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Design and pricing model of the reverse CDS in credit loan risk
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1. School of Emergency Management/ Institute of Finance Engineering of Management School Jinan Universi—
ty Guangzhou 510632 China;

2. Guangdong Emergency Technology Research Center of Risk Evaluation and Prewarning on Public Network
Security Guangzhou 510632 China

Abstract: Based on the credit default swaps ( CDS) agreement this paper proposes a reverse credit default
swap ( RCDS) agreement to avoid credit loan risk. It defines the reverse CDS agreement designs the pricing
contracts about the reverse CDS agreement and discusses the risk “captivity” principle about the reverse CDS
agreement. Under the no arbitrage principles the paper establishes a reverse CDS agreement pricing model
with unknown default probability. Assuming the asset value movements of a corporation abides by a Brownian
motion and a compound Poisson process with the synthesis of a plurality of independent Poisson process under
the risk neutral measure the paper establishes a stochastic differential equation about the asset value move-
ments of the corporation with both Brownian motion and the compound Poisson process. The default probability
and the reverse CDS agreement pricing formula are derived. Finally through a numerical analysis it discus—
ses the relationship between interest rates reverse CDS prices loan terms default probabilities the ratio of
the initial assets over default boundary and other factors. Corresponding risk avoiding measures are given. The
research has a good reference value for the practical applications.

Key words: credit default swap( CDS) ; reverse CDS agreement; pricing model; probability of default; Brown

movement; compound Poisson process



