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CORRELATION UNDER STRESS IN NORMAL VARIANCE MIXTURE MODELS

MICHAEL KALKBRENER AND NATALIE PACKHAM

August 27, 2012

We investigate correlations of asset returns in stress scenarios where a common risk
factor is truncated. Our analysis is performed in the class of normal variance mixture
(NVM) models, which encompasses many distributions commonly used in financial
modelling. For the special cases of jointly normally and t¢-distributed asset returns
we derive closed formulas for the correlation under stress. For the NVM distribution,
we calculate the asymptotic limit of the correlation under stress, which depends on
whether the variables are in the maximum domain of attraction of the Fréchet or
Gumbel distribution. It turns out that correlations in heavy-tailed NVM models are
less sensitive to stress than in medium- or light-tailed models. Our analysis sheds light
on the suitability of this model class to serve as a quantitative framework for stress
testing, and as such provides valuable information for risk and capital management
in financial institutions, where NVM models are frequently used for assessing capital
adequacy. We also demonstrate how our results can be applied for more prudent stress
testing.

KEYWORDS: Stress testing, risk management, correlation, normal variance mixture
distribution, multivariate normal distribution, multivariate t-distribution.

1. INTRODUCTION

In risk management, stress testing encompasses various techniques used by financial firms
to test bank capital adequacy in a strongly adverse market environment. Stress tests on bank
portfolios are mandatory under the Basel II regulatory rules, and have gained importance as
an integral part of risk management and banking supervision in the aftermath of the subprime
crisis, see e.g. Turner| (2009), Larosiere et al. (2009), Brunnermeier et al.| (2009), BIS| (2009).
For example, bank supervisors conducted mandatory stress tests in the previous years to assess
the adequacy of capital buffers of the largest U.S. and European banks.

A standard technique of conducting stress tests is to calculate portfolio risk measures, such
as expected loss, value-at-risk, economic capital or regulatory capital under the assumption of
adverse market conditions. Typically, stress scenarios are translated into constraints on risk
factors, which are economic or market variables that affect portfolio losses. In our setup, the
constraints are formalised by truncating the risk factor variables, that is, by conditioning on
the range of values that a risk factor may attain. For example, a stress scenario for an equity
portfolio may be defined as a decrease of an equity index (considered as a risk factor) by more
than 10% within a time period of one year.

The truncation of risk factors is a commonly used stress testing technique for the credit
risk management and capital management of financial institutions, see e.g. Bonti et al. (20006),
Kalkbrener and Overbeck (2008), |Duellmann and Erdelmeier| (2009). In these papers, stress
scenarios are implemented in structural credit portfolio models, which link the default of a
firm to the relationship between its assets and liabilities. The dependence between assets is
specified by systematic factors, which usually represent geographic regions or industries. Each
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stress scenario specifies a constraint on one or more systematic factors and thus quantifies the
impact of a downturn in an economy or industry on the credit portfolio of a bankﬂ

The outcome of a stress test depends strongly on the correlations among portfolio components
in the stress scenario. In general, the conditional correlation between asset returns — conditional
on the truncated factor — is different from the unconditional correlation. However, the condi-
tional correlations are the correlations that implicitly enter the calculation of risk measures
under the stress scenario, since the risk measure is now calculated under a new probability mea-
sure obtained by conditioning. An analysis of conditional correlation may therefore contribute
to understanding the behaviour of portfolio models under stress and to refine the stress testing
methodology.

In this paper we analyse correlation under stress for a quite general class of distributions that
encompasses many models commonly encountered in the financial industry. We provide closed
formulas for the conditional correlation in the cases of jointly normally distributed asset returns
and jointly ¢-distributed asset returns, which are standard distributions in portfolio modellingﬂ
More generally, we consider normal variance mixture (NVM) distributions, a family of distri-
butions with diverse tail behaviour, ranging from light- to heavy-tailed. Essentially, a random
vector follows an NVM distribution if it has a representation as a jointly normally distributed
random vector multiplied with a strictly positive and independent “mixing” random Variableﬂ
NVM distributions belong to the class of elliptical distributions, whose key parameter for de-
scribing the dependence is the correlation matrix. These properties make NVM distributions
attractive for high-dimensional applications, such as modelling the asset returns of a bank port-
folio. For NVM models, we calculate the asymptotic limit of the conditional correlation. Here,
we employ results and techniques from extreme value theory.

It turns out that the limit of the conditional correlation depends on whether the variables in
the NVM model are in the maximum domain of attraction (MDA) of a Fréchet distribution or
the Gumbel distributionﬁ More precisely, consider asset returns A; and A; with (unconditional)
correlation p;; and a risk factor V', whose correlation with each of the asset returns is denoted
by p; and p;, respectively. We show that the asymptotic limit of the conditional correlation of
A; and A; equals

(1.1) pipj + (pij — pips) (@ —1)
\/(PZQ +(1—p?) (a—1)) (pj2 + (1 — P?) (a—1))

if the risk factor is stressed, i.e., if V is truncated at a threshold C, and C converges to —oo.
The parameter « specifies the tail index of the asset returns and the risk factor in the Fréchet
case. The case when the variables are in the MDA of the Gumbel distribution corresponds to
the limit as @ — oo, in which case the asymptotic limit of the conditional correlation between
A; and A; is

a > 2,

Pij — PiPj
V- - o)

'For further stress test methods, see also [Kupiec (1998), Berkowitz (2000) and [Breuer et al.| (2009); for
applications of extreme value theory to stress testing, see e.g.|Longin| (2000) and |Schachter| (2001).

(1.2)

2For example, in structural credit portfolio models, such as CreditMetricsTM, Gupton et al.| (1997)), and
Moody’s KMV, [Crosbie and Bohn| (2002)), the multivariate normal distribution is still the de-facto standard for
modelling log-returns of asset values.

3For example, the increments of certain time-changed Brownian motion models, such as the variance gamma
or the inverse Gaussian processes and certain stochastic volatility models follow an NVM distribution, see e.g.
Madan and Seneta) (1990), Barndorff-Nielsen| (1998)), |(Geman et al.| (2001).

“Essentially, the MDA of the Fréchet distribution consists of the heavy-tailed distributions, such as the t-
distribution, while the MDA of the Gumbel distribution contains mostly light- to medium-tailed distributions,
for example, the normal and the lognormal distributions.
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The limit formula of the conditional asset correlation has a number of interesting conse-
quences. First of all, it shows that for small « the correlations in the NVM model are insensitive
to stress, i.e., the conditional correlations do not differ significantly from the unconditional cor-
relations in heavy-tailed NVM models. In the Gumbel case, on the other hand, the impact of
stress on the conditional correlation is typically much stronger than for heavy-tailed models, in
particular when comparing to the heavy-tailed case with « sufficiently close to 2. The asymptotic
conditional correlation may be either greater or smaller than the unconditional asset correlation
depending largely on the correlations between the risk factor and the respective asset returns. In
particular, when the assets in question are sufficiently correlated with the risk factor, the con-
ditional correlation is typically smaller than the unconditional correlation. Loosely speaking, in
many cases systematic risk is reduced by conditioning on the risk factor, whereas unsystematic
risk remains (a detailed example is given in Section .

The implications of our results are three-fold: first, they shed light on the impact of stress
tests on the correlation of portfolio constituents and associated portfolio diversification within a
model family that includes many commonly used light- and heavy-tailed distributions. Second,
depending on how the conditional correlation obtained from the model reconciles with empirical
observation, one may assess whether the model class is an appropriate model for the dependence
structure. Furthermore, one may incorporate correlation as an additional risk factor and apply
appropriate changes to the correlation itself when applying a stress scenario. We discuss these
applications in our examples.

In a wider sense, our results may be of interest in the context of systemic risk measures,
such as CoVaR and ACoVaR, suggested by |Adrian and Brunnermeier| (2011)), and marginal
expected shortfall (MES), suggested by |Acharya et al. (2010). Essentially, these measures gauge
risk conditioned on certain stress events, such as a bank or the system being in distress. The
(model) effect of such stress events on the correlation between institutions may give additional
useful information when using these measures.

The model behaviour of conditional correlation has also been studied for example by |Boyer
et al| (1999), where formulas for conditional asset correlations are determined for bivariate
normally distributed asset returns, when one of two asset returns is stressed. [Malevergne and
Sornette (2002) consider in addition bivariate ¢-distributed asset returns. These are special cases
of our analysis of the stressed NVM model, in which the stressed risk factor coincides with one of
the assets. In a stress test setup similar to ours, that is, by truncating a common risk factor, Bae
and Iscoe| (2010)) consider a jump-diffusion model in order to achieve an increasing conditional
correlation.

The remainder of the paper is structured as follows: in Section [2] we introduce the model setup
involving asset returns and a single risk factor. We derive a general formula for conditional asset
correlations in NVM models, which is based on some conditional expectations, in Section [3| In
addition, we provide explicit formulas for the cases when the risk factor and the asset returns
are normally distributed and ¢-distributed. In Section [ we investigate the asymptotic limit
of conditional correlation as the truncation of the risk factor tends to —oo. More precisely, we
derive formula for the case when the NVM distribution is in the MDA of the Fréchet
distribution (under some additional moderate assumption) and formula when it is in the
MDA of the Gumbel distribution. In Section [f] we analyse the relationship between correlations
under stress and Value-at-risk in structural credit portfolios. We also provide examples where
the correlation itself is considered to be a risk factor and subjected to change under stress. An
empirical example involving DAX data is given. Finally, we conclude and discuss the results in
Section [6] Appendix[A]provides a brief overview of the concepts from extreme value theory that
are applied in this paper.



2. DEFINITIONS AND PROBLEM

Let V, Aq,..., Ag be random variables on a probability space (€2, A, P). In our setting, V' will
be interpreted as a risk factor, and Ay, ..., Ax may be interpreted as additional risk factors or
as variables that specify asset returns or the credit quality of k assets.

We assume that V) Ay,..., Ay follow a multivariate normal variance mizture (NVM) distri-
bution, i.e., there exist normally distributed variables X, Y7, ..., Y, and a P—a.s. strictly positive
random variable W, independent of X, Y7,...,Y}, such that

(21) V=VvWX, A =vWY, i=1,...,k

We assume in addition that W is integrable and that X and Yi,...,Y} are standardizedﬂ For
i,j € {1,...,k} the correlations of X,Y;,Y; are denoted by

(2.2)  p;:=Corr(X,Y), pij = Corr(Y;,Y;).

It is straightforward to show that Corr(V,A;) = p; and Corr(A4;, A;) = p;j. We shall also
sometimes use the following orthogonalization of Y; on X:

(23)  Yi=pX +4/1 - p2Z;,

where Z; is a standard normally distributed variable independent of X and W.

The NVM distribution encompasses a number of distributions that are commonly used to
model asset returns. Some examples of NVM distributions are the multivariate normal distri-
bution, in which case the mixing variable W is a constant, or the multivariate t-distributions,
when W follows an inverse gamma distribution. When W follows a so-called generalised inverse
Gaussian distribution, then the NVM distribution is a symmetric generalised hyperbolic dis-
tribution. More generally, NVM distributions belong to the family of elliptic distributions, for
which correlation appropriately describes the dependence among the variables. For a general
review of NVM distributions we refer to (McNeil et al., 2005, Section 2.3) and Bingham and
Kiesel| (2002).

Let us consider the situation when V is truncated by C' € R, that is, V' < C and write

(24) PYA) =PA|V<C), AcA,

for the corresponding conditional distribution. In this setting, the random variable V' is inter-
preted as a stressed risk factor with C' the level of stress applied to V.

Let us rephrase the objectives of the paper: we wish to analyse the impact of the stress on
the correlation of the A;, i = 1,...,k. In the special cases of a multivariate normal model
(W =1) and a jointly ¢-distributed model (W inverse gamma distributed), we derive formulas
for conditional asset correlations Corr® (A;, A;), where Corr® is the correlation coefficient under
the measure P¢ (Section . For the general NVM model, we derive the limit of the conditional
asset correlations as C' — —oo (Section [4)).

3. CORRELATIONS UNDER STRESS

In this section we derive a general formula for the conditional correlation Corr®(4;, A;). We
further derive explicit formulas for the case when the variables are normally distributed (Section

and when the variables are ¢-distributed (Section [3.2)).

®Working with standardized variables is not a restriction, as long as we are interested only in correlations.
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F1GURE 1.— Left: Simulated asset returns of A; and As that are jointly normally distributed
with p1o = 0.6 and each with standard deviation 0.2. Right: Samples conditional on V' < —0.3,
where V is normally distributed with standard deviation 0.2, and p; = 0.8 and pz = 0.7.

PROPOSITION 3.1  In the NVM model, and additionally writing EC and Var® for the expectation
and variance under PC, respectively, the conditional correlation of A;, Aj is given by

Var€ (V
Pi Pj 715‘5(15;/)) + pij — pi Pj

(3.1)  Corr%(4;,A;) = .
2 Var® (V) 1 ) 2 Var® (V) 1 2
(pi EC (W) + ( — P )) (pj EC (W) + ( - pj))

C
ar~ (V
Observe that the conditional correlation depends only on the univariate quantity IEC(IEV))
In the remainder of the paper we shall thus concentrate on deriving explicit formulas for this

quantity and for the limit of this quantity as C' — —oo.

ProOF: By the independence of Z; and V, Z; is a standard normal random variable under
PC, so that, by Equation 1D

(32) EY(Z:2)=E(Zi 7)) = 2L Ll
YRR

Also, by Equation (2.3), we have E€(4;) = p; E“(V), so that one obtains

Var®(4;) = p} Var® (V) + (1 = p}) E“ (W)
Cov®(Ai, Aj) = pipj Var®(V) + (pij — pi pj) E“(W).

The claim follows by dividing both the conditional covariance and the conditional variance by
EC(W). Q.E.D.

Let us illustrate the impact of truncating a risk factor on the conditional correlation: The
left plot of Figure [1| shows a scatterplot of 5000 simulated samples representing asset returns of
two assets, A; and As. The asset returns are jointly normally distributed, each with a standard
deviation of 20%, and with a correlation of pjo = 0.6. Let us assume that the assets are in
addition correlated with a common risk factor V', which is also normally distributed with a
standard deviation of 20%, and where p; = 0.8 and py = 0.7. The right plot shows the samples
conditional on V' < —0.3. It appears that the conditional samples are less correlated than

5



the unconditional samples; in fact, their correlation is approximately 0.25. We confirm this
observation analytically below.

3.1. Special case: normal distribution

Let us set W =1, so that V = X and A; = Y; are normally distributed. Denote by ¢ the
standard normal density function and by N the standard normal distribution function.

PROPOSITION 3.2 Let V, Aq,..., A be standard normally distributed. Then,

P C o
(3.3)  Corr(4;, 4j) = pipi Var“ (V) + pij — pi p; ,
\/(Pz2 Var® (V) 4+ 1 — p?)(ﬂ? Var®(V) +1 — p?)

with

_Cg(0) _ (¢(0))?
N(@)  (N(@))*

(3.4)  Var®(V)=1

PRrOOF: The first equation follows directly from Proposition so it remains to prove Equa-
tion (3.4). First, observe that E(V 1fy<cy) = —¢(C), which follows directly from ¢(C) =

JE ¢ (x)dz = [ —x () da. Second, observe that E(V21gy<cy) = N(C) — C ¢(C), which
follows from C ¢(C) = f_coo (z () doz = N(C) — f_coo 2?2 ¢(x) do. The claim is now obtained
via

CE(Vly<ey)  E(V 1<)

2
VarC(V) = EC<V2) - (EC(V)) - P(V S C) - P(V S 0)2

Q.E.D.

Let us illustrate conditional correlation for five examples. The data are given in Table[l} Here,
p12 specifies the correlation between assets A; and Ao, and p; is the correlation between the risk
factor and asset A;, i = 1,2. Since all variables are standardized, the correlation Corr(Z;, Z3)
of the orthogonalization of Equation is given by Equation . In all examples, we have
set p12 = 0.6. In example 1, the first asset coincides with the risk factor. In examples 2 and 3,
both assets are quite strongly correlated with the risk factor. In example 4, both assets are only
weakly correlated with the risk factor, and in example 5, A; is strongly correlated with the risk
factor, while the correlation between A, and the risk factor is low. The conditional correlations
as a function of the truncation level are shown in Figure [2l When the dependence of both assets
on the risk factor is sufficiently high, the conditional correlation decreases as the truncation level
decreases. For example, assume that V' denotes the return on an equity index and let A; and
Ag be the returns on two index components. Clearly, a negative return smaller than C' on the
equity index return V translates into a strong negative return on two index constituents A; and
Ao. However, conditional on V' < C, the correlation between A; and Ay is now driven mainly
by the correlation between the specific components Z; and Zs, as demonstrated in Figure
In fact, we show in Section that the conditional correlation converges to Corr(Z;, Z;) as
C — —oo. This also explains why in Example 5 the conditional correlation increases with the
stress level. For example, there could be a second risk factor driving the correlation of Z; and
Z9. This second risk factor becomes more dominant as the stress level increases.

6



TABLE 1
EXAMPLE PARAMETERS.

Example pi2 p1 p2  Corr(Z;, Z;)

1 0.6 1 0.6 0
2 0.6 0.8 0.7 0.093
3 06 06 0.6 0.375
4 0.6 0.1 0.1 0.596
) 0.6 0.7 0.02 0.82
1 \ \ \ \
example: 1 ——
D R
0.8 Frm==mmmmmmmen B B 1
= Ao
06 R
=
L:: 0.4 ¢
3
O
0.2
0

-14 -12 -1 -08 -06 -04 -02 0

truncation point C'

F1GURE 2.— Conditional asset correlations when V, Ay, A5 are normally distributed. The risk
factor V' has a standard deviation of 20%; for example, one may think of C' as the truncation
level of an equity index return with volatility 20%.

3.2. Special case: t-distribution

The class of multivariate t-distributions is frequently used in the finance industry to model
random variables with heavy tails. We derive an explicit formula for conditional correlations in
t-distributed models. As outlined above, it is sufficient to calculate Var®(V)/E€ (W), which can
be expressed in terms of beta functions.

PROPOSITION 3.3 Let V, Ay, ..., A follow a multivariate t-distribution with parameter v > 2
denoting the degrees of freedom. Then, for C' <0,

Var(V)  E¢(V%) -E¢(V)?2  f(».C)

EC(W) EC(W) 9(r,C)’
with
4 y v—1
v v—2 3 <C2+V)
10,00 =B (i 5y -
C +v 2 2 (V—l)QB (CQV+V;%’%>
vr—2 1 v .v—2 1
.0) B4y (B (Tai)—3<mvT7§))
W)= v—1 ’
where B(y;a,b) := [ t*~1(1 —t)>=1 dt is the incomplete beta function and B(a,b) := B(1;a,b)

is the beta functzon



PROOFH For n € N, n < v, and for C' < 0 we first show that the conditional moments of V'
are given by

(1) v B (o 5t )
. 1
B (CQVJrz/’ %’ 5)

Since V is t-distributed, we have

(3.5)  EE(V") =

ffmxn CCQVV Cde
(36) E(V'ly<q) = (=)

Integration by substitution with variable transformation z = — (% — 1) v yields
C v+1 v
n 1% 2 ]_ n n+1 /C2+V n—1 v—m—2
dr = = (-1 2 1-— 2 d
/Oow <$2+V> z=5(=1)" ; (1-y) 2y y
1 n+1 v v—mn n+1
37 = —(—1 n 2 B . .

By combining Equations (3.6 and (3.7)) we obtain

(1B (s 45 24
)

2B (
e s _ v .v 1 v 1 : :
Dividing by P(V < C) =B ( ) / (2B (5, 5)) yields Equation 1}

E(V"ly<ey) =

SN

Y

VAN

C24v> 272
A simple representation can be obtained for the first conditional moment E€(V): it is an
immediate consequence of the definition of incomplete beta functions that

v—1

g 2e)
B2t :/Czﬂt”f‘ldt: cr)
CQ+V 0

2 v—1

and therefore

1—v

2(C? +v) 7 v2
(1_’/)B<C2L+V;%,%>

(3.8)  EY(V)=

Turning to the calculation of the conditional mean of W we now show that, for C' < 0,

10 EC () — yB(g,%)_V(B(VTQ’%)_B<C++V5VT_27%>> B v vl
(3.9) (W) = v—2 v—1 / C24+v'2°2)"

SWe are grateful to an anonymous referee whose suggestions significantly simplified the initial proof, which
was based on hypergeometric functions.



Since X and W are independent and v/W follows a chi-square distribution with v degrees of
freedom, we have

E(Wly<cy) =E (W 1{Xs€/¢v7})
= VE =5\ [2-v/2e-u/2y 5 o
LI (= ( )
o(—v—1)/2,, C\/: _T vy
/ / y2 “dxdy.

Integration by substitution with variable transformation x = —/z yields

o OV o, o oo T 5o
/ / e 2 yy2_2dxdy:/ / idzdy.
0 J-oo o J 2z

For the function

/ / Ty

we use the representation F(t) = )+ fo F'(z) dz and obtain
0o oo TU=Z v _o Q%SI’ v—1 c? (z +1 %_%
0 c2y 2\/2 1% 0 %
Integration by substitution with variable transformation = = — (1 — %) v yields
c2? [z 1 v 1 v—4
Z+1)2 2 -2 1 -2 1
/ (Vs)ndm—/ Z2ydz—y<B(V7> B( QV L, ))
0 \6 . V1—=z 2 72 C2+v’ 2 72

By combining the above equations we obtain

E(W1lwy<cy)

- W”F . (ﬁr(’;—1)—r<”;1> <B<”;2;>—B<C2V+V”;2;>>>
vl (%)

The basic identities

T(1/2) = /7, T(a+1)=T(a)a, B(a,b) = T(a)T(b)/T(a +b),

can now be used to simplify the above representation of E (W 1{V§C})3

E(Wl{vﬁc}):2y_4_ 2( _1)B(1/ 1)

Dividing by P(V < C) = B (a#7:%.3) / (2B (5, 4)) vields Equation (3.9).
The representation Var®(V)/EC(W) = f(v,C)/g(v,C) is now an immediate consequence of

Equations , and . Q.E.D.
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FiGURE 3.— Conditional asset correlations when V, Aq, As are t-distributed with parameter
v =4 (left) and v = 10 (right). The risk factor V' has a standard deviation of 20%.

Examples of the conditional asset correlation for ¢-distributed models with parameter v = 4
and v = 10 are given in Figure [3] As before the examples refer to the data in Table[l] As in the
normally distributed case, the conditional correlations increase or decrease depending on the
correlations with the risk factor V. In the more heavy-tailed case (v = 4), the effect is much less
pronounced than in the less heavy-tailed case (v = 10), which is in turn less pronounced than
the normally distributed case. In other words, correlations in ¢-distributed models with rather
heavy tails are quite insensitive to stress, whereas correlations in normally distributed models
are much more affected by stress.

4. ASYMPTOTIC LIMIT OF CORRELATIONS UNDER STRESS

In this section we derive asymptotic limits for conditional correlations as the truncation level
C tends to —oo. Using Proposition limes— oo CorrC(Ai, A;) is determined by

. Var9(V)
@1 lm pemr

if this limit exists. For normally distributed V' the limit can be computed using only
properties of the normal distribution; see Section [£.1]

More generally, it turns out that essentially the limit exists whenever V' is in the maximum
domain of attraction (MDA) of some extreme value (EV) distributionm A random variable X
is in the MDA of the distribution H if H is non-degenerate and if a scaled and normalized
distribution of the maximum M, of n iid copies of X converges to H. The limit distribution
H is one of the Fréchet, Gumbel or Weibull EV distributions. We write X € MDA(H) (or
F € MDA(H), where F' is a distribution function) to mean that X (F) is in the MDA of H, cf.
Appendix [A]

The limit depends on whether W is in the MDA of the Fréchet distribution, in which
case V is in the Fréchet MDA, or whether V is in the MDA of the Gumbel distributionf] We
treat the two cases separately in Sections and respectively.

The following result, required later, holds for all NVM-distributed variables.

"Basically all continuous distributions commonly used in statistics are in the MDA of some EV distribution,
see (McNeil et al., |2005| Section 7.1).

8The case that V is in the MDA of the Weibull distribution does not arise, as all distributions in this MDA
have a finite right endpoint.
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1 T
LEMMA 4.1 On R\ {0}, V has a density, given b z)=FE(— — .
\ 1o} " v i) <¢W (\/W»

Proor: We have

Fy(z) =P (\/WX < a:) —E <P <X < V%‘W)) —E <N <\/CCW>> .

For every x > 0, the family of derivatives of N(z/y/w), w > 0, is locally bounded (that is,
there exist a neighbourhood U of x and a constant M such that for all © € U and for all w the
derivatives are bounded by M); this follows from the continuity of the derivatives in x and w
and by observing that the limits tend to zero as w — 0 and as w — oco. The claim now follows
by the Fundamental Theorem of Calculus and by Dominated Convergence. Q.E.D.

4.1. Special case: normal distribution

Let us first analyse the case of jointly normally distributed V and Ay, ..., Ay (that is, W = 1).
Although this is a special case of V in the MDA of the Gumbel distribution, we examine this
special case separately as it requires only properties of the normal distribution, whereas the
more general result relies on techniques from extreme value theory.

PROPOSITION 4.2 Let V be a standard normally distributed random variable. Then,

lim Var®(V) =0.

C——o00

By inserting this into the formula for asset correlations, Equation (3.1)), resp. Equation (3.3)),
one immediately obtains the limit of the conditional correlation:

COROLLARY 4.3 Let V,Ay,..., A be jointly normally distributed. Then, for |p;| < 1 and
lpjl <1,

(4.2)  lim Com®(A;A;) = —LIZ Pl _ Cor(Z;, Z)).
o NCRVARY)

If either |p;| = 1 or |p;| = 1 (but not both), then lime_,_o Corr®(A;, Aj) = 0. If p; = pj = +1,
then imeo_s_ oo CorrC(Ai, Aj)=1.If py = —p; = £1, then limco_,_ CorrC(Ai,Aj) =—1.

According to Equation (4.2]), the correlation under stress of A;, A; converges towards the
correlation of the residuals Z; and Z; obtained by regressing Y; and Y; on X.

PROOF OF PROPOSITION .2t The claim follows from Equation (3.4), if we show that]’

. Co(C) | ¢(C)?
@3) MmNy TNz

Let C < 0. We shall use the identity N(C') = ¢(C) f(C), for C < 0, where f is the continued
fraction

=1.

1
f(C) = i 7
o _C+70+f P

9Tt is known from (Sampford,[1953) that for C' < 0 the expression in brackets is in (0, 1) and strictly decreasing.
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see (Abramowitz and Stegun) 1972, Equation 26.2.14). We obtain

Co) o _ ¢ 1 _ ¢ !
—C+IV% —Ct+—=—F=
2
1 1
=C |-C+ + |—C+
~C+ =& —C+ = ]
1 1
=|-C+ C—-C+
—C+ = —C+ =&+ ]
C 1 ’ 2 1 ?
= + 1— —% ] :
—C+ —02+ . C+ 702+- —C+ 702+--- —C+ *CQJF"'
. 1 1 2 2 .
Observing that ————5— < el and ot < el for C < 0, Equation

C+

4.3) is
obtained by taking the limit. .

Q.E.D.

Figure [4 shows the asymptotic asset correlation for the examples of Table [[] where the nor-
mally distributed case corresponds to the figure labeled “(Gumbel)”.

4.2. W and V in the Fréchet MDA

Let us assume that W € MDA(®,/) (i.e., W is in the Fréchet MDA with tail index «//2),
with a > 2. Lemma below establishes that V' € MDA(®,). Hence, the tail distribution
function Fy (z) = 1 — Fy/(x) is regularly varying (at co) with index —a and can be represented
as Fy(z) = 27 L(x), for some slowly varying function L. Some members of the Fréchet MDA
are the ¢-distribution, the Pareto distribution and the inverse gamma distribution.

LEMMA 4.4 If W is in MDA(®,)2), then VW and V are in MDA(®,). Furthermore,

PrRoOOF: By Theorem in the Appendix, Fyy can be written as Fyy(z) = x~*/2L(x), for
x > 0 and some slowly-varying function L. From F\/W(x) = Fy(2?) = 27°L(2?), we obtain

that vW € MDA(®,). The claim then follows directly from (Breimanl |1965, Proposition 3 and
Equation (3.1)) or (McNeil et al., |2005, Theorem 7.35). Q.E.D.

The main result of this section is the following proposition.
PROPOSITION 4.5 Let W € MDA(®,/2), a > 2. Then,

C
lim Var® (V) _ 1

C——o00 EC(W) a—1

By inserting the previous result into Equation (3.1)) we obtain the asymptotic limit of
Corr® (A, A;) for heavy-tailed factors:

12



COROLLARY 4.6 Let W € MDA(®,/2), with a > 2. Then

Jim Corr(4;, 4;) = —— pi p];r (pij — pi ij) (o — 1)2 |
o \/(Pi+(1—Pi)(a—1))(pj+(1—pj)(a—1))

If V is t-distributed with parameter v (i.e., W follows an inverse gamma distribution with
parameters v/2, v/2), then the formula above holds with ov = v. Observe that as a approaches
the value 2, the limit correlation tends to p;;, which is just the unconditional correlation. In
other words, when the tail is very heavy, then correlations are unaffected by stress testing.

Figure |4| shows the asymptotic correlation (for the heavy-tailed case as derived in Corollary
as a function of the tail index « for the five examples of Table [Il This illustrates once again
that the sensitivity of conditional correlation to stress increases with the tail index «. In other
words, the greater «, the greater the deviation from the unconditional correlation.

For the proof of Proposition [4.5| we need the following auxiliary result first.

LEMMA 4.7 Let X be a non-negative random variable with distribution function F' and with
F(z) > 0. IfE(X*) < 00, k >0, then
a E—1

E(Xk|X>x):xk+k/m%

Moreover, if X € MDA(®,,), then, for k < a, E(X*) < oo and

dy, x> 0.

k
lim E(X* X > x) __«a

500 zk a—k

PrROOF: We have E(X*|X > z) = E(X* 1{x>4})/F(x). For the numerator we obtain that

oo
E(X"1{xsy) = 2" F(z) + / ko1 F(t) dt,
x
e.g. by (Kallenberg, 2001, Lemma 3.4), and the first claim follows.
For the second claim, observe first that E(X*) < oo if k < «, see (Embrechts et al., 1997,
Proposition A 3.8). Let L be the slowly varying function defined by F'(x) = x=*L(z). Applying
Karamata’s Theorem (Theorem [A.5)), yields

E(X*| X E [ yF1=L(y)d
i BXAX>2) kLT Wdy o

T—00 zk T—00 rh—a L(x) a—k

Q.E.D.
PROOF OF PROPOSITION [£.5: First, let us show that
Var® (V) e

4.4 li = .
(44) - Jm — (a—2)(a—1)2

Note that V' = v/W X is symmetric about 0, that is, Fy/(x) = Fy/(—z) for all 2 € R. Hence,

ovar(v) . E(VAV <O) - [EV|V <))
CE)IIIOO C? - CE)IEOO C?
. E(VAV > 0) - [E(V|V > C)
= lim
C—oo C?

2
_a [ a
Ca—2 <a—1> ’
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where the last step follows from Lemma and Equation (4.4]) follows.
Second, let us show that
EC (W) e!
4.5 li =
@s5) A = T G e o)
Observe that, for C > 0, E=¢(W) = E(W|VWX > C). Now choose a nonnegative sequence
(¢n)n>1 such that ¢, — 0o as n — oo, and write

E-ce(W) _ . EWVWX>e) _  EOV1mys.,y)

Jim =g = Jim SRS i
E (W 1(ixse 1 X)
Ch V(CTL)

In order to exchange the order of limit and expectation, we must show that the sequence of
random variables G, (X), n > 1, defined P-a.s. by

E (W 1wzl X)
c2 Fy(cp) ’

is uniformly integrable and that G, (X), n > 1, converges P—a.s.. To establish uniform integra-
bility we have to show that

Gn(X) :=

n>1,

(4.7 [}Hnoo hmsup/ Gn(7) 14g, (2)>py N(dz) = 0.

Let L be the slowly varying function that satisfies Fy/(z) = x~“L(x), with « the tail index of
V.
First, choose C' > 0 such that for all ¢ > C the following four conditions are satisfied:

E(W|VW > ¢) oo

(4.8) 2 s 5 th
(49)  Fap(@E (X1xs0)®) < 2Fy(c),
(4.10) 2 Lle/w) <2 0<z<1
' L(c) ’ ’
(4.11) xa;fs)c/x) <2z97h 1<z <¢/C.

The existence of C satisfying Conditions (4.8) and (4.9) follows from Lemmas and
Conditions (4.10) and (4.11)) are a consequence of Theorem with parameters e = 1 and

0 =a—2 for 1D and e =1 and § =1 for (4.11)).
Now, let ¢, > C and x < ¢, /C. Then, by Equations (4.8)) and (4.9),

K (W 1{\/W5L"20n}> o fcc:lo/x w2 F\/W(dw)
cz FV(Cn) a cz FV(CH)

(Cn/x)ZF\ﬁ(Cn/x) (cn/2)? F s (cn /)
)F\ﬁ(cn/l‘)
22 Fy (cn)

z*” ZL(Cn/x)
Len) 7

Gn(x) =

IN

H(o >FV(’“’”/ ) _ H(a)™

22 Fy(cpn)

IN
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2 Q
where H(«) : < + 1). Hence, by Equations (4.10]) and (4.11]),
E((X1{x>0))®) \a—2
2H (o) 0<z<1,
(4.12)  Gu(z) <{2H(a)z* ! 1<2<e¢,/C,
C%Ii—g[zzn) x> c,/C.

By Equation (4.12) we obtain

cn/C
lim lim sup/ Gn(7) 14a, (x)>py N(d7)
0

D—oo n
1
< lim 2H () 142 (a)>py N(dz)

D—o0 0
. * a—1 —
—|—Dl£r(1)o . 2H(a)z*" 1ap(a)ze—1>py N(dz) = 0.
Finally,
Jim limsup e Gn(2) 146, (2)>py N(dz)
E(W) ~
< hm hmsupl ———— |1 —=N(c¢,/C
{212(“:’) >D}C%Fv(cn) [ (en/ )]

<hmsup },E () ) [1—N(c,,/C)]

) E(W) N(c,/C) eren
= lim nsup 2 Py (cn) M

=0,

where A > 0, and where the last step follows, since the numerator vanishes in the limit, while
the denominator tends to oo, see Lemma This completes the proof of uniform integrability,
that is, we have established Equation .

It remains to evaluate lim,_,o G, (X). For any = > 0,

w? F dw
nh_)rgo Gn(x) = 7}1_{20 fcn/zcz Fv(c\/:?)( )
= lim [( f::/xw2F\/W<dw) ) ( C%FV(Cn) >]
n—00 (cn/x)Q F\/W(Cn/l‘) (Cn/l’)2 F\/W(cn/x) .

By Lemma [4.7] we obtain for the limit of the numerator,

(et o)\
(cn/)? F pp(cn/z) ) a—2

For the denominator, application of Lemma and the definition of regularly varying functions
yield

n—oo

. FV(Cn) - Fv(cn) . 1:_2 F\/W(Cn)
n=00 (cn/2)2 F gp(cn/7) — n=o | F p(en)  F p(ca/z)
=B ((X1{xz0))7) -2~
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FIGURE 4.— Asymptotic asset correlations as C — —oo.

Hence,

X1 a—2
lim Go(X) — — (X 1ee0)

Jim TEDL ((Xl{Xzo})a) P-as..

Finally, taking expectation (continuing Equation (4.6)), we obtain

aB (X1px0)*™) a
(@ =2)E (X1{xsp)?) (a—1)(a=2)

(4.13) E [nllnéo Gn(X)} -

where the last equality follows, because by partial integration

/OO z* ¢(x)de =

0 a+1

/ T2 ¢(x)dz, a>0.
0

Since Equation (4.13) holds for any sequence (cy)n>1, we have established Equation (4.5).
Combining Equations (4.4]) and (4.5) completes the proof. Q.E.D.

4.3. V in the Gumbel MDA

Let us now consider the case when V is in the MDA of the Gumbel distribution. The MDA of
the Gumbel distribution comprises a wide range of distribution functions, such as the lognormal,
exponential, and the normal distributions.

The following proposition is the main result of this section.

C
PROPOSITION 4.8 Let V € MDA(A). Then, Tim 22 V) g

C——o0 EC(W)

The corresponding formula for asset correlations is obtained by inserting this expression into

Equation (3.1)).

COROLLARY 4.9 Let V€ MDA(A). Then, for |p;| <1 and |p;| <1,

(4.14) lim Corr®(4;, A;) = Pij — Pipj = Corr(Z;, Z;).
o ORI
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If either |p;i| = 1 or|pj| = 1 (but not both), then limeo_,_o, Cort® (A, A;) = 0. If |pi| = |p;| = +1,
then limg_, _ o Corr® (A4;, Aj)=1.If py = —p; = £1, then limc_,_ Corr® (4, Ay) = —

The asymptotic correlations for the examples of Table [[] are given in Figure [4
For the proof of Proposition we need the following properties of the tail function Fy ()

of V. Observe that from the first part of Lemma [£.7] one obtains a “mean excess function for
higher moments”, in the sense that

o0 k 1F
(4.15) E(WV* —zF|V > ) —k:/ V dy, x> 0.

Furthermore, it follows from Theorem that for Ve MDA(A)

. J& Fy(x)de
4.1 lim ¢ """ —
(@16) - Am ey Y
(4.17)  lim rFy(z)dr = 0.
C—o0 C

°C Fy(r)d
LEMMA 410 Let V € MDA(A). Then. lim Jo Clv(z)de

= =1.
C—oo [ x Fy(z)da

PrROOF: The denominator vanishes, see Equation (4.17)). Furthermore, the numerator is strictly
smaller than the denominator, so it vanishes, too. By Lemma Fy is continuous and therefore

d < _
/ xFy(x)de = —CFy(C)#0, C>0,
dC Jo

2 CFy(z)d
‘J}COO FV((l')dLU are satisfied:
o T Fy(z)dz

J& F(z)da — CFy(C) — fim 1 fcoofjiv(az)dx

C =00 fgoxFV(x) dz C~>oo —CFV(C) C—oo CFy(C)

so that the conditions for applying the rule of L’Hospital to

But the last term vanishes, see Equation (4.16)). Q.E.D.
PROOF OF PROPOSITION [4.8 By symmetry of V, we may equally show that

Var(VIV > C)
EW|V >C)

Let C' > 0 and write Var(V |V > C) in the form

4.18 1i
(4.18)  lim

Var(V|V > C) = C? +E(V2-CYV > C) — (C+E(V = C|V > O))?
=E(V2-CYV >C)—2C0E(V -C|V >C)—(E(V —-C|V > C))*.
We divide each component by E(V? — C?|V > C) and analyse the limit for C — oo: by

Equation (4.15) and Lemma m

i 2CE(V-C|V>0C) . J& C Fy(x)da
C—o0 ]E(V2 C2|VZC) _C—>oo fcooxﬁv(l‘)dx

= 1.

Furthermore, as C — oo

(E(V-C|V>C)* EV-C[V>C) 2CE(V -C|V>C)
E(V2-C2|V >C) 2C E(V2—C2|V > C)

— 0,
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— > CF d
since EV-CV=0) Jo Fy(x)dx

20 20Fy(C)
By combining the equations above we obtain

vanishes, cf. Equation (4.16]).

lim Var(VIV >C) 0
Coo E(V2 - C2|V >C)

For completing the proof of Equation (4.18]) we show that

(4.19) E(V2-C*HV > ) ~2E(W|V > C).

From E(Wlgy>cy) =E (E(Wl{\/WXECﬂW)) =E (WN (\/OW)) we obtain

E(VZ-CYV >C) J& @ Fy(z)da _ [ @ Fy(z) da

BV 20— BWivse)  E(WN ()

Both the numerator and the denominator vanish as C' — oo; for the numerator this follows from
Equation , and for the denominator this follows by Dominated Convergence. We apply
the rule of L’Hospital (where the derivative of the denominator is obtained by applying the
Dominated Convergence Theorem) and further the identity (derived by partial integration)

o0

o) = | "y o(y)dy = =N(z) + | Swa.

xT

and obtain
CR(C) CFy(C)

E(\/Wqﬁ(\/%)) - E(CN(%) +\/Wf(‘§WN(y)dy>'

Finally, it follows from Fy(z) = E(N(z/vVW)), z € R, that

C Fy(C) ___ CK(O)
E(ON (%) + VW [Sw N dy)  CHVO)+ o Frly) dy

— 1,

as C' — oo, where the limit is a consequence of Equation (4.16)). This establishes Equation (4.19))
and completes the proof. Q.E.D.

REMARK 4.11 Since we have used only properties of the class of rapidly varying functions,
to which the distribution functions with infinite right endpoint in the Gumbel MDA belong,

Proposition [4.8 can be generalised to “If FV is ra dly va, y the li 71.0( ) =0
I 171011 4. 1 nerali 1S rapi Ty n 11m o

5. EXAMPLE: APPLICATION TO STRESS TESTING

Let us demonstrate how the results from the previous sections can be applied in practice. The
initial motivation for analyzing correlations under stress is to better understand the results of
stress tests performed in financial institutions. A typical example of a credit portfolio stress test
is presented in |[Bonti et al. (2006), where a sample investment banking portfolio consisting of
25,000 loans is modelled in a structural credit portfolio model, see Merton| (1974)). In the Merton
model, firm i defaults if its asset value A; (at some fixed time horizon) falls below a threshold
D; € R, chosen such that P(A; < D;) equals a given probability of default. Bonti et al.| (2006])
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specify the dependence structure of the asset variables via 75 systematic factors that represent
geographic regions and industries. The factors are assumed to be normally distributed, which
is still industry standard in credit portfolio modelling. The stress scenario is implemented by
truncating one of the systematic factors, the risk factor for the automotive industry.

The results of the stress test reported in Bonti et al. (2006 show a pattern that is often
encountered: the relative impact of the stress on the expected loss of the portfolio, i.e., the mean
of the portfolio loss distribution, is much stronger than on the value-at-risk of the portfolio. In
the specific stress test, the portfolio EL increased by 56% whereas the 99.98% VaR increased
by 19% only.

The correlation formulas derived in the present paper provide insight into the behaviour of
these risk measures under stress. First of all, note that the systematic country and industry fac-
tors typically show high positive (unstressed) correlations, which induce positive correlations of
systematic factors and asset variables of the individual counterparties. In a normally distributed
model, these correlations are significantly reduced under stress as illustrated in Figure [2] It is
therefore not surprising that the increase of the stressed VaR, which strongly depends on the
asset correlations in the stressed model, is less significant than the increase of the stressed EL,
which only depends on exposure and stressed default probabilities.

In addition to the analysis of stress tests, the formulas for correlations under stress can be
used to design new meaningful stress scenarios, where the conditional correlation is set to an
appropriate value, such as an empirical conditional correlation. We provide two examples of
credit portfolio stress tests for illustration.

Both stress tests are implemented in a structural credit portfolio model with NVM-distributed
asset variables as specified in and . We make two simplifying assumptions, which, how-
ever, do not affect the qualitative behaviour of the results: First, we assume that the correlations
of X and Y; and the correlations of Y; and Y; are homogeneous, i.e., there exist p, p such that

(5.1)  p=Corr(X,Y;), p*=Corr(Y;,Y;)

for all i,7 € {1,...,k}, i # j. In this case, the asset variables A; := VWY, i = 1,...,k,
can be conveniently represented by the systematic factor V = vIWX (was: X), an additional
systematic factor vIWWY (was: Y) and k specific factors vVWe1,...,vVWey (was: €1,...,€5),
where X,Y,¢e1,...,e (was: all of which) are standard normally distributed and independent:

(5.2) A =VW (p <2X + WY) +/1- ﬁ%i) .

It is easily seen that Corr(vW X, 4;) = Corr(X,Y;) and that Corr(A;, A;) = Corr(Y;,Y;).

As a second simplification, we consider only credit portfolios consisting of loans with identical
default probability p and we assume that the portfolios are infinitely granular with equally
weighted loans. In the normally distributed case, this leads to the well-known Vasicek formula,
Vasicek| (1991)), which is the basis for the Basel 2 formula for regulatory capital for credit risk.
The Vasicek formula is easily generalised to normal variance mixtures, in which case the portfolio
loss is given by

k D/VW — (p/pX +/1 = p2/p? Y)
(5.3) = lim. - g lia,<p} = N P-a.s.,

where N denotes the normal distribution function and D is the truncation threshold that yields
a default probability p, i.e., P(A; < D) = p. Both the Vasicek formula and Equation follow
from the Strong Law of Large Numbers by conditioning on W, X and Y, and from Fubini’s
Theorem; for further details see e.g. (Bluhm et al., 2003, Proposition 2.5.4).
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F1GURE 5.— Top row: normally distributed asset returns; bottom row: {-distributed asset
returns (v = 5). Left column: Unconditional correlation p? vs. conditional correlation pZ, for
different stress probabilities; middle column: VaR for different stress probabilities; right column:
VaR for different stress probabilities with correlation stressed. Stress probabilities: solid line:
unstressed; small dashes: 10%; wide dashes: 1%; dash-dot-dash: 0.1%.

Note that Equation illustrates another interpretation of the general NVM model: instead
of NVM-distributed systematic and specific components with a common mixing variable, which
introduces dependence between the two components, one can think of normally distributed
independent components and a stochastic default threshold D/v/W.

5.1. Stressing the correlation

In the first example, we choose a one-factor model with uncorrelated specific components,
that is, the asset variables are given by Equation with p? = p? = Corr(4;, A;) for any two
assets 7, j. We set the default probability to p = 0.005, and we examine value-at-risk (VaR) at
the 99.9% level for different correlations and stress levels. The truncation threshold C' is chosen
according to given stress probabilities of 10%, 1%, 0.1%, that is, P(V < C) € {10%, 1%, 0.1%}.
We consider both a normally distributed model and a t-distributed model with parameter v = 5.

In the middle column of Figure |5, the unstressed and stressed VaR’s are shown as a function
of the unstressed correlation p?. As can be seen, VaR increases with the stress level and with
p?. Furthermore, VaR is greater in the t¢-distributed case than in the normally distributed case.

In these stress scenarios the dependence structure is specified via unstressed correlations.
It is ignored that correlations under stress may behave differently than implied by the model.
The formulas for conditional correlation derived in the previous sections can be applied to set
the conditional correlation to a target value rather than relying on the values implied by the
model. The left column of Figure [5|shows the mapping of asset correlation p? to the correlations
under stress CorrC(Ai, Aj) =: p%. This allows for choosing target correlations under stress by
inserting appropriate unstressed correlations into the model. With the formulas for conditional
correlation derived for normally and t-distributed random variables one can make the notion
of a stressed correlation precise, whereas for the more general normal variance mixtures the
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asymptotic correlation may be used to derive the unstressed correlation.

Thus, in a second step, we consider the correlation itself as an additional risk factor subjected
to stress. Here, we employ a “constant correlation” assumption in the sense that we require
the target conditional correlation to equal the original unstressed correlation. The resulting
VaR’s under stress are shown in the right column of Figure [5 Since in our example conditional
correlation decreases with increasing stress, these stressed VaR’s are greater than the stressed
VaR’s in the first case. In particular, under high stress, VaR increases to 1, the notional amount
of the portfolio, even for moderately low correlations. On the other hand, the differences in
expected loss, which corresponds to the probability of default, between the two stress scenarios
are relatively small compared to the differences in VaR.

The example gives an explanation for the observation of the relatively moderate increase of
VaR under stress compared to EL mentioned at the beginning of the section. It confirms that
decreasing conditional correlation in light-tailed models is a key driver of this behaviour. More-
over, we demonstrate that choosing a heavy-tailed distribution or that stressing the correlation
in an appropriate way mitigates the problem.

All calculations were done by simulating the risk factor. For each given stress probability,
100,000 simulations fulfilling the condition {V < C} were drawn. To assess the quality of
the estimates we calculate the sample standard deviation of the VaR estimator assuming a
correlation of 0.5 by simulating the estimator ten times. The resulting standard deviations are
within 2% of the VaR figure in the normally distributed case and within 1.2% in the ¢t-distributed
case.

In the above setup, one may also consider one of the assets as a risk factor. Truncating the
asset return at its default boundary and providing the correlation under stress may be useful
for studying contagion effects.

5.2. Empirical example

In contrast to the first example we now implement stress scenarios in the unrestricted two-
factor model and calibrate model parameters to empirical data, consisting of rating data
and equity time series of the DAX and its 30 constituents. The default probability p that enters
the Vasicek formula is set to 0.058% (i.e., 5.8 basis points). This value is derived from S&P
credit ratings of the DAX companiesm Taking the DAX return to be the systematic factor, the
correlation parameters are calibrated to historical equity data, i.e., to daily returns from the
DAX index and its n = 30 constituents ranging from 5 February 2001 to 20 December QOHE

10The credit ratings are mapped to one-year default probabilities, using cumulative default rates of European
corporates from 1981 until 2010, [S&P| (2011). The default probabilities are in turn mapped to hazard rates,
of which a weighted average is calculated. From this, an average default probability of 0.00058 is determined.
Three names do not have a credit rating, making up a total of 9.62% of the DAX, which we simply ignore in our
calculations.

"Since the time series data are typically not iid, one can consider applying a GARCH filter to each time
series. This entails fitting each time series to a GARCH model and dividing each return by its corresponding
volatility estimate from the GARCH model, yielding anythe so-called innovations, which are assumed to be iid.
Each innovation is then multiplied with the volatility forecast for the next time period. Under the assumption
of iid innovations, this yields a sample of iid returns. We refer to e.g. (Barone-Adesi et al.| [1998), (McNeil and
Frey}, 2000), (Alexander and Sheedy| [2008]) for further details on GARCH filtering.
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FIGURE 6.— Average correlations under stress p2, = Corr®(4;, A;) (left), resp. pZ =
(Corr®(V;, A;))? (right); solid line (small dashes): assuming constant p? and 5> and normally
distributed (t-distributed) asset returns; wide dashes: p%, resp. pZ, implied by the data.

The average (unstressed) correlations are given by

p = Corr(V, A4;) Zpl—06161

1
= Corr(Ai, 4j) = —— SRSy Z Z pij = 0.415.
i=1 j=1+1

Note that p = 0.6442 and that p? = 0.3796.

We use the formulas for conditional correlation to calculate the correlations under stress for
p? and p? as estimated for both the normal distribution and the ¢-distribution, where in the
latter case we set v = 3.46, which is the average tail index estimated from the DAX returns.
In addition, we calculate average empirical correlations when the DAX is subjected to stress.
As can be seen from Figure [ the empirical conditional correlation behaves differently than
the conditional correlations in both the normally distributed and the ¢-distributed case. For
thresholds close to 0, the empirical conditional correlation is similar to the t-distributed case.
For more severe stress the empirical conditional correlation is smaller than in the ¢-distributed
case, but still greater than in the normally distributed caseE Of course, as the stress increases,
the sample size decreases. The actual number of samples under conditioning ranges from 74 at
C' = —0.035 to 1069 at C' = —0.0025 (the total number of returns is 2769).

We calculate VaR under stress for p? and p? as estimated for both the normal distribution
and the t-distribution. We repeat the calculations, but now with the empirical conditional
correlations. For this we back out unstressed correlations from the empirical stressed correlations
p% and ,5% that need to be fed into the model to produce the target correlations under stress.

The resulting EL’s and VaR’s are shown in Figure In the normally distributed case
the lower conditional correlation (compared to the empirical conditional correlation) translates

120bserve that one should not necessarily expect that conditional correlations increase with the level of stress
applied. This so-called correlation breakdown refers to an increase of dynamic correlations in stressed markets and
has been verified empirically in different markets, see for example [Longin and Solnik| (2001)), [Loretan and English
(2000)), /Ang and Chen| (2002)), |/Ang and Bekaert| (2002), |Kim and Finger| (2000). It has gained wide interest as it
annihilates the risk reducing effect of a well-diversified or a hedging portfolio when it is needed most, namely in
a stressed market. The association of conditional correlation with correlation breakdown is not straightforward:
one cannot necessarily deduce from the behaviour of conditional correlations that correlations change with time
or state. This point is discussed in detail in [Boyer et al.| (1999)).

13All calculations are done by Monte Carlo simulation with 500,000 simulations fulfilling {vWX < C} for
each truncation level C.
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FIGURE 7.— EL (left) and VaR (right) for the DAX portfolio under stress. Top: normal
distribution case; bottom: ¢-distribution case. Solid line: Assuming constant p? and p?; dashed
line: setting pZ and pZ to the values determined from the data.

into lower stressed EL’s and VaR’s (see top graphs of Figure . Thus, imposing the empirical
conditional correlations rather than using the unconditional estimates gives a more prudent
estimate of risk under the stress scenario. For the t-distributed case, the impact of the correlation
parameter turns out to be more moderate: in line with the correlation analysis in Figure [6] the
stressed EL and VaR figures turn out to be similar for truncation levels greater than —2% (given
the scarcity of data, a clear interpretation for lower truncation levels may be difficult). Hence, in
this example the t-distributed model provides a consistent framework for modelling unstressed
as well as realistic stressed correlations.

6. CONCLUSION

We study correlations in truncated NVM distributed models. The main motivation for our
analysis comes from stress testing. Stress tests on bank portfolios have gained particular impor-
tance as a technique for assessing the adequacy of capital buffers in financial institutions, and
as such form an integral part of risk management and banking supervision.

The class of NVM models is significant for practical applications as it encompasses many
models commonly encountered in the financial industry. For example, our results can be ap-
plied to the most popular credit portfolio models such as CreditMetrics' " and Moody’s KMV,
where log-returns of asset values follow a multivariate normal distribution. The appeal of the
NVM distribution in the industry certainly comes from its simplicity combined with diverse tail
behaviour, ranging from light- to heavy-tailed.

From a technical point of view, our results are summarised as follows: for the special cases
of jointly normally and t-distributed asset returns we have derived closed formulas for the
correlation in the truncated model. For the NVM distribution, we have calculated the asymptotic
limit of the correlation, which depends on whether the variables are in the maximum domain of
attraction of the Fréchet or Gumbel distribution. It turns out that correlations in heavy-tailed
NVM models are less sensitive to stress than in medium- or light-tailed models.

Our analysis allows for a critical review ot the suitability of this model class to reproduce
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empirically observed conditional correlations, and as such provides valuable information for
risk and capital management in financial institutions. Also, using our results, the conditional
correlation can take the role of a further free parameter, which can be set to a target value, for
example to design more prudent stress tests.

We illustrate the application of our correlation formulas by comparing value-at-risk under
stress for a stylized credit portfolio, both under different distribution and correlation assump-
tions, and using empirical conditional correlations derived from DAX data.
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APPENDIX A: SOME RESULTS FROM EXTREME VALUE THEORY

We give a brief review of some results of extreme value theory that are applied in this paper; standard references
to EVT are [Embrechts et al| (1997), [Resnick| (2007) and [de Haan and Ferreiral (2006)).

The central result of classical extreme value theory is the Fisher-Tippett Theorem, which specifies the form
of the limit distribution for centered and normalized maxima.

THEOREM A.1 (Fisher-Tippett Theorem, limit laws for maxima) Let (X5) be a sequence of iid random variables,

and let M,, = max(X1,...,X,). If there exist norming constants ¢, > 0, d, € R and some non-degenerate
distribution function H such that
M, —d
(A.1) i e H, as n — oo,
Cn

then H belongs to the type of one of the following three distribution functions:

0 <0
Fréchet: bu(z) =< " B v= a>0.
exp{—z~%}, >0
(=)™ <
Weibull: o, (x) _ {eXP{ ( 13) }: <0 a0
1, x>0
Gumbel: Alz) = exp{—e" "}, zeR.

If Equation (A.1]) holds, then the type of the limiting distribution is uniquely determined, and does not depend
on the particular choice of norming constants ¢, d,,.

DEFINITION A.2 A random variable X with distribution function F' belongs to the mazimum domain of attrac-

tion of H if there exist constants ¢, > 0, d, € R such that Equation (A.1)) holds, written X € MDA(H) and
F € MDA (H).

A different parameterization allows grouping the Fréchet, Weibull and Gumbel distributions into one family
of distribution functions, called the generalised extreme value distributions.

A.1. Maximum domain of attraction of the Fréchet distribution

The distributions that are in MDA(®,), a > 0, have a particularly elegant and convenient representation via
slowly varying functions or regularly varying functions.

DEFINITION A.3 A positive, Lebesgue-measurable function L on (0, 00) is slowly varying (at o) if

. L(tx)
I§ =1 t> 0.
s L@ 07
A positive, Lebesgue-measurable function h on (0, 00) is regularly varying (at co) with index p € R if
. h(tz)
I} =t t>0.
e B z

We shall drop the specification “at co”, since we only consider functions that are regularly or slowly varying
at co. It is easily seen that h is regularly varying with index p if and only if there exists a slowly varying function
L such that h(z) = z” L(x) (just choose L(x) = h(x)/x”). For details on regularly varying functions, we refer to
[Bingham et al.| (1987).

The following theorem completely characterises those distribution functions that are in the MDA of the Fréchet
distribution.

THEOREM A.4 (Gnedenko (1943)) The distribution function F belongs to MDA(®a), o > 0, if and only if
F(z):=1— F(z) =2~ % L(x) for some slowly varying function L.

It follows directly that these distribution functions have infinite right endpoint, that is sup{z : F(z) < 1} = oc.
Examples of distributions in MDA (®,,) are the t-distribution and the inverse gamma distribution. The parameter
« is called the tail index. In the case of the t-distribution the degree of freedom is .

An important result for regularly varying functions, which is used in Section [£.2] is Karamata’s Theorem, see
(Bingham et al [1987, Theorem 1.5.11 (ii)) or (McNeil et all [2005, Theorem A.5).
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THEOREM A.5 (Karamata’s Theorem)

Let L be a slowly varying function that is locally bounded in [z, 00), for
some xo > 0. Then,
(i) for k> —1,
/ t™ L(t)dt ~ — "t L(z), asx — oo,
) K

(i) for k < —1,

> 1
/ t"L(t)dt ~ ———— 2" L(z), asz — oo.
z K+1

The following bound for regularly varying functions can be found e.g. in |Potter| (1942)) and (de Haan and)
2006, Proposition B.1.9):

THEOREM A.6 (Potter bound) Suppose h is regularly varying with index p. For arbitrary e > 0 and 6 > 0 there
exists To = xo(e, d) such that for x > xo, xt > xo,

(1 —e)t” min(t°,t7°) < };((ZC)) < (14 e)t” max(t°,t7%).

Conversely, if h satisfies the above property then h is regularly varying with index p.

The following is a direct consequence of Corollary 1.3.2 and Lemma 1.3.5 of (Embrechts et al.| [1997):

LEMMA A.7 If F is regularly varying, then lim,_ o e*F(x) = oo, for all € > 0.

A.2. Maximum domain of attraction of the Weibull distribution

Distributions in MDA (¥, ), a > 0, all have finite right endpoint. They include, for example, the uniform and
the beta distributions.

A.3. Mazimum domain of attraction of the Gumbel distribution

The MDA of the Gumbel distribution covers a wide range of distribution functions, such as the lognormal,
exponential and the normal distributions. This class contains distribution functions with both finite and infinite
right endpoint. If the distribution function F' € MDA (A) has an infinite right endpoint, then F is rapidly varying.

DEFINITION A.8 A positive, Lebesgue-measurable function h on (0, 00) is rapidly varying with index —oo if

. h(tx) 0, t>1,
lim =
z—oo h(z) oo, 0<t<l.

For rapidly varying functions, there exists an analogous result to Karamata’s Theorem, see e.g. (Embrechts
1997, Theorem A3.12):

THEOREM A.9 Let h be a non-increasing, rapidly varying function. Then for some z > 0 and all Kk € R

> T h(x)
" h(t)dt < d lim 2 =
/Z ® oo 00 [ t<h(t)dt o

REFERENCES

ABRAMOWITZ, M. AND I. STEGUN (1972): Handbook of Mathematical Functions with Formulas, Graphs, and
Mathematical Tables, New York: Dover Publications, 9th Dover printing, 10th GPO printing ed.

ACHARYA, V., L. PEDERSEN, T. PHILIPPON, AND M. RICHARDSON (2010): “Measuring systemic risk,” Working
Paper.

ADRIAN, T. AND M. BRUNNERMEIER (2011): “CoVaR,” Working Paper, Princeton University.

26



ALEXANDER, C. AND E. SHEEDY (2008): “Developing a stress testing framework based on market risk models,”
Journal of Banking € Finance, 32, 2220-2236.

ANG, A. AND G. BEKAERT (2002): “International asset allocation with regime shifts,” Review of Financial
Studies, 15, 1137-1187.

ANG, A. AND J. CHEN (2002): “Asymmetric correlations of equity portfolios,” Journal of Financial Economics,
63, 443-494.

BAE, T. AND 1. ISCOE (2010): “Correlations under stress,” International Review of Applied Financial Issues and
FEconomics, 2.

BARNDORFF-NIELSEN, O. E. (1998): “Processes of normal inverse Gaussian type,” Finance and Stochastics, 2,
41-68.

BARONE-ADESI, G., F. BOURGOIN, AND K. GIANNOPOULOS (1998): “Don’t look back,” Risk, 11, 100-103.

BERKOWITZ, J. (2000): “A coherent framework for stress-testing,” Journal of Risk, 2, 5-15.

BINGHAM, N., C. GOLDIE, AND J. TEUGELS (1987): Regular Variation, Cambridge, MA: Cambridge University
Press.

BiNGHAM, N. AND R. KIESEL (2002): “Semi-parametric modelling in finance: theoretical foundations,” Quanti-
tative Finance, 2, 241-250.

BIS (2009): “Principles for sound stress testing practices and supervision,” Basel Committee on Banking Super-
vision, Consultative Document, Bank for International Settlements.

BrLunM, C., L. OVERBECK, AND C. WAGNER (2003): An Introduction to Credit Risk Modeling, Chapman &
Hall/CRC.

BonTI, G., M. KALKBRENER, C. LOTZ, AND G. STAHL (2006): “Credit risk concentrations under stress,” Journal
of Credit Risk, 2, 115-136.

BOYER, B., M. GIBSON, AND M. LORETAN (1999): “Pitfalls in tests for changes in correlations,” Board of
Governors of the Federal Reserve System, International Finance Discussion Papers.

BREIMAN, L. (1965): “On some limit theorems similar to the arc-sin law,” Theory of Probability and its Applica-
tions, 10, 323-331.

BREUER, T., M. JANDACKA, K. RHEINBERGER, AND M. SUMMER (2009): “How to find plausible, severe, and
useful stress scenarios,” International Journal of Central Banking, 5, 205—224.

BRUNNERMEIER, M., A. CROCKETT, C. GOODHART, A. PERSAUD, AND H. SHIN (2009): “The fundamental
principles of financial regulation,” Geneva Reports on the World Economy, 11.

CROSBIE, B. AND J. BOHN (2002): “Modelling default risk,” Working paper, KMV Corporation, available from
www.kmv.com.

DE HAAN, L. AND A. FERREIRA (2006): Eztreme Value Theory: An Introduction., Springer, New York.

DUELLMANN, K. AND M. ERDELMEIER (2009): “Crash Testing German Banks,” International Journal of Central
Banking, 5, 139-175.

EMBRECHTS, P., C. KLUPPELBERG, AND T. MIKOSCH (1997): Modelling Extremal Events for Finance and In-
surance, Berlin: Springer.

GEMAN, H., D. B. MaADAN, AND M. YOR (2001): “Time changes for Lévy processes,” Mathematical Finance,
11, 79-96.

GNEDENKO, B. (1943): “Sur la distribution limite du terme maximum d’une série aléatoire,” Annals of Mathe-
matics, 423-453.

GuPTON, G., C. FINGER, AND M. BHATIA (1997): “CreditMetrics: Technical Document,” Tech. rep., JP Morgan
& Co.

KALKBRENER, M. AND L. OVERBECK (2008): “Stress Testing in Credit Portfolio Models,” Working Paper.

KALLENBERG, O. (2001): Foundations of Modern Probability, New York: Springer, 2nd ed.

KM, J. AND C. FINGER (2000): “A stress test to incorporate correlation breakdown,” Journal of Risk, 2, 5-20.

KuPIEC, P. (1998): “Stress testing in a Value at Risk framework,” Journal of Derivatives, 6, T-24.

LAROSIERE, J. ET AL. (2009): “Report,” The High-Level Group on Financial Supervision in the EU.

LoNGIN, F. (2000): “From value at risk to stress testing: The extreme value approach,” Journal of Banking and
Finance, 24, 1097-1130.

LoNGIN, F. AND B. SOLNIK (2001): “Extreme correlation of international equity markets,” The Journal of
Finance, 56, 649-676.

LORETAN, M. aAND W. ENGLISH (2000): “Evaluating Changes in Correlations during Periods of High Market
Volatility,” BIS Quarterly Review, 29-36.

MADAN, D. AND E. SENETA (1990): “The variance gamma (VG) model for share market returns,” The Journal
of Business, 63, 511-524.

MALEVERGNE, Y. AND D. SORNETTE (2002): “Investigating extreme dependences: concepts and tools,” Working
Paper.

MCcNEIL, A. AND R. FREY (2000): “Estimation of tail-related risk measures for heteroscedastic financial time
series: an extreme value approach,” Journal of empirical finance, 7, 271-300.

MCcNEIL, A., R. FREY, AND P. EMBRECHTS (2005): Quantitative Risk Management, Princeton, NJ: Princeton

27



University Press.

MERTON, R. C. (1974): “On the Pricing of Corporate Debt: The Risk Structure of Interest Rates,” The Journal
of Finance, 29, 449-470.

POTTER, H. (1942): “The mean values of certain Dirichlet series, II,” Proceedings of the London Mathematical
Society, 2, 1-19.

RESNICK, S. (2007): Extreme values, regular variation, and point processes, Springer Verlag.

SAMPFORD, M. (1953): “Some inequalities on Mill’s ratio and related functions,” The Annals of Mathematical
Statistics, 24, 130-132.

SCHACHTER, B. (2001): “How Well Can Stress Tests Complement VaR,” Derivatives Risk Management Service.

S&P (2011): “Default, Transition, and Recovery: 2010 Annual European Corporate Default Study And Rating
Transitions,” Report, Standard & Poor’s.

TURNER, A. (2009): “The Turner Review — A Regulatory Response to the Global Banking Crisis,” F'SA, March.

VASICEK, O. (1991): “Limiting loan loss probability distribution,” KMV Corporation.

28



IRTG 1792 Discussion Paper Series 2018

For a complete list of Discussion Papers published, please visit
irtgl792.hu-berlin.de.

001 "Data Driven Value-at-Risk Forecasting using a SVR-GARCH-KDE Hybrid"
by Marius Lux, Wolfgang Karl Hardle and Stefan Lessmann, January
2018.

002 "Nonparametric Variable Selection and Its Application to Additive
Models" by Zheng-Hui Feng, Lu Lin, Ruo-Qing Zhu asnd Li-Xing Zhu,
January 2018.

003 "Systemic Risk in Global Volatility Spillover Networks: Evidence from
Option-implied Volatility Indices " by Zihui Yang and Yinggang Zhou,
January 2018.

004  "Pricing Cryptocurrency options: the case of CRIX and Bitcoin" by Cathy
YH Chen, Wolfgang Karl Hardle, Ai Jun Hou and Weining Wang, January
2018.

005 "Testing for bubbles in cryptocurrencies with time-varying volatility" by
Christian M. Hafner, January 2018.

006 "A Note on Cryptocurrencies and Currency Competition” by Anna
Almosova, January 2018.

007 "Knowing me, knowing you: inventor mobility and the formation of
technology-oriented alliances" by Stefan Wagner and Martin C. Goossen,
February 2018.

008 "A Monetary Model of Blockchain" by Anna Almosova, February 2018.

009 "Deregulated day-ahead electricity markets in Southeast Europe: Price
forecasting and comparative structural analysis" by Antanina Hryshchuk,
Stefan Lessmann, February 2018.

010 "How Sensitive are Tail-related Risk Measures in a Contamination
Neighbourhood?" by Wolfgang Karl Hardle, Chengxiu Ling, February
2018.

011 "How to Measure a Performance of a Collaborative Research Centre" by
Alona Zharova, Janine Tellinger-Rice, Wolfgang Karl Hardle, February
2018.

012 "Targeting customers for profit: An ensemble learning framework to
support marketing decision making"” by Stefan Lessmann, Kristof
Coussement, Koen W. De Bock, Johannes Haupt, February 2018.

013 "Improving Crime Count Forecasts Using Twitter and Taxi Data" by Lara
Vomfell, Wolfgang Karl Hardle, Stefan Lessmann, February 2018.

014  "Price Discovery on Bitcoin Markets" by Paolo Pagnottoni, Dirk G. Baur,
Thomas Dimpfl, March 2018.

015 "Bitcoin is not the New Gold - A Comparison of Volatility, Correlation,
and Portfolio Performance” by Tony Klein, Hien Pham Thu, Thomas
Walther, March 2018.

016 "Time-varying Limit Order Book Networks" by Wolfgang Karl Hardle, Shi
Chen, Chong Liang, Melanie Schienle, April 2018.

017 "Regularization Approach for NetworkModeling of German EnergyMarket"
by Shi Chen, Wolfgang Karl Hardle, Brenda Lépez Cabrera, May 2018.

018 "Adaptive Nonparametric Clustering” by Kirill Efimov, Larisa Adamyan,
Vladimir Spokoiny, May 2018.

019 "Lasso, knockoff and Gaussian covariates: a comparison™ by Laurie
Davies, May 2018.

IRTG 1792, Spandauer Stral3e 1, D-10178 Berlin
http://irtgl1792.hu-berlin.de

This research was supported by the Deutsche
Forschungsgemeinschaft through the IRTG 1792.




IRTG 1792 Discussion Paper Series 2018

For a complete list of Discussion Papers published, please visit
irtgl792.hu-berlin.de.

020 "A Regime Shift Model with Nonparametric Switching Mechanism" by
Haigiang Chen, Yingxing Li, Ming Lin and Yanli Zhu, May 2018.

021  "LASSO-Driven Inference in Time and Space" by Victor Chernozhukov,
Wolfgang K. Hardle, Chen Huang, Weining Wang, June 2018.

022 " Learning from Errors: The case of monetary and fiscal policy regimes"
by Andreas Tryphonides, June 2018.

023 "Textual Sentiment, Option Characteristics, and Stock Return
Predictability” by Cathy Yi-Hsuan Chen, Matthias R. Fengler, Wolfgang
Karl Hardle, Yanchu Liu, June 2018.

024 "Bootstrap Confidence Sets For Spectral Projectors Of Sample
Covariance" by A. Naumov, V. Spokoiny, V. Ulyanov, June 2018.

025 "Construction of Non-asymptotic Confidence Sets in 2 -Wasserstein
Space" by Johannes Ebert, Vladimir Spokoiny, Alexandra Suvorikova,
June 2018.

026 "Large ball probabilities, Gaussian comparison and anti-concentration"
by Friedrich Gotze, Alexey Naumov, Vladimir Spokoiny, Vladimir
Ulyanov, June 2018.

027 "Bayesian inference for spectral projectors of covariance matrix" by Igor
Silin, Vladimir Spokoiny, June 2018.

028 "Toolbox: Gaussian comparison on Eucledian balls" by Andzhey Koziuk,
Vladimir Spokoiny, June 2018.

029 "Pointwise adaptation via stagewise aggregation of local estimates for
multiclass classification” by Nikita Puchkin, Vladimir Spokoiny, June
2018.

030 "Gaussian Process Forecast with multidimensional distributional entries"
by Francois Bachoc, Alexandra Suvorikova, Jean-Michel Loubes, Vladimir
Spokoiny, June 2018.

031 ‘"Instrumental variables regression” by Andzhey Koziuk, Vladimir
Spokoiny, June 2018.

032 "Understanding Latent Group Structure of Cryptocurrencies Market: A
Dynamic Network Perspective" by Li Guo, Yubo Tao and Wolfgang Karl
Hardle, July 2018.

033 "Optimal contracts under competition when uncertainty from adverse
selection and moral hazard are present" by Natalie Packham, August
2018.

034 "A factor-model approach for correlation scenarios and correlation
stress-testing” by Natalie Packham and Fabian Woebbeking, August
2018.

035 "Correlation Under Stress In Normal Variance Mixture Models" by Michael
Kalkbrener and Natalie Packham, August 2018.

IRTG 1792, Spandauer Stral3e 1, D-10178 Berlin
http://irtgl1792.hu-berlin.de

This research was supported by the Deutsche
Forschungsgemeinschaft through the IRTG 1792.




	AA_Frontpage
	SSRN-id1541622
	introduction
	Definitions and problem
	Correlations under stress
	Special case: normal distribution
	Special case: t-distribution

	Asymptotic limit of correlations under stress
	Special case: normal distribution
	W and V in the Fréchet MDA
	V in the Gumbel MDA

	Example: Application to stress testing
	Stressing the correlation
	Empirical example

	Conclusion
	Some results from extreme value theory
	Maximum domain of attraction of the Fréchet distribution
	Maximum domain of attraction of the Weibull distribution
	Maximum domain of attraction of the Gumbel distribution

	References

	ZZ_Endpage

