3By span(A) we denote the linear span of the column vectors of a matrix A.
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The corresponding general decomposition is formulated in terms of a so called
dimension tree.

Definition 5.1 ([27), Def. 2.3]). A binary tree Tyr with each node represented by a
subset of N is called a dimension tree if the root is N, each leaf node is a singleton,
and each parent node is the disjoint union of its two children. We denote by L(Ty)
the set of all leave nodes and by Z(Tyr) =Ty \ L(Tn) the set of inner nodes.

Now, we define those tensors that can exactly be represented in HTF, called
Hierarchical Tucker Tensor (HTT).

Definition 5.2. Let Ty be a dimension tree and let v := (7 )Ty € N, r, € N
be a family of non-negative integers. A tensor w € RT, T = Xjen Lj, 1s called
Hierarchical Tucker Tensor (HTT) of rank r if there exist families

(i) U = (Up)tec(ry) of matrices Uy € RT™ rank(Uy) < ry (a nested frame
tree),
(ii) B :=(Bt)tez(7y) of matrices (the transfer tensors),

such that vec(w) = Upnr and for each inner node t € Z(Ty) with children tg, t,. it
holds that Uy = (U, ® Uy, ) By with By € R™temtr Xt
In order to keep track of the dependencies, we will write w = (T, x%, U%,BY).

Remark 5.3.

(a) By Deﬁnition we obtain a Tucker representation vec(w) = (Uiy-1y ®
- ® Uyoy) vee(c) with vec(c) formed as a multilevel product of the transfer
tensors.

(b) For the numerical realization, it turns out that it is useful to consider dif-
ferent representation of tensors in terms of different matricizations. This
can be seen as different views on the tensor with the same data:

(i) The ‘standard’ view, i.e., By € RFekerxke,
(ii) The ‘tensor view’, B; e RFFtexke yhere By = 935{2’3});

(c) The storage of an HTT thus requires N matrices U, € RIwxku e N and
(N =1) =#I(Tn) transfer tensors By, t € Z(Tpr).

(d) From (i) it follows that rank(w() <r,,.

(e) An HTT for a vector w € RT is called HT-vector and for a matriz A e RT*Z
HT-matrix.

Computing with hierarchical tensors. We are now going to describe some of the
algebraic operations for HTT’s that are required for the numerical realization of an
adaptive wavelet method. Some issues are similar to existing software [27], some
are specific due to our wavelet discretization. Our numerical realization is described
in detail in [36], where also the source code is available.

Lemma 5.4 ([20]). Let v = (Ty,rV,UY,BY) and w = (T, x¥,u%,B%Y) be HTT’s
of order N w.r.t. the same dimension tree Tynr. Then, the sum reads v + w =
(T_/\/,rv + I.w)'U'v+w7Bv+w)7 where Utv+w _ (UtvUtw) c RIZUIZ"X(TZ+TZ") and ggz/-%—w c
RO+ )X (i i )X (ri +ril) fort=t,ut, is given by
(B )igr, 1<i<ry,1<j<ry, 1<k<ry,
(BY™ )ik =3 (B )igk, 18 <i<ry+r¥ry <j<ry +riry <k<ry +r},
0, otherwise,
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forteZ(Tp) N and

(B gk, 1<jsry,l1<k<ry,
V+W — W . v . v W v v w
(B Vg =\ (B gk, 1o, <j<ry, i <k<ry +ry,
0, otherwise.

at the root node t = N.

It is particularly worth mentioning that the HTF of the sum of two HTF only
requires a reorganization of the data and no additional computational work. On
the other hand, however, we see that the rank of the sum is the sum of the ranks.
We will come back to that point later. Let us now consider the matrix-vector
multiplication.

Lemma 5.5 ([27]). Let A = (Ta,r®, U2 BA) € R7*T be a matric HTT and
w = (Tar, vV, UY, B%) € R be a vector HTT w.r.t. the same dimension tree Tpr.
Then, the matriz-vector product reads Aw = (Tpr, tA%, UAY BAY)  where

o rAV =AW e Thy;

. Vt(i) e R7*Tt s chosen such that (UP); = UGC(Vt(i)) forte L(Tn) (reinter-

pretation of the columns of the leaf bases as matrices);
o« UAW [V OUy, . VDR e RIS
e BAV =BA@BY, teI(Ty).

Again, the computational work is almost negligible. Note again, that the rank
grows and is the product of the two original ranks. It should be noted that the
HT-matrix A has to be represented in the same hierarchical order as the HT-
vector w (i.e., w.r.t. the same dimension tree). This might require a conversion
of a given matrix into the HTF given by w, see Figure If we can efficiently

3

LoD

DO | = | o [l

7
53

|

2

DO [ |DO|+—

4 4
3 3
4 4

1
2
1
2
1

NI

FiGUuRE 3. Conversion of a matrix. The left picture shows the
hierarchical order of the matrix blocks which have to be converted
into vectors, the right picture the hierarchical order of a vector
that is multiplied with the matrix.

CIODND = COD = QOB = LoD = QO N — LoD =

realize a conversion from R7*F to R7Z, where J - T := X;epn(J; x Z;), then we can
use a standard matrix-vector-multiplication for each j € . Such a transformation
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can be done by a reverse lexicographical ordering of the indices, i.e., applying the
vec-routine to a matrix-tensor.

Lemma 5.6. Let A = (Tar, v, UA BA) € RTT be a square HTT-matriz, then
Dy = diag(A) € RT is given as Da = (Tpr, v, UPA BA), where UPA ¢ RZr s
obtained from U € R(LXL)”?, teTn, by (UtDA)Z-JC = (UtA)(m-)yk, k=1,...,r%,
1€ It.

Lemma 5.7. Let & = Y') ®uen Ak € RN be a Kronecker tensor, then & =
(T, v, U% B¥), where

L4 UZZ{ ::Ak,/u kzl)"'am) HEE(TN)7 7’:7 = k;

o forteZ(Ty)~{N}: BZ e R™™ ™ & = m and

1, ifi=j=¢,
(Bf )i g = .
0, else;

o (Bf)iju="06j0, B eRVME pfnq

Remark 5.8. Since the Kronecker sum in Definition [A.g is a special case of a
Kronecker tensor, Lemma[5.7 also provides an HTF for Kronecker sums.

Truncation of Tensors. We have seen that vector-vector addition and matrix-vector
multiplication can be efficiently done for tensors in HTF. However, by Lemmata
and [5.5] the hierarchical rank grows with each addition or multiplication, so that
only a certain number of such operations can be done in a numerical (iterative)
scheme until the resulting HTTs get too large to be handled efficiently. Thus, a
truncation is required.

The basic idea is to apply a singular value decomposition (SVD) on the matri-
cizations w(®) of the tensor w and restrict these to the dominant singular values.
This can be realized without setting up w® explicitly. Since, by construction, the
columns of the mode frames U, contain a basis for the column span of w(®) there
is a matrix V; € RT*" guch that w(® = U:V,I'. Only the left singular vectors of
the SVD of w(®) are thus needed. Thus, the symmetric singular value decomposi-
tion of w(w()T = U, VIV,U! = U,G,U} yields the same result. The matrices
Gy = VIV, e Rt are called reduced Gramian. They are always of small size and
can be computed recursively within the tree structure. In [20, Lemma 4.6] it is
shown, that the reduced Gramians correspond to the accumulated transfer tensors
for orthogonal HTTs. This statement also holds for general HT'Ts, see also [27].

The truncation of an HT'T can then be computed by the computation of the QR
decomposition Uy = QyR; for t € L(Ty) or (Sthl ® S'gRtr)Bt = QR for t € Z(Ty).
Subsequently, the symmetric eigenvalue decomposition of R;G;R! = S;%2S7 is
computed and the truncated matrix is then given by U, = Q:S;, t ¢ L(Ty), or
B; = tht, teZ(T;), where S, is a restriction of S; to the first 7; columns. Finally,
we recall a well-known estimate for the truncation error.

Lemma 5.9. Let w = (Ty,r,U,B) be an HTT and let w = (TN,f‘,fJ,B) be the
truncation of w such that rank(w()) = 7, <r,. Then, for T, = {1,...,n;}, we have

e 1/2
|w—vv|2s( 5 ) < VI3 inf [w v,

1=r¢+1
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where H(r) = {V = (Tx,r, U,B) : rank(v(®) <ry te TN} and o; are the sigular
values of w® such that o; > o if i<j,i=1,...,n4.

Together with the vector-vector and matrix-vector addition as well as the trun-
cation, the linear solver can be realized, [2]. The main difference is that after each
addition or multiplication a truncation has to be made in order to keep the hierar-
chical rank small, which is not always easy to realize, [27]. For the HTF a Matlab
implementation is available, [27]. We have developed an HT library in C++ in [30]
based on BLAS, [8] 14, 15, 28] and LAPACK [I] routines, which are efficiently ac-
cessed via the FLENS interface, [29] 30, B1]. The reason for our implementation is
that FLENS is the basis of the LAWA library (Library for Adaptive Wavelet Appli-
cations), [40]. The coupling of the proposed adaptive wavelet scheme with the HT
structure could thus be efficiently realized. All subsequent numerical experiments
have been performed with this software.

6. NUMERICAL EXPERIMENTS

We report on numerical experiments, first (in order to describe some fundamental
mechanisms) for a simple CDO and then in a more realistic framework.

6.1. Encoding of defaults. We are given n assets and hence the state dimension
is N =2" Let j e N and let j € N := {0,1}" be its binary representation, i.e.,
a binary vector (ji,...,jn)? of length n, where j; = 1 means that asset number
i is defaulted. For j,k € N with binary representation j,k € N and j|k denoting
the bitwise XOR, the number of ones in jlk corresponds to the number of assets
that change their state. This easy encoding is the reason why we used the labeling

N={0,...,N-1}.

Once defaulted, always defaulted. For our numerical experiments, we assume for
simplicity that an asset that is defaulted, stays defaulted for all future times, it can-
not be reactivated (the theory and our implementation, however, is not restricted to
this case). This means that ¢7*(¢,3) = 0 if there exists an index 1 < i < n such that
ji =1, k; = 0. Both in the usual and in the binary ordering this last statement means
¢>*(t,y) = 0 if j > k, which in turns means that the Q(t,v) := (¢"*(¢,y)); ken is an
upper triangular matrix. Moreover, recall that ¢/ (¢,y) = - Y keN k> ¢ (t,y), so

that Q can be stored as a strict lower triangular matrix, i.e., Q = (qj’k)k>j e RV,

Independent defaults. We will always assume that we have independent defaults.
If defaults are independent, the transition of asset i from one state to another is
independent of the state for all other assets as long as their states remain unchanged.
Before we are going to formalize this, the following example may be helpful for the
understanding.

Example 6.1. If a portfolio consists of 3 assets, asset 2 defaults when changing
from state 0 = (000)y to state 2 = (010)2, from state 1 = (001)s to state 3 =
(011)2, from state 4 = (100)2 to state 6 = (110)2 and from state 5 = (101)s to
state 7 = (111)s. These are all transitions where only asset 2 defaults. When
independent defaults are assumed, it follows that ¢%2 = ¢'»3 = ¢*° = ¢®7. Note that
0|2 =13 =4|6 = 5|7 = (010)2.
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Let j,k € N, then jlk indicates a state change of asset ¢ if the i-th component of
jlk is one. Hence, if ji|k; = jo|ks2, then the same assets change their state. Since
the change 1 — 0 is not allowed, we obtain that

jllkl - j2|k2 — qjl,k?l - qu,kz.

Only one default at a time. If only one asset can default at a time, the transition
intensity ¢/** is zero if j|k has more than one “1”. On the other hand, if j|k has
only one “1”, then j|k must be a power of 2. Since ¢/**(t,) = 0 for j > k, it suffices
to consider the case k > j (¢’ is determined by the condition on the sum over all
intensities). For k > j being jlk a power of 2 means that log,(k — 7) € N. In this
case, we have jlk = 0|(k|j), so that for j,k € N we have

ik (p gy < | @ Ey), k> and logy (k- j) €N,
q Y= 0 otherwise.

)

6.2. A model problem. The idea of our first numerical example is to showcase the
numerical manageability, where the focus is on the combination of the multiwavelet
components and the high dimensional Markov chain components. To this end, we
start with a simplified CDO:

e The macroeconomic process Y is one dimensional with parameters a and
(3, that are constant in time. This implies that A(¢) = A and B(t) = B.

e The interest rate r(t) = r is constant in time and does not depend on the
macroeconomic process Y.

e The state dependent parameters ¢*/(t,y) and ¢’(t,y) are constant in time
and do not depend on the macroeconomic process Y, i.e., hy(y) = 1 and
he(y) = 1, hence ¢7*(t,y) = @* and ¢/ (t,y) = &. This means that Q(t,y) =
Q=Q, where Q = ((jj’k)loj;j,ke./\/-

e There is no recovery and no final payments, i.e., a’*(t,y) = 0 for all j, k e NV
and a’(y) =0 for j e N.

e There is only one tranche covering the entire CDO portfolio.

This means that all involved matrices are time-independent. In particular, we
have Cj’k(t) = 'Vi ((¢A7¢H)O;Q)A,NGJ = 'ViIJ' Moreover (Mq)/\,u = (hq1/}>\7¢u)0;ﬂ =
6xp and D(¢) = D = (%), ken. Next, we have by a?*(¢,y) = 0 that b/(t) = 0,
)=, g5 =91 = (1,90 (=0 for |A| > 0) so that simplifies to

(6.1) (v @Iz7)x(t) +[(Ix @ [A+rIg])+ (D eIy)]x(t) = (=€) @ ((1,¥x)00)res-

For later reference, recall that (4.2) in this case implies d** = — YmeN{k},m>k grm.
In turns, this means that

D= Q+diag(Qly), where 1y :=(1,...,1)7 eRV,

Note that even though D is time-independent, the huge dimension requires storage
as an HT-matrix (in particular, it is impossible to store D directly). We use a stan-
dard implicit #-scheme for the time-discretization of this Sylvester-type equation,
[42]. The Barlets-Steward algorithm [5], is a well-known method for solving such
Sylvester equations. It is based on a Schur decomposition. However, we cannot
use this method here, since, to the best of our knowledge, there is no algorithm for
the QR decomposition of HT-matrices available. Alternatively, an iterative scheme
(CG, GMRES or BiCGStab) may be used. We have used BiCGStab as D is (in gen-
eral) not symmetric. While generally GMRES yields faster convergence in terms
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of iteration numbers, it requires more computational steps and therefore, in the
context of HT-matrices, more truncations are needed, which is computationally ex-
pensive. For systems with small condition numbers, BiCGStab requires only a few
iterations, [41]. Using any iterative solver requires matrix-vector multiplications,
here of the type (I ® A +D ®I7)x, where x = x1 ® Xs is also a Kronecker product
of the appropriate dimension. Then, we obtain

(IN®A+D®IJ)(X1 ®X2):X1®AX2+DX1®X2,

which can be represented as a Kronecker product of an HT-matrix and a matrix.
For details of the implementation, we refer to [36].

6.2.1. Construction of the intensity matriz D. We describe the representation of
D into HTF in case of independent defaults and only one default at a time. Recall
that D = Q +diag(Q 1) and Q = (Gj,k)ksj € RN*N Hence, we start by deriving a
Kronecker sum representation for Q.

Theorem 6.2. In case of independent defaults and one default at a time, the matriz
Q e RV*N can be written as a Kronecker sum (see Definition below)

n 0,27k n (k-1 0,27k n
(6.2) QZ@(S qO )ZZ{gbe@(g qO )®e® I2><2}7

k=1 k=1 =k+1
where Ioyo € R?*2 denotes the identity matriz of corresponding size.

Proof. The k-th summand of the Kronecker sum on the right-hand side of (6.2)
reads

~ k-1 0 072"_’c n
Qk::§I2x2®(O q 0 )® QR Iaxo.

l=k+1

0,n-k

It is readily seen that Qk is a matrix having the entries ¢ at the positions

(2n—k+1(y_ 1) + 1, 2n—k+1(y_ 1) +M+2n_k)7

forv=1,...,25 and p=1,...,2"% ie., 2871.277F = 271 entries. Note that 27
is the number of all combinations with a state change of asset k. Since 2" *+! (v —
1) + p # 2™7% for all possible v and p, we obtain that j|k has exactly one “1” at
position i = n — k. This, in turns, means that ¢©* = ¢>" % This shows that Qy
contains all transition intensities corresponding to asset k at the right positions.
It remains to show that the sum over all Qk does not cause overlapping indices.
Since EB’Z;ll Ioyo € }R2k_lxzk_1, each Qk is a block matrix with blocks at different
positions. Thus @}_, Q. collects the transition intensities for all assets k. O

Having the Kronecker sum ([6.2)) at hand, the next step is to derive the HTF of D.
As we have seen in Lemma i5. and Remark the HTF of Q can easily be derived
from the Kronecker sum representation. Next, note that RV 51 N =®p (1, nHT,
so that the HTF of Q1 can be obtained via Lemma and the HTF of D by
Lemma Finally, it is easily seen that & = @®}_,(é,0)” so that the HTF of the
right-hand side is easily be derived.
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6.2.2. Results. We have used fictional data as marked data is generally not pub-
licly available for CDOs. The fictional CDO portfolio consists of n = 128 assets,
which is a reasonable size. The macroeconomic process is assumed to be one di-
mensional. This leads to a system of N = 2128 coupled partial differential equations.
The maturity is assumed to be T' = 1 and the time interval is discretized into 20
time steps. For the Galerkin approximation, piecewise cubic Lo-orthonormal Multi-
wavelets with Dirichlet boundary conditions. We have fixed the lowest and highest
level to jo = 2 and J = 4. This turned out to be sufficient in this example due to
the smoothness of the right-hand side. For the #-scheme, the parameter 6 = 0.5 has
been chosen (Crank-Nicholson). To solve the linear system, BiCGStab has been
used. The stopping criterion of the linear solver has been set as a relative error of
the Ly-norm of the residual to 10713 and HTTs are truncated to a rank of 5.
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FI1GURE 4. CDO portfolio value in a portfolio of 128 assets. First
state (no defaults, left) and state (all firms have defaulted, right).
Note the scaling of the vertical axis in the right figure.

In Figure [4] left, the portfolio value depending on the time ¢ and the macroeco-
nomic state y of the CDO in the first stage, where no firm has defaulted, is shown.
Whenever a firm defaults, the Markov chain changes its state and the portfolio
value jumps to a lower value due to the immediate loss of all future continuous pay-
ments. To illustrate the jumps of the portfolio value, when a default has occurred,
the values of all states of a portfolio of 2 assets have been combined in Figure
left. The last stage is used for error analysis, since here the portfolio value has to
be zero as all firms have defaulted. Figure [4] shows on the right the portfolio value
in the last state of this simulation. This can be interpreted as the relative error
arising from the Galerkin approximation with the Ls-orthonormal multiwavelets
and the truncation of the HTTs after each addition or multiplication. It can be
observed, that the relative error of this computation is smaller than 107'3, which
corresponds to the stopping criterion of the linear solver. In each time step, the
BiCGStab algorithm took on average 54 iterations.

The computations were performed on a Dell XPS with Intel T9300 Dual Core
CPU and 3GB storage and took about 1 hour, the runtime for different portfolio
sizes is summarized in Figure [5| right. We observe a linear scaling with respect to
n, i.e., only a logarithmic scaling compared to the number of equations N = 2".

6.3. A realistic scenario. The example presented in the previous section corre-
sponds to a simplified and idealized situation. As we will show now, the extension
to a realistic scenario (given sufficient data), is not too difficult. In fact:
e Observe, that time-dependent parameters do not affect the runtime of the
pricing as the condition number of the matrix is not affected, assuming the
parameters are sufficiently smooth in the time ¢.
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FiGure 5. CDO portfolio value of all states in a portfolio of 2
assets (left) and runtime of the pricing of a CDO portfolio of N €
{2,4,8,16,32,64,128} assets.

e The matrices A(t) and D(t) need to be setup for any time instant t*. For
D(t), this only amounts constructing an HTF exactly as described in the
previous section. For the matrix A(t), we have to compute integrals of the
type (Vo B(t) Vioa)o.o and (a(t)” Vib,, 1 )o.0 for any t* followed by a
transformation to HTF. All these operations can be performed efficiently.

e Space dependent parameters, however, will affect the condition of the linear
system and possibly will require the use of a preconditioner. The construc-
tion of such a preconditioner in HTF will thus be discussed in the following
subsection.

Furthermore, independent defaults are a very restrictive assumption. Other
HTFs of dependency structures have to be developed for each given dependency
structure. If no explicit HTF can be set up, the transition matrix can as well be
approximated using the so-called Black Box Algorithm, [3), 18, 36].

6.3.1. Preconditioning. One of the features of wavelet Galerkin schemes is the avail-
ability of asymptotically optimal preconditioners, see e.g. [45, Ch. 6]. This means
that the matrix A, (¢) from Section [4 has a uniformly bounded condition number,
i.e., ka(AA(t)) =O(1) as |A| = oo. This, however, does not immediately imply that
/p (t) is well-conditioned. We propose to use a simple Jacobi-type preconditioner,
ie.,

(6.3) Za(t) = diag(p ()2 = [(IN ® [Ax(t) +7(1)IA] + D(t) ® M%);KQLM

One reason for this choice is the fact that the HTF of such a preconditioner can
efficiently be derived. Moreover, the numerical performance has been quite satis-
factory, at least in our experiments. The computation of the HTF of a diagonal
matrix is provided by Lemma The sum in can be transformed into HTF
by Lemma so that we are left determining the HTF of the four matrices Iy,
Dy and A, My. The first two ones are trivial or have been derived above and for
the second two ones we are using again the Black Box Algorithm. Finally, also the
power —1/2 of a tensor can be transformed into HTF by the Black Box Algorithm.

6.3.2. Computing CDO tranches. So far, only single tranche portfolios were con-
sidered. However, in practice, a CDO is usually sold in tranches such that the first
defaults only affect a certain tranche. Therefore, by construction, this is the riskiest
tranche, the so called equity tranche. As soon as this first tranche has defaulted
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completely, subsequent defaults begin to affect a second trance. Therefore, this sec-
ond tranche, called mezzanine tranche, is less risky than the first one. And finally, if
this second tranche also has defaulted, the last tranche, the so called senior tranche
is affected. Sometimes, these three tranches can be further split into sub-tranches.
To compute the price of a CDO tranche, the cash flows of have to be adapted
to the cash flows which affect the tranche under consideration. The construction
of these adapted parameters is described in the following.

Given a portfolio of n assets with nominal values 7y, ..., m,, the S tranches are
defined by their upper boundary bs, s = 1,...,5, given in percentages by = 0 <
by < -+ < bg_1 <bg =1 of the total portfolio nominal 1T := 37", m;. Let L7 be the
accumulated loss in state j e N, i.e., L7 = Yica(j) i, where

P(5) = {ie {1,...,n} ‘ Ja, {0, 1}, k=1,...,n,z;=1:j= Zkuk_l}
k=1
denotes the set of all defaulted firms in state j. Then, the cash flows are distributed
as follows:

e The amount of the state dependent continuous payments ¢/ which is as-
signed to the s-th tranche, s=1,...,S, in state j € N can be computed as
the percentage of the nominal of the tranche divided by the accumulated
nominals of the assets not in default:

() Maber) i 17 <1,
(6.4) el(t) = cj(t)n(lnbL)] L if b,y < I < Ty,
0 otherwise.

e The final payments u]T are distributed to the tranches in the same way as
the continuous payments ¢, i.e., holds with &/ (t) replaced by uz"ns, the
final payment of tranche number s.

e The recovery payments are paid out as a single payment to the tranche in
which the default occurred.

If several tranches are affected, the recovery is paid out proportional to
their nominals. This means

ar* (t) if by < L7 < L* < Tlby,

Gk (1) - k() Lgtbes L{ <Tlb, 1 < L < Tlb,,
° a]’k(t)m”iHLb;l if L7 <Tlb, q <Ib, < L*,
al k() D= if by < L7 <TIbg < L¥.

In this setting only recoveries are considered, when a default occurs. How-
ever, the model also allows for firms to be in default only temporarily. This
means, there can also be payments if L¥ < L7. These cases are omitted in
the following as they can be handled exactly as the cases where L7 < L*.

The difficulty of computing the payoffs of the s-th tranche is that certain specific
states within the huge amount of states of the Markov chain have to be found.
Therefore, we define vectors 15, 15 and 17, by

(]lz)j = X{Li<b._1}> (1:)3' = X{IIb,_1<Li<IIb,}s (1Z)j = X{LixIb,}> JjeN.
In order to explain the realization of some required operations, we introduce the
following short-hand nottaion for HTTs. Let w € RF be a tensor with HTF w =
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(Tpr,r, U,B), then we abbreviate by H(w) its HTF without specifying the quanti-
ties involved in the HTF. For A € R®* and b € R®, we indicate by H(A)H(u) =
#(b) that u € RX is determined as the solution of the linear system Au = b
but only with numerical routines using the HTF-variants. Finally, we abbreviate
D(w) = H(diag(w)) € RF for w e RX, where (diag(w))ij = dij wi, i€ K.

Now, denote L := (L7) jenr- Then, we need to compute the reciprocal value of each
component of the vector R:=I1-L ¢ RV in HTF denoted by RV, This can be
achieved by solving the linear system D(H(R.))z = (1) for . Then H(R(V) =z
and

H(Es(1)) = D(H(E()D(HR™))H(L;)IL(bs ~ bs—1)
+ D(H(E())D(H(R™))D(H(1;)) (T(L - b )H(L) - H(L)).

We obtain a similar formula for the final payments (ust)jeN. The HTF of the

matrix Ag(t) = (@2*(t));jren can be set up similarly. Therefore, the matrix
S := (LF - L7); yen is required. The HTF of this matrix can be obtained by
H(S) = H(1 - 1T)YD(H(L)) - D(H(L))H(L - 17). As before, the HTF of the
matrix S containing the reciprocals of the entries of S can be found by solv-
ing D(S)z = H(1) for  and setting H(SCY) := z. Defining finally </ (v,w) :=
D(HV))H((@" (t))i jen)D(H(W)), we obtain

H(AL(t) =/ (15,15
+D(/ (15,15))D(H(STD)) (H(1- 1) (D(H(L)) - D(H(1))TTb, 1))
+D(o/ (15, 12))D(H (ST ) (H(T - 1) (D(H(1)I(bs ~ bs1))
+D(/ (13,12))D(H(STV)) (H (1 - 17)(D(H(1))TTb, ) - D(H(L))).

With these adapted payments, the value of a portfolio tranche can now be deter-
mined. A key point of this approach is the construction of the HTF of the vectors
15, 15 and 17. This can be computed by

H(15) := max {IIb,y H(1) - H(L),0} (b1 H (1) - H(L))™,
H(17) := max {H(L) - b H(1),0} (H(L) - b, H(1)) ™",
H(LT) = H(L) = H(LT) - H(L3).
The component-wise maximum max{#(-),0} of any HT-vector can be determined
by the relation max{H(-),0} = 2(#(-) + |H(-)]). The absolute value |H(w)]| can be
computed by the component-wise Newton iteration
H(wD) =H(w) = D((H(w™)) ™ )D(H(w))H(w).

Note, that each iteration step requires the component-wise inversion of an HT-
vector, i.e., the solution of a linear system. Let v be such that w*) is of the desired
accuracy, then |H(w)| ~ H(w®)). Essentially, this corresponds to |z| = V22, the
well-known Babylonian method, which converges quadratically for non-zero values.
Moreover, for vectors w(®) with positive entries, it always converges to the positive
solution.

APPENDIX A. THE KRONECKER PRODUCT

The Kronecker product is a well-known technique when dealing with high dimen-
sional problems, as it often allows the decomposition of a high dimensional problem
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into a product of problems of low dimension. The following facts can be found in
139, 47].

Definition A.1. The Kronecker product A @ B € R™MAMBXMATE  of tywo matri-
ces A e Rm4X"4 gnd B e R™E*"E s defined by (A ® B)(u-1)mp+ps,(v1-D)np+vs =
Aﬂlylelth'

We note that the above definition and all subsequent properties can also be
extended to (infinite) countable index sets J.

Lemma A.2. Let Ae R"A*"A B eR™B*™B (e RMC*"C D e R™P*™D gnd v e R.
Then,

(1) (Ae B)T = AT @ BT,

(2) (AeB)y'=A"1e B,

(3) (A®B)(C®D)=AC®BD, if nga =m¢ and npg =mp,

(4) Ao (Be(C)=(Ae®B)eC,

(5) A9 (B+(C)=A®B+A®B and (B+C)®@ A=B®A+C®A,

(6) V(A® B)=(vA)® B= A® (vB),

(7) tr(A® B) =tr(A)tr(B),
(8) if ma=na and mp =np, then det(A® B) = (det(A4))"” (det(B))"*,
(9) rank(A ® B) = rank(A)rank(B).

Definition A.3. Let A € R™A*™4  then its vectorization is defined as vec(A) =
(A,Tl, . .,A?M T where A.;, i€ {1,...,na}, is the i-th column of the matriz A.

Lemma A.4 ([T, (2)]). Let A e R™A%M4 B ¢ RMsxns (¢ RMEXMa X ¢ RMBX7A
then (A® B)vec(X) =vec(C) < BXAT = C.

Definition A.5. Let Ay, e R peN, k=1,...,m, meN. Then, we define the
Kronecker tensor as

o = Z ® Ak# ERK.

k=1 peN

Definition A.6. Let Aq,...,A,, be matrices A € R">™ . Then, the Kronecker
sum of Ay,..., A, is defined as

m m (k-1 m
A1) Bt 5 @ L 410 &) hy | RO,
k=1 k=1 (£=1 l=k+1

Obviously, the Kronecker sum is a special case of the Kronecker tensor, where
A= 0k 0 A+ (1= 65.0) Inysny
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