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The following two sections deal with the each of the concerns raised by the
examiners.

1 Dependence Between Recovery and Appreci-
ation Fraction

The second examiner’s first remark was as follows:

Throughout the thesis the severity § of the default only inter-
venes through its average 8, so that the interest and meaning of
the marks in the model does not appear clearly. I suggest to add
a word of explanation in this regard, cf. for instance in the paper
by Ehlers and Schonbucher: “if recovery and devaluation show nega-
tive correlation, then the protection buyer of a foreign CDS is doubly
punished. In a light default scenario, i.e. when recovery is large, the
LGD payed to the protection buyer will be small. In the case of a
severe default, i.e. when recovery is small, then the LGD amount in
foreign currency will be large, but its value in domestic currency will
typically be reduced by a high devaluation fraction”.

Thus we have included the following paragraph at the end of Section 4.2:

Note that by assuming R to be constant, we eliminate any pos-
sible dependence between the recovery rate and the appreciation
fraction. This dependence may, however, be important: as noted by
Ehlers, negative correlation between the recovery rate in the foreign
currency and the appreciation fraction is beneficial to the protection
buyer in a credit default swap denominated in foreign currency —
when recovery is low and he must receive a large protection pay-
ment, it will likely have an increased value in local currency, while if



he suffers from a less favourable exchange rate, he will likely do so
only on a small receipt of foreign currency.

2 Financial Justification of the Martingale In-
variance Property

Both examiners commented on Section 3.4. The first examiner’s comment was:

I am of the opinion that the financial justification of the martin-
gale invariance property is not adequate and this needs some atten-
tion.

The second examiner’s comment was:

The financial justification of the (H)-hypothesis (martingale in-
variance property) which is postulated is not very convincing. Wouldn’t
it be more fair to say that the mathematical convenience of a reduced-
form approach greatly relies on this assumption, which is therefore
made for tractability?

As such, we have amended the following paragraph, excluding the struck-out
sentences and including the italicised one.

Ehlers [14] gives the same interpretation in our model: ‘The fi-
nancial interpretation of [our variation on the martingale invariance
property] is that if the (default-free) F"-market is arbitrage-free,
then default does not introduce arbitrage in this market.” However
. 1 his . leos 114l . : !

This property proves very useful in the analyt-
ical tractability of the general model.



